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?ﬁwﬂ¢l " Chapter XI

[/
nBanking’in a Capitalist Economy

A, INTRODUCTION

Jown, e{,\,a‘kkﬁ(

The argument in the chapters on pure theory made it evident that /UQ

1

(o —— — —

<;re1evant)economic the?vy £er our type of economy cannot be constructed by

)u\OM/JV v mww&i’

"adding" money, onto a theory that is designed to demonzfrgji that decen-
jMV\ & N L)

tralized markets yield coherent regults’/nder the artificial conditions of

f N

trading at a Village Fair, Money, in our type of economy, is inexorably

- >
F Arnrtrf

tied up with the process of creating and contro%&ng capital-assets. Money,

in-ou;—%ype—oi—eeenemyi is not just a universal counter, which makes

unnecessary the double coincidence of wants_ﬁgéf/;ﬁ’required for non-

1 J ,i'/ j':f
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, Sspeculative barter to take place;lit is a type of bond that arises in the

» process of financing investment and positions in particular types of capital-

- 4 \JJ o 1}
%&w}(%fyhl assets, In the 1930's, as the Great Depression was working its way through
) N
Y o 7!

J”ﬂ our economy, Keynes stated that the banking system

interposes its guarantee between its depositors who

lend it money, and its borrowing customers to whom it
loans money wherewith to finance the purchase of real
assets. The interposition of this veil of money between
the real asset and the wealth owner is a specially marked
characteristic of the modern world. (J. M. Keynes Essays
in Persuasion, Volume IX of the Collected Writings of John
Maynard Kexnes, MacMillan, St, Martin's Press, for the
Royal Economics Society, London and Basingstoke, 1972,

p. 151.) @

<
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In thii/Keynes V1emeonev 1is created as bankers go about their

fkd) sy

business of financing investment gnd positions in capital-assets. 1In the

first instance an increase in the quantity of money finances an increase

in the demand for either investment output  or items in the stock of

capital-assets. Money creation is part of the mechanism by which a surplus
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is generated and allocated. The appropriate economic theory for the S} '

{s)
analysis of how money and the institution, which create@ money, banks,

“n
\L
affect the behavior of the economy must focus on the question 6§’what ﬁaéér/k
determinig the size and the applicatiogﬁ'of the surplus,

As money 1s created the borrowers enter upon contractual commitments
to repay funds to the lending bank, Money*g:z:;se of its origins in the
banking pIOCESS/iS part of a network of cash flow commitments, a network
that for the capital-asset side of the economy rests upon the cash flows
or quasi-rents, to use Keynes' terminology, that capital-assets generate
when used in production. The satisfaction of};hé/zash flow commitments
to banks by units producing investment goods d pendi/ypon the ability of
the purchaser of the investment goods to make ;hiﬁ% payments, which in

\//;urn depends upon the financing of ownership of capital assets, Normal
functioning of the banking process, and thus of an economy with capitalist
anking, depends upon the normal functioning of both the income producing
and financial systems of the economy.

Because the liability of banks functions as our economy's money, banks
are unlike money lenders who are restricted to the contents of their strong
box in their financing activities. As will be argued in what follows
banking activity can be characterized as first taking on an obligation to
make payments on behalf of a borrower and then finding the wherewithal
to fulfill the payment commitments that result, Because of this charac-
teristic banking is the centrgl financial activity of our economy. _Beeause F;Q/
it provides the flexibility ;z/the financial structure which allows commitments

to be made in/;hé/face of the uncertainties that are inevitable in ang

U\z& s i
process that involves historical time. P 1ﬁ14 &£ ¢P Ajr A
‘e y \ g \ .

Mﬂ/) fr;-'j/ J
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Q“) Prior to the emergence of modern industrial capitalism’ money as a

%¢£ype of bond issued in ?Pe banking processy was mainly concerned with
. & ngmath

.JJFfi&ancing commerce; 4%,, goods '"in the process of production and distri-
4 v

B£= uﬁ?/?u&ion:" The label Commercial Banks for our demand deposit issuing insti-
N &) \ v

QLéUtions reflects the original dominance of this line of business. The

A capital-assets and investment that money financed ip those gircumstances
7 -~ . ) \ LI .,” { AT d‘ 4/[6

- were mainly inventories,?! aq vj%:i&» LA WANT %%ﬂ

v ‘UQO ¥ 3-3 -bk_L

However in our economy,. side-by“side-with the need to finance inven-
tories? there is a much greater need than in earlier epochs to finance
durable or fixed capital-assets, both in their production or construction
stage and over their lifetime as components £i’production processes, This

is so because the greater capital intensity of production means that
\}
capital assets now entail a larger volume of money today in exchange for
4
money later commitments. The arranging of financing for investment and

for capital-asset ownership is the business of investment bankersg who
underwrite and distribute new issues of debts and equit£;s-and make the
markets, either as brokers agg;dealers, in which trading in existing
securities takes place. In the reform legislation of the 1930's a line of

demarkation was set between investment and commercial banking for private

1 A "Uf[g“
Prior to the of the currently deminant ''money" view of

banking a "commercial loan" or '"real bills",theory of banking was dominant.
This theory held that commercial banks should restrict their lending to
instruments that represent goods in the process of production (inventories)
and that,if the banks did this, then the correct amount of money would be

in existence. Regardless of the validity of this theory both the commercial
loan and the money view of banking tend to ignore the role of banking in

the financing of capital asset ownership and investment output. As such
these traditional views of banking are complementary to ;hé'neoclassical
economic theory which emphasizes transactions in already produced output and
virtually ignores the existence of capital assets&’fﬁe commercial loan view
of banking and the Village Fair perspective on the economy are logical
"partners”., The definitive works on these issues remain Jacob Viner, "Studies
in the Theory of International Trade", especially chapters < ; and

Lloyd Mints. = 5 Y CLA%O . g ’

S/ |
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debt. fﬁe same organizationg “With few exceptions;sis now not allowed
= ____"‘_-\___‘_,_f/

to engage in both types of business.2 When we come down to policy and
reform suggestions we will discuss the wisdom of this division with respect
to private debt and whether it should in fact exist for all banks and all
markets. The division between commercial and investment banking is arti-
ficial, Commercial bankersész financeg by means of term, construction,
and revolving credit 1oans,A}nvestment and positions in fixed capital-
assets, Investment bankers acquire banks, either overseas or through

holding companies,and facilitate;shortwterm financing of business through

/

devices such as open market or commercial paper. Furthermore in recent
years giant commercial banks have used their favored position with insurance
companies and pension funds to engage in the business of distributing
longer term business debtg,
& /b‘ tt?a 'N/U’MM.V]
In this chapter we will put SO jinstitutional meat on our -
theoretical skeleton“ﬁizﬁﬂﬂr we will remain abstract and try pet to é&t
: . o
gpd/lgzglvéa }H/Ehe niety=pritey of institutions and usaggs. Qur aim in
LA N
this section is to show how in our iHStitRfifﬂﬁ; sez_aphfhe demand for \/ w&ﬁlﬁ‘
finance draws forth a supply of finance, i.e+, that finance)r and this ‘ E
A
R ] ‘L\L
implies money)f are endogenously determined variable# responsive to demand. ?if

"
,&‘I’
Furthermore we will show that the Federal Reserve System ca t al be g{ 7
el St '

— W
\///;//an "outside" agency that focusses on the size of the money supply, for at

times its actions will be dictated by the need to avert financial crises.

Commercial banks were allowed to continue to underwrite and
N ~ 4 -distribute state and municipal securities. Perhaps the difficulties
Pk}wﬂv ,0f New York City which were so prominent in 1975 can be laid to the
_,tiQ_ continued dominance of banks, and in particular the giant banks, in
;i ’*ﬁ this business, .

=

-—% '%-\-
;:v:éﬁgg;
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This is especlally so once the relatively fragile fimancial system we
AL
have examined in chapter X exists. It will become—evidemt that the
emergence ofhfragile financial structure4 is a consequence of the normal
funﬁtioning of an economy with our type of banking and financial insti-
\ ?l/tions .
Standard economic theory, the neoclassical synthesis, views banking

-
as a mechanical,staticiand fundamentally passive intermediary,which may

w h “ f_.':i_iulk,ﬁ' w7 &
affect details and perhaps introduces noise, but whiﬁﬁ;does nQt erudy”
' AT w@ﬂb

LIt
affect theAbehavior of the economy. This economic theory the
view that the economic effects of the banking system are fully caPtured
by the money supply, changes in the money supply)and perhapsA he movement

of some interest rates. This view_ whieh implies that the Federal Reserze Z

e

4
nd the efficacy of reserves,Ais a legitimate

Q6w v

can "'guide" or "control" thz economy by controlling the money supply -by—
first controllingﬁfe erves

and fundamental policy conclusion of izc;iixd theory. In truth, as ex-

A o
perience has amply demonstrated, entral Bank control process is
imprecise and largely ineffective, Thde—ig=s0 because banking is a dyna-
mic and innovative profit making business apd—Tiwe managers ef—tzmks are
actively seeking to build their private fortunes. Profit making and fortune
hunting bankers adjust the asset; and liabilities of banks in response to

b

perceived opportunities and these adjustments affect, the volume and the allocation

of finance. The view that the size of the money supply is the only way

banking affects the economy has led economists and the Federal Reserve

J////Eo virtually ignore the composition of bank portfolios in theorizing and

| making policy. In particular the view that the money supply is the
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relevant variable by which control of banking can affect the performance

of the economy has meant that the various banking authorities & the

Federal Reserve, the Comptroller of the Currency)and the Federal Deposit

Insurance Corporatio§)& neither control nor have a strong traditionfor &

view with respect to bank portfolios and leverage. Until the stability

(N7
of the banking system is threatened, as in 1975, the authorities ignored

the changes in the ratio of bank assets to bank equity. Furthermore>when¢

in 1974 and 1975¢ the authoritiesﬂrecogniz%# that there was a problem in1?E®0",ml

the higher ratio of bank assets

. .Vﬂv\Q
to bank equityhthdgﬁznhizmrof "capital

adequacy" was viewed as a "banking" or a "bank business” problem and not &7 e

/as_a_problem pf economic policy

The vision of standard the

a money supply which in turn de

ory, that the Federal Reserve determines

termines income and prices either directly

as monetarists have iE,or indirectly, as standard Keynesians have it,is ?

not valid for our society. In

Z

our economy moneyfﬁaefined in any meaningful

way, is an endogenous variable whose quantity is mainly determined by the

workings of the economy. Furth

' d/not only ATe)
ermore in our economy ther ot only Are/a

number of different types of money, but the nLature” of the money that is

-

relevant/ﬁer’various problems o©

f economic theory and policy changes from

time to time. The role of money, banking, and finance in our economy cannot

be understood unless allowance

innovation.

is made for financial evolution and

The financial instability perspective holds that the fundamental

path of a capitalist economy is
events is due to the behavior o

source of instability because ©

cyclical, that the clical course of
%e " w&%wr‘y
f investmen%, aﬁgathat investment is a

f the manner in which imvestmemt is related
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to variables whieh are mainly determined in financial markets./ Thus tﬂeﬁué 6 eV

y}
financial instability view leads to an investment theory of business
cycles and a financial theory of investment. Part and parcel of this

("\ A a w7 i
approach to gpe'behaviog\of our economy is that‘gnéLf normal functioning

] PAAAAS
- changes in the relevant amount or quantity of money emergeg’ out—ef the

=5 financing, through banks and financial markets, of investment and other
'épending. Changes in the relevant amount of money are not imposed upon
the economy by Federal Reserve actions ,for as was believed in olden days}

o
the vagf%ﬂcies of gold production)or the course of the balance of payments,
n

/Yoy
Changes in the quantity of money arise out of the interaction% gmoag\units

that desire to spend in excess of their income)and the organizations which

LA
facilitate such spending. The centra nSpending in excess of Iincome that

A

i

N

I =

wﬂ“” takes place in a capitalist economzbfs e spending on investment and on izf
;u”rV f p pe LJTFAQ!VM~MVK.

vﬁ?jtﬁ 2Jw4l holding capital-assets by businessh.‘True households and government can

= ; o | 1 :;V] v

¥
t

)

.”‘}quﬁ V" Laotand do7spend in excess of their income§8ht the viability of household
7l e ’
Y /i

1 ¥/ Widwv s
g?jﬂ S spending in excess of income dependsﬂupon the stability of employment and
ML

(j‘{ Q)t \ -

E?}Mjﬁ“i3’ )~ sovernment spending in excess of income is largely a recent result of the
,fl}/

o v exi;fg;ce of "big government" in a financially unstable environment.

i i‘l\J‘ ! )l v
&ﬁ W~ Our examination of how product prices are determined in a capital
e i o~ wcduta

mn
using capitalist econom%éphapter VIII shnwed—that)in the simple parable
of an accumulating economyﬁiﬁ which only consumption and investment outputs
are produced)the mark up on labor costs in the production of consumer
goods is the wage bill in the production of investment goods. ,That is
lzmbéwf'%/"““ o
profits in consumer gooQﬁ production dependf uponAinvestment goods pro-

duction. The mark up on labor costs in the production of investment

goods depends upon the pace of deTgnd for investment goods and the supply
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d

curve of investment goods, The demand for investment goods depends upon
J.-'J"'{;:(
P AL

the capitalized’yalue ofﬂéuture profits being greater by someé%?rgin,

AFe / £
which reflectshevaluationg of the relevant uncertainties bxqborrowers
L ;
and lenders, owef the supply price of investment-output. Current and anpréH(
future profits’/which)together with the capitalization ratio)determine

the demand price for capital-assets, depend upon current and future
&

investment activity. In a ve ial sense a capiltal using capitalist
;vc./w»é? 1 e vo
economy works well today /%nvestf a sufficient amount to sustain

a reasonable approximation to full employment and to assure that debts
and other financial instruments are validated?)because 1t is expected to
work well enough over a reasonably long set of tomorrows. Investment

takes place today because tomorrow's investment is expected to lead to

I//;wt'iequate flows of profit., po
. ool

Because tdzbwfe demand price of investment goods reflects }jnf/

expectations of” tomorrow's profits, changes in the demand price for—
J A N
investment-—poeods cam be expected to occur as views about the future

ot
53yn4§? BMjﬂan 1ncrease in the demand price of investment goods(}%zen_;__

""—H..._
N o
after allowance for borrowers risk,>w1ll not result in eﬁ inerease in

-

the amount of investment unless financing is forthcoming. We have to

look at the nature of banking and financi 1 markets t ine Ag
r\“ 6-ZZ E /Z;_/VV\_ 4

l ‘r.‘_ twrg {,‘d\;’df
the banking and financial system works,se—that,an increase in the supply
o-T v (P 2 1)
of financing tg in response to an imerease in the demand for A
Jm v - «
financing andAyhether an "independent or autonomous increase in the \
ability and willingness of banks to acquire assets will result in an JLQ

by which investmentf and positionj/}p the stock of capital assets are Vyﬂrji .

V
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financed® Money, in its various forms, emerges out—of, the way various

/- W, “ A

profit maximizing banking organizations go about their business, , /
r ;/ml/mq \../V(

1 [‘ ] v /‘V‘

Recall that financial markets ,and th4ﬂ4{anking enterhphe 1nvestm?nt
determiming process in three ways, One is that the determination of the
current value of capital—assets7and thus the demand price for current
investment output)occurs in financial markets, 4%mrSecond Ie—that the
determination of the amount of investmeiﬁgthat will be financed depends
upon banking processes. Ihé' hird fs—that supply price of investment
ot}put depends upon financing coiggtions.
4
The peculiar circularity abeu%aa capitalist economz)f that sufficient
investment to maintain fu employment will be forthcoming now onlizgs ﬂij
there is a belief that enough investment to assure that the economy does
well will be forthcoming in the futurg)f has a banking and financial
V//;ystem corollary. Not only must the banking and financial system be
working now so as to maintpin favorable asset prices and investment
S o
f1nanc1ng)but the—baaking—eﬁ&*fiﬁaﬂegkgrﬂyﬂfem must be expected to work i A a
gLJ&Mﬂ in the future4s//that asset prices are maintained and investment financing
ig/forthcoming. Normal functioning of the banking and financial system
O M L}y is a necessary, but notqéuff1c1ent)cond1tlon for the satisfactory functioning
Q.

“'t1 of a capitalist economy. Any disruption of the banking and financial

P/’L,.,c’ ‘ : .
/¥ f\;:hFYStgﬁf will lead to a malfunctioning of such an economy.
ATV

ﬁ?q}{%}u This dependencghgpon 1nvestment ﬁeﬁ—the(lermal functloning of the QL L//// .
J,I ) S, S /
-bjﬂfa economfgis also a dependence upon the availability of external finance. v

If the demand for external finance exceeds the supply of external financ

e
i Zéfl‘

at a gilven set of fina:;?ng teq% % then financing ten rise.
] Ly AAA .’,}, “dud)
Financing terms are wha- on the contract jﬁ wh h investing
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unlts recelve money today in exchange for their promises to pay money

V7/;omorrow. These contracts entail much more than purely interest rate
)

itemsg “fhey include collateral, maintenance of net worth, profits {%7

. _eakong, —be

coverage of debt payments before dividends ;:gibe paid, etg,. The

\{ (i@{fl existence and nature of these codicils makes the mere lookin$ at erest
| H

N/ Yurnt
L:i;zé'very misleading as an indicator of financing terms. [/

/1._,- ]c' “
4 bt ‘fi’ - 0‘- ""
A rise in current financing terms for a stricter set of current

"codicils"f)means a fall in the pr%aisof the outstanding inherited stock
of financial and capital-assets, which in turn implies a fall in the
demand price of investment., We have a delicate governor mechanism which

may well operate to control the amount of investment that¢ﬁilli}§ﬁf5cfjbe

forthcoming. A rise in (he demand price for investment.will in ! 2 the
) ylra e e leai A iy /‘
demand for financing. whieh imereases financing termsdyhlch lowers capltal

asset pricesfand thus the demand price for investment. A symmetric

mechanism will hold for a fall in the demand price for investment., How-
V/C;;;// ever this governor mechanism is often ineffective.

_y ’{ﬁu We live in a world of uncertainty with highly speculative financial
et R | B :
i \ﬂw {J markets, Current views about the future determine acceptable and unaccept-

it

UA‘” Vilixj’(able liability structures)and thus affect capital-asset prices and invest-

ka;;“"F ment. As a result the interactive processes between capital-asset prices
and financing conditions affect income, employment, and profits so that
the governing mechanism is often dominated by positiveé disequilibrating
feedbacks, This 1s so because the very processes and climate which
increase# the demand—pricef for capital-assets relative to the supply

priceg of investment output will also increase profits, the ratio of

profits to cash payment commitments)and the amount of financing that banks

// __
L '_/‘J Vipy
i. (—{-'//ZL.-/':)A

e[@/é;'4ﬁnﬁ{?
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and financial marketywill make available at any set of terms. Because
bankers live in the same climate of expectations as their business_men
customers, profit seeking bankers will endeavor to find means to
accommodate their customers. In this way banker's behavior will tend to
2 reinforce disequilibrating pressures., Symmetrically)the processes and
\J }‘ climate which decrease the pricqﬁ of capital-assets will also decrease

v

The view of money, banking, and financial markets that follows from

y the willingness of bankers to finance customers,
oy

the investment financing perspective differs radically from the view

il
) 5,.{
0' o x_ﬁ that dominati7 standard economic theory and analysis, The standard view
A |
)ﬁq : d1vorceslpow money affects the behavior of the economy from any consid-
1 Y : ;

W\ eration of the specific transactions by which.m&gey—is created, Both 71
monetarists and standard Keyneslans view money as an externally given G&A 34qul n
quantity, They both tend to view the quantity of money as something which
V/C?/ can be identified quite independently of institutional usages. Whereas
f;om the financing perspective an economy may have a number of different
types of money at any time)f for different uses and for different institu-
tionihﬁ and the nature of money in an economy can change over time.”f;e
standard view ignores the interactive processes by which money is created
and the implications of different ways of creating and using money. The
srandard view treats money as a quantity, without considering qualitative
b///:i: process attributes.
The structure of banking and financial institutions that existsat
e ol -
anyhtime(leads to)the capitalization rates for the different typefof

quasi-rent yielding capital-assets and(&o)the financing terms for the

various types of investment goods being gpdduced. The mark.uppn money

/

V/
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market interest rates that leads—te the cost and conditions of finance
for various types of enterprize can differ, Our world is characterized
by heterogeneous capital assets, techniques of production that require

extensive financing?and a variety of organizational forms for business

and finance. In such a world it is possible for financial advantages

and disadvantages to offseiiggoduction advantages or disadvantages. With-

out examining the evidence particular cases it is Impossible to deter-

LAt
mine whether that which is successful because it survives in the, market g
G\*’ i

N
AQ 6{6&\&12 ¢l : * /
structure that—exists. is due—te production, product)or financial advantages. "%\

A CINARK
In a capitalist environment the successful can be technologically inferior

if financial markets are so blased as to give some technologically inferior

\/////unitf a large enough financial advantage.

7

e

In order to understand how an advanced capitalist economy with a
sophisticated financial system operates it is necessary to take a critical,

!
no nonsense look at banking, what it is and how banks operate, A century

- VAL
ago in the populist tradition banks and bankers were locked upen.with a

good deal of suspicion. An old saying, reflecting much folk wisdom, d;;r
that "A Bank Charter is a License to Steal." 1In these daysﬁ

when persuasive evidence exists that the financial probity and altruistic
concernﬁ of giant corporations, large financial institutions, and senior

o>
government officials can be questioned, perhaps Mewshould examine

dd

agoA?mbodLeé-some

whether the susp1c1zn of ban?lng embodied in the folk wisdom of a century

truths. ,ﬂg
© L yV\MV\,

Hha{‘ké will qg;nt§/dlscusshF& not how or whether a bank charter NJW QQ

/jé/; license to steal>but whether the populist suspicion, which reflected

Y 1/
/y%)i’view that it is not quite\legitimate for a mystery, banking, to exist

/



-13-

whieh-enablg;jsomeone, a banker, to get something for ??thing, was really
sy e
a suspicion of the disruptive inf%uence/dg bankin%«on an economy. In
AL‘“ ‘,-J/

fact the banker has someth1ng7\a name that is acﬁizéfx%? as a pledge for

the bonafides of a third party. But a banker, Like /ﬂa modern physician,

///gnly lays hands on a "client" if there is a fee forthcoming for the

services Aébanker is a profit maximizing businessman.

& S 7

We wild find tha€ banking, as the financing agency for investment
activity and the holding of capital-assets, is essentially a disruptive
or disequilibrating force in the economy. The disequilibrium that a capi-

A\ i .
talist economy exhibits could not exist without bankingaf-baf—ﬁhe capital-
T OAN
ist investment financing process could not exist without banking and

financial markets. Qbifﬁbﬁanking;cay its very natﬁfé}lis a disequilibrat—
4 ) )
bv I
ing force,Acontemporaryt institutionalized corporate banking, ﬁd//whlch

the stock market valuation of bank shares is a major determinant of bank
behavior, is especially disruptive. Given the destabilizing properties

of banking and finance ; 1s necessary to determine whether privately
Alryevddiv
owned banks as-t —& nconstltuted should be tolerated!

e L(f e

“In what follows we will to a large extent jfocus on commercial banks
o —— -

and other extant financial institutions. However with Henyy Simons we
\_ (t W{_j
n_a capitalist

t i th "banki i T i h
m%i‘ recognize fjﬂ anking is a pervasive phenomena" AL

j/ /economy-hnd that banking pract#ces are not restricted to organizations

\/ 4 called and chartered as banks a;ztgkgulated by th?$g§pking authorities.
Furthermore just as "banking" is not necessarif;;;estricted to banks so
money creation is not restricted to banks and government agencies. In
truth any economic unit can issue money,# the only question)or problem,

is to get it accepted., Thus in the conglomerate movement of the late

1960's companies were often purchased by complex combinations of equities
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and debts)+ by "funny money" to use the language that became common on

Wall Street. In periods of economic expansion and especially in periods
when financial markets are particularly active the appearance and acceptance
of new>f often special purpose>f monéy along with the emergence of

specialized financial institutions that have this new form of money as
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B. IINSTITUTIONAL CHANGES, MONEY)AND OUR KNOWLEDGE OF OUR ECONOMY
/ﬂlhipk the United States the primary form of money/peﬁ/ZQnsists of
deposits asubject to check; irger; demand deposits. These deposits are
"created" as banks lend and buy securities,gnh&gre destroyed as bank
loans are repaid, as banks receive interest on securities, and as bank
holdings of securities are sold. Imrour—ecenemy Units of the money
supply are constantly being created and destroyed even as the total
amount Iin existence may not change. The holders of demand deposits are
indirectly financing the activities represented ;n%the securities and
loans on the books of banks,” Whatever changes occur in the quantity of
demand deposits reflect changes in the total of such financingg‘ike
;érocesses which destroy and‘create units of demand deposit can change

the distribution of the financing being effected.

»

The currency form of money comes into being as holders of demand
deposits exchange such deposits for currency. This exchange takes place
because currency 1is more convenient than demand depositsfﬁg% some uses.,

Under the banking rules that existed prior to the Federal Reserve Act,
the National Banking System/ created in 1863, and the regime of state
autonomy in bankingy that existed between the late 1830's and the Civil
War, individual ban&s had the right to issue circulating bank notes; . /ad
flhes, currency. gﬁé@f this institutional set up the primacv of demand
deposits as the essential money had not been established. However once
the "banking" process 1is restricted to the crediting of bank promises to
pay in the form of demand deposits to business, household, and government
accounts in exchange for business, household, and government promises to
pay in the form of loans and securities, theﬁp?imacy of demand deposits

as money 1is established. /

\./
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Our current concept of money reflects the present stage in the

evolution of institutions and usages. Such evolution takes place in

I
hk_fﬂ response to both legislated changﬁ# and profit opportunities that arise
‘A

V\_{;)ﬁ’ " in,financial markets. There is a peculiar "naiveteﬁ to.ti? standard
A Y i A O
i\ *\N\i,l( R

] i
kt“' Yiews on money which admit that money has evolved over history and that
'I‘l.\.! 'l

by A
N g M g f.b
\ %ﬁéo_g"m“”the institutions which handle money and trade in money loans, even 1if
; T TP i |
W\ o =

U7 Viat llfthey do not create money, have changed quite rapidly at various times.

\. k AM ;“EFurthermore it is admitted that these past changes have affected the
YLV

'3\ connections between money, banking, finance)and the performance of the

J A .

o N

Qv 1 LL“ economy in a variety of ways. Nevertheless the holders of the standard

& view do not concede that the same, orza/;imilar, evolution of institutions
[-‘Vf/}-Vj

and usages 1s now going on so that the relationsnbetween any measured
b///b///money concept and measures of the behavior of the economy are changing,

This obtusenessi with respect to the possibility of ongoing insti-

~ I Aboed e b 1]/
[ l tutional changef and th effects upon system performance that permeates/yizir
. U P 1" / e .{’:?C{ 'Hf/ﬁ
I\ 5V T discussions of mopeyg may bé—due—to dominance of "printout" testing
; o Py

dﬁgf economic relations bver the study of institutions and usages in economic

1 A w4l
AT 'ﬂ&research. For ar "econometric" result that a computer spews out to have

A

AT 6~

W any megning whatsoever it is necessary tééf’the underlying structure
he institutions and the usages which gererate the daté%)ne%—thange

o gt

N 1
& e

\ Sy o
4'\ _4;h ffor a long enough peri?g of time so that ef ;independent ob ervatio§2
I
\ |

W UTLNrED

SOIMD - / - s : —
rvvil_ﬁ [ QEF generated to fulfill the requirements~£o¥7§tatlst1cal/€ig-
A4 fuy -?U !
SN TN
P ﬁb' hat is econometric work rests upon an assumption that the underlying

L) JE ¥ &

. 'Q;Jﬂml'YStem does not change for as long as perhaps fifteen or twenty years.
g I'\J : \{.- Ul\

Vﬁ However as Norbert Weiner put it:

) is far more difficult to collect long runs of economic

i
A’%}‘ ' rd

¥ v/

Srha .

,iﬁijg} ¢F’Q§§’ Difficult as it is to collect good physical data, it
h .-‘..J ‘J. 7 .rf“
lU' a5 il i
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or social data so that the whole of the rum shall

have a uniform significance. The data of the pro-
duction of steel, for instance, change their signi-
ficance not only with every invention that changes

the technique of the steelmaker but with every social
and economic change affecting business and industry

at large, and in particular, with every technique
changing the demand for steel or the supply and nature
of the competing materials, For example, even the first
skyscraper made of aluminum instead of steel will turn
out to affect the whole future demand for structural
steel, as the first diesel ship did the unquestioned
dominance of the steamship.

Thus the economic game is a game where the rules are
subject to important revisions, say, every ten years,
and bears an uncomfortable resemblence to the Oueen's
croquet game in Alice in Wonderland ... Under the
g, circumstances, it is hopeless to give too precise a
“ﬁ\ measurement to the quantities occurring in it. To
o assign what purports to be precise values to such
2 Y Ff essentially vague quantities is neither useful nor
\ gV 1) honest, and any pretense of applying precise formulae
l ) xq'.j to these loosely defined quantities is a sham and a
N U A waste of time., (Norbert Weiner, God and Golem: A
I Comment on Certain Points Where Cybernetics Impinges
APV 9 I\ on Religion, Cambridge, MA: M.I,T, Press; London:
N Y Chapman and Hall, 1964, pp. . As cited by
J«“ $V7{}ﬂ Joan Robinson in "What Are the Questions", Journal
i QJ of Economic Literature, Dec., 1977, Vol, XV, #4.)

hY The issues raised by Weiner are relevant to all statistically

7 /e

sophisticated metrical research in Economics, but are especially relevant /65

/
»//V//h fng’research on money, banking, and finance. The data on production, ftpﬁﬂ-

=9

6T
demand, and employment are grounded in the properties of the stocks of%,-&k

capital assets and human resources. These change only with accumulation

tﬁﬁtkﬁand as people learn and age, Although rapid changes are possible in the

f J
\ K
1| B Al N B AN L
¥;;%<%?:) i?gmposition of outputs and inputs, these rapid changes arelthe result/more>
-\ l'l ¢ {:{Tn— -\. .
x&ﬁ bbfh“ﬂu of ‘cyclical changes than of changes in the underlying institutional structure
\'w” QJ ) |"J
%j\,.U‘W and resource availability.
Y
A
N

Monetary and financial relations are not so

grounded in technology and tastes as are outputs and employment. This means

that the
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significance of monetary and financial variables and their impact upon
" system behavior can change comparatively easily and quickly. If econo-
metric work on monetary and financial variables 1is essayed it should be
Sarried on with an awareness of the need for a semblence of institutional
and usage stability over the period covered by the study. This implies
that econometric work must be preceded by research which indicates that
the financ%%d and monetary institutions and usages)which generate the
~
data and Qﬂl@i control the relations between monetary and financial markets
and the behavior of output, wages7and prices;did not change in any signi-
. ficant way over the period oféghefstudy. Most econometric work on money
A v req ety

and finance failsAFhis tesémfﬂﬁe typical bit of such research 1s carried
out as if history and institutions do not matter, nay as if they do not
exist,

In fact monetary and financial institutions and usagesﬁdc/zﬁange
often and rapidly so that’relationshaﬁong variablesand the content of

\ a8

particular numbers changes, On a strictly behavioral plane the apparent
stability of financial markets in the first twenty years of the post World
War II era has been followed by more than a decade of apparent instability,
On an institutional or usage plane the clear dominance of asset management
in bank position making at the end of World War II has been followed by
an equally clear dominance of 1liability management, As a result of this
/ change the significance of a time series, such as that of the Treasury
Bill interest rateg, has changed radically over this period.

Those econometric studies;gg’money which attempt to test whether

the underlying structure does or does not change almost always come up

with evidence that the structure does change once data for the period after

/



v, a\ﬁiesgablished the fundamental monetarist results indicates that over
{ 7

WL 109 0%&597§\Q MV@Jj (J\S -<.a) U(K R o(.@wl WVU(C/f“Y VM'“""'}

the middle 1960's is included. The best summary of the evidenpg i& that

“{#
. the monetary and financlal system was relatively stablg)— éven~agpthe

relative weights of different instruments changeﬁ)f over the first two

(;; sn decades after World War II)but that since then the estimated re-

/II; ) .{y/-" {éL
ations ave,gho?ﬂ’substantial instability,
?

q o J Presumably the purpose of econometric studies is to develop measures

which Indicate how the economy reacts to various developmentsy The parameters

r""ﬂ/"’
of these studies presumably are reaction coefficients and gar be combined

Twg . ey /t,;z
into multipliers, But if theAParameters Qéthe eéén etric studies are

V ey 4i?
subject to change because of institutional and usage changes? thea—the—/» ULl

economﬁfrlc_studies yield little if any informationlgn'how the system

il éj AVLLsfes
\///;ill react to changes and what its path will be. /¢’”“‘(i“)‘jzwi W CLmmical

Grb b s,
s 77
Much of the discussion of the appropriate role’ef” the Federal

Reserve System in economic policy in the years since 1960 or so has

e

been dominated bxkarguments of e monetaristsy The monetarists?have)

defined the agenda. The monetarist position rests upon a

/

~ so0 to speak
CQ‘ l I-"‘-‘
; [kt prgp051t10n about the nature of the economy. f that it is inherently

"f%- 1 Ko 'f/”%

o stable){ and three propositions about the nature of moneye +3—the money 4m

hA fév‘f—(y

/zf”an economy 1slﬁ/prec1sely defined and can be readily measured, (2) t uwm/
/

(4724

central bank can determine the quantity of money in the economyy and .

variations in the quantity of money, or in its rate of growth, determine

V//// changes 1in output in the. short-run and in prices in the long-run. All

o>

{ﬁ)‘ three propositions about the nature of money are false., In particular

)

# Ze
ﬁ}w,q : \\the third point depends upon the stability 09 relationsfthat measure the
} W J

A )fpmand for something labeled as money. Research subsequent to that which

mt

ankngful time periods structural instabillty exists, L\ Aﬁﬂ& 72 AL meléljrmj ‘
i

R
ARG e r:aw‘f
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The monetarist school looks to a monetary explanation of business

71 - = = — v b
economyqiépcording to this schégf}}are due to errors of policy>$7 }L 'cﬂ””
S| e L Jue A

WV A
largely to errors of monetary policy. Quite simply statedy the {:“AGII'JY
& i

monetarists claim too much. Financial instability has been a regularl'ikﬁfﬁ'
recurring phenomena in.5hé/bnited States experience since the foundation
of the Republic. Although the Great Depression of 1929-33 did take place
after the founding of the Zfderal Reserve System, the history of the
7

United States prior to ;he;Founding of—thre—Federal-Resarve System is
replete with episodes of monetary and financial instability followed by
qerlous and deep depressions. The threats of financial disturbance that

\e been so evident in the past decade 4 1966, 1969-70, and 1974- 75 £ are
but a recurrence of phenomena that é;ézzégglregularly %ﬁ;fug history.
;hdgafhe proposition that instability 1s due to policy error# needs to explain
why and how instability, similar to that of the past decade, occurred under

a wide variety of institutional arrangements} including some institu-

\///fional arrangements which precluded the existence of policy. Because of

the long time span and wide variety of institutional forms over which
our economy exhibited serious instability, it is best to view imstability
as being deeply systemic / ingrained in the essential processes of a
/
dynamic capitalist economx)/ rather than ﬁé/a superficial or transitory

JEA/)A-Q» (

phenomena due to human error or institutional flaws which can be cor&ected

gl
Standard Keynesians Bh6/were the dominant influence upon economic
policy through the 1960's and yhﬁ/;;main the "conventional" opponents
( /(LL"/‘ )’U ’M%VQ b
of the monetarists in the 1970's, kend to agree with the monetarisqﬁ that
the money supply of an economy can be precisely defined)qﬁg readily

measured>and that the Federal Reserve can determine the quantity of money.

__cycles and inflationmijihe cyclical and price level problems of the ( é&A/ 
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Although standard Keynesians are‘gpt'prgcisehin heir views as to what

determines the cyclical behavior of gﬁfjeconomy they are united in denying

the primacy variations in the quantity of money or its rate of growth

vo Hormartro] 1 /"

tﬁ—de%ermlﬂing“the behavior ef—the—-eeeonomy. To a standard Keynesian the
\6le

7 HS »;ﬁ e&gnlflcance of variations in the money supply is that they affect "the"
ﬂ! v“
afr rate of interest. In the large scale econometric models that seem to be

)

K the embodiment of standard Keynesianism in the 1970'sy interest rate

/ﬂ‘ (A
v, 3&- varlationi induced by monetary policy)largely aééége the operat10qﬁ of

_,;5/{& the economy by af eeting the construction industry and)in particular)housing.
MR E
\
s
pJ'L- The view of money that enters into our explanation of how the
0

Mdﬂl:“economy functions is quite different from that of both the monetarists
o

f\mﬁ? _Nﬁf and the standard Keynesians. First of all the effective quantity of \
S 4 I {JJ'{
A M v

i

. S %oney is determined by the workings of the ecomomy. In an economy with
ut 970 a sophisticated and complex monetary system there is a hierarchy of

i tl\ v M

n Mji monies, with special money instruments for different purposes. Perhaps

the best way to view money in our economy is to assert that everyone,

not just banks, can issue money, the only problem gﬁjto get it accepted.

{.ﬂ. fi

Thus in the boom days of the conglomeration movement zf’theﬁl960's
0
corporatloqs wer€ buying corporatlonf with a wlde variety of bonds,

£ ._,\rl\.
preferred stocks, common stocks, warrants, EEF . ’f%ese financial
bs ol

instruments were the money used £at\such take overs purpeses. In the

early 1970's the REIT's were able to "put out" their liabilities with
V//;inimal market scrutiny and so finance construction activity.
Money, as Keynes pointed out in 1931, is a special type of "bond",
one issued by a bank, that finances the bank's holdings of various types

of assets. These bank assets in turn are liabilities issued by "other

v

\vl
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units" to finance either positions in capital-assets _or varieties of

spending;Lr*ﬁese “"other units{zgiFimatéI;ﬁare business firms, households,
/\ -
or government units, although layeringf through other financial interme-

diariesﬁ can and does occur S0 thatabanks own the liabilities of other
-] A/V;);LDJ “J’

financial units rather than_pé;the primary household, business)and govern-

. . ) “."/ ) ' . . . .
kfi\ment unltslﬁ;ﬁoney(\in our economy?,arlses in the process of financing
nt — _ ____--”‘

\
7

]

S

}.
'(.‘_«

- type of spending by household# and governmentg. Money in the form of
v )

\

J il

Q?ﬁ;”hr_ﬁr either the holdings of capital-assets by business,or of=fbnancing some
/ .\f"

Ve

-/

. . . My . .
bank deposits originates gut gf contracts jif which a "bank" pays something
"today" in exchange for a promise that the bank will receive something

over a run of "tomorrow's." Thus the automobilization of our society

A~ in the 1920's rested upon the growth of specialized automobile financing

r 4 I.’ :,,'
/ ////relationsA hich involved specialized financial institutions as well as

~?ﬁ;3tonventionally defined banks. 1In the 1930's there was considerable con-

- .

Q@ H”Mﬂ' cern that the length and depth of the depression was due to the prior

7

V/érowth of consumer debt and the ongoing liquidation of such inherited debt.
"ﬂ__ﬂfﬂq7 {%e jizcial attribute of money is that this instrumentf which comes
vt
(/’ into being jo the financing of bank holdings of assets that reflect

\ business, household, and government debt, is generally acceptable as a

medium of exchangeﬁip our economy, In order to understand why this is so,
as well as the special role of money as a financial instrument we have to

)

understand banking. Money is what it is because of the pervasive nature
u////af banking, especially commercial banking.

It 1s the existence of money as an institutional artifact'gh&fﬁ:fﬁ'

used to finance investment and pos;tions in capital assets which makes

ah 30
it impossible to do economics anqqignore institutions and usages. Any
7
¥ .
economy 1n whichk}ong 11f 3 capital asgé;s, financial markets)and money

V
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as a liability of institutions that finance activity ﬁ;&éf/:annot be reduced

V///’ to a mechanistic set of equations and its reactions cannot be captured

by econometric analysis, It is the existence of money)and its institu-

\3Q(W¢X ! tional counterpart bankinthhat assure; that knowledge gbzéf our economy

requires an understanding of history and an analysis of how thingsjarg
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C. THE BUSINESS OF BANKING
Banking is not money lending. A money lender must have that which
it le ds, money, on hand, A banker creates f or bez?er still promises

toj? if necessary)f funds to cover spending which\a borrower;hr/

,,,,,,, Afan
is accepting, or endorsingy ¥.§., asserting that some party is credit

worthy. A bank as it endorses or accepts a debt instrument is vouching
for the credit worthiness of the debtor and undertaking a contingent
liability to make specified payments, as stated on the accepted instrument,
if the original debtor will not or cannot do so, Once a banker asserts
that he stands ready to make good for a customer, then,presumably, suppliers
will ship orders and provide services. The bank's promise to make funds %
available may never be used becaqge other sources of credlg)ﬁrlncluding
credit from suppllers ”» become%éé;ailable once 1t is known that a bank has
Sﬁgé;ted the obligation to make paymentg if the need arises.

The post-1970 structure of the commercial paper market 1s an
example of how the stated willingness of banks to lensf’ffecsg the flow
of credit and economic activity. As an aftermath of the Penn-Central
fiasco in the spring of 1970, it is now standard precedureléér a unit
borrowing on the open market by issuing commercial papef)igﬁ'unsecured
promise to pay iéﬁa presumably safe and secure corporation;)to have an open
line of credit at a series of banks that is as large or larger than the
amount borrowed by commercial paper. Thus the borrower and lender both
kn%w that when the time to repay;gbgllenders on the commercial paper
arrives the borrower could, i1f necessary, obtain funds from a bank,
Guaranteed bank refinancing of open mapkél debt is fundamental to the

/,,,

\
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uW_qu Jy,@roblems of banks in 1974-75 rested upon the prior development of "lines

l CIKA)'/ (%\’\‘( vbﬂ\j‘d«( zr”w L( W v et
%WM' Wet}t& h J e {v'f-i (//M%»Lju(}/z U

viability of the commercial paper market, This guaranteed refinancing
" makes commercial paper virtually the equivalent of a bank deposit to the

lender. To the lender commercial paper is as good as "a demand deposit"p
2.
o

F 2

Iﬁ fact 1t is better because Eﬁilcommercial paper yields anp, income whereas

a demand deposit does not.

1 /

i? With banking practices that include lines of credit it becomes

W

3
2 &
L >—

o necessary to distinguish between the "actual" money in existence and the

R

TN _r{'b
1

-;‘}qih"virtual" money which banks guarantee to bring into being if the need

e

Mg
el
Jquﬂiﬁ ai/ses. Banks, so to speak, have overt monetary liabilities f demand

v

depositijy and covert liabilities that substitute for demand dep051ts.3
In the early 1970's the REIT's financed a speculative construction
boom largely by issuing commercial paper. This REIT commercial paper was

marketable becauses of the existence of covering lines of credit at banks.
y
Vi

When in 1974- 75, REIT s were unable to refinance their positions in real

A

estate construction paper by turning over their commercial paper, they

qfﬁm7

used their lines of cred%iy?t banks to pay~eff maturing debt. The
erp LTt g

problems that banks_bad}yith REIT's came in through the back door of

lines of credit, Only as the exuberance went out of the real estate boom

were banks required to make good;aﬁ'their commitments. The inflationary |

\ J’L}expaﬁ51on, the overbuilding of speculative developments, as well as the
] /) ﬂ
L

N W N 3.- ,: g i
\raﬁg}$fl%\ of credit banking" as cover for borrowing by way of the commercial paper {
g AR
r_n‘- J L'
_)rqgj” market, (
[ ¥
\

: By late 1977 the growth of the commercial paper market was so great
that the giant banks,# which arejt primary suppliers of the guaranteed
refinancing)M~were complaining ﬁékthe growth of their unused lines of
credit.

/
l//
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Whenever a banker vouches for the credit worthiness of a customer
or authorizes a customer to draw checks om—his bank, the banker need not
have uncommitted funds on hand. In fact he would be a poor banker if he
had substantial idle or excess funds oan—hand for any s;g;géntiai time

. one
period. The holding of non-income earning funds beyond that requireddhygi/
1] f'-zwpo w2
transactiong, regulatieaL, or institutional usege means that earnings are
being foregone., What a banker needs to know is that,ifkthe actions of his
depositors and borrowers requireg him to make payment% then he, the banker,
_02' N2 7evT,
can ge€1the funds needed to meet the obligations to other banks that arise
l/’when such payments are made. Bankers need to believe that there are
A
markets in,which they can pledge or sell assets so that an accretion of
ol
funds to k1§ credit will occur, The vast edifice of banking rests upon
commitments/yh{Eﬂjére/;;de on the basis that the normal functioning of
financial markets will enable bankers to cover their neeq#'for funds by
Y]

operatitig in these markets. The normal functioning of our enterprise

system depends upon the existence of a large array of commitments to

finance whlcﬁbdo notggs yet‘show up,;%\actual funds lent or borroweddégm__

any set of booksﬁ§)Money markets which prov1de the interconnections among

banksﬁgie necessary for sych commitments to finance to be undertaken in

Ag M
good faith and for sueh—eemmitments to be, on the whole, honored.
’ K

As a result of this networth of commitments and financial markets,

banks ?97 bankers are not the passive managers of money to lend or invest
'I|_,(4

tha%—are—piefufeé in the text-book versions of banking. Bankers are pro-
fit maximizing businessmen who first solicit and then undertake commitments
Ten

and who,raise funds as needed to fulfill commitments. The profits bankers

make result from charging more for funds they make available than they pay

/

.\/
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on funds they raiseg .ixew, by levering their equity base with funds they
ralse, Banks can be viewed as borrowing most of the funds used to acquire
their loans and anestments. Ban%ers make money by charging for endorsing
or accepting Qé;%g;uvigg,debtgbgﬁd undertaking commitments to extend

L/C;/ credit, Oné‘mag{24G?rbanking is the ability to charge fees for not
lendingwe {“; wonder the populists of a century ago lookedfggybanks as
"unnatural",

A bank balance sheet contains three basic types of overt liabilities)
demand deposits (deposits subject to check), time deposits, and owners
equitxyﬁ as well as contingent or covert liabilities such as acceptances,
lines of credit?and customer connections, Aside from a relatively small
value attached to bank buildings and facilitiesf a bank's overt assets
consist of various forms of money and earning assets. Contingent assets
exist in the form of the liability of those who have lines of credit)or

v/yhose debts have been endorsed,

Earning assets consist of bank loans and securities, The loans on

a bank's book represent payments the bank made for businesses, households,

and governments gbifﬁi;efé/exchanged for a promise by these

s

M

[ "borrowers' to repay "money" at some future date. The securities, or
a4
5
) -
diﬁdk\{” investments, on a bank's books reflect purchases from various financial
. T
W

),
S T . e
f%%J?NJO \wmarkets made out of funds on hand or acquired through marketse khese
) MY I:.'J.I;..’
”'kﬁf ? securities are also promises to pay "money" at various future dates.
- LM
N
» \ The main distinction between loans and investments is that loans

involve a customer relationylike as not initiated by the banks?in which

adfs, ey

the /agree to lend on the basis of "private" knowledge a@\the borrowing

unit's financial posture, whe;easfgecurities are presumably purchased on an

v
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impersonal markety so that the knowledge upon which the bank purchases

securities is available to all. Furthermore there(gégézix)isgéh implicit
’\ } commitment to continue financing relations for a loan customer whereas no

PN

o

such continuing commitment exists for particular securities. Because of

ﬁ NV } the personal basis of bank lendingy assets acquired in the lending process
3 oM,
(|
1;1‘;re presumably not transferable. Thus loans cannot be negotiated to raise
g B -
{ho L{Bﬁzy'&liunds when needed as readily as securities can be sold. The discount v
i 4

f o s
ﬂy1J}”{l/’w3ndows of the Federal Reserve Banks were created so that loans could

'{g Once overt bank loans exist7 the borrowers from banks are committed
to making payments to the banks as stated in the loan contract. Thus we
have a process in which banks make payments for customer§>fborrowers§ and
the customers then operate so that payments are made to the bank. We
have an initial flow from the bank setting up later flows to the bank.
What exactly is it that the bank pays for customeré)fflows from the bank$

)

and that the banks receive){flows to the bank?)as customers operate so

5

that their commitments are fulfilled, amnd-to whom and from whom are
\/Ehese flows?

The payments that banks make are to another bank, albeit simultaneously
charging the account of a customer., The payments are credited to the
account of some depositor in the "receiving' bank, The payments that a
bank receives are from another bank, ostensibly from the account or line
of credit of some customer at the other bank, and the amounts received are
credited to a particular account at the receiving bank. We have a system
in which as individuals, corporations, and various government units make
paymenﬁf to each other they §z€’seteing in motion transfers among banks.

These transfers among banks are the basic monetary transactions in our economy.
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The payments that bank /?ke one to anoth leadéig//he shifting
deposits from /ﬁ; account p'fone bank to u§e account oﬁ another at
Federal Reserve Bankgp This 1s clearly the way the banking system operates
for member banks. For non-member banks another bank, called a correspondent,
intervenes so that the transfer at the Federal Reserve Banks gﬁ%’for the
account of the correspondent., Whereas business, households, and state and
local governments make payments by transferring deposits on the books of
commercial banks, member and non-member banks make paymengf to member and

non-member banks by transferringqcredlts on the books of the Federal Reserve

Bankkhrom the account of one bank to that of anothery Whenever a unit

with either a deposit or a line of credit draws a check on a bank and the
o7 A
recéﬁ#e; of the check deposits it in another bank a trangfer of Federal

2 /llﬁ g e

Reserve fundﬁffrom the account oﬁ/%ée-bank to that ofﬂﬁnother bank(;akes
f T '

( , place, Whereas the "public" use# bank deposits as money, banks use Federal
Sl T '

e

Hogh mf\ Reserve deposits as money. This is the fundamental hierarchical property
¥ 1 *

k{{F ‘V (of our money and banking system,

3 WA L.r

" We therefore have a system in which banks make paymenggyfor a customer
1. =

“x.ﬁfﬁ to other units,(yh?gh"paymentsdend up as demand deposits at some other bank.
L('h A borrowing customer for whose account payments were madey has to operatgfﬁ
¢ /'

buy, sell, work, save)h\so that at the agreed upon due date for his loan

V/fhe will be able to fulfill his obligations to the bank. Demand deposits

\k which are not intrinsically valuable have value because there are a multl
bﬁ !é;f
L\tude of units in our economy which have outstanding debt commitments

= i
JK% };,ybcall for the payment of demand deposits to banks. Thus they will work and

'k i

< . J
%}rJ;i {“\ sell goods for demand deposits. Bank loans, while ostensibly "money" today

s

E/
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_ ‘¢}K for "money" later contractsjare really an exchange of debits from a bank's
- .
)§4ﬁ\ books today for credits to a bank's books later, Whereas today's
drawings from deposits decreaseﬁ a bank's reserve deposits at the
Federal Reserve, today additions to deposits, which occur in part
i)

A4 J\At

because of the need-by various units to repay outstanding loans, add

V}f{the bank's reserve deposits.
In the above we have isolated and epphasized one type of check
WA
writing and check depositing activity,{tha which centers around bank
' J
lending and the repayment of bank loans. In addition to borrowers activ-
ities, a vast proportion of the depositsgq and of the checks drawn on a
bank, might well be independent of the bank's own lending agtiyity. {The
. w2t w 14 .
proportion of checks drawgwaqd gbeffg deposited +hat-have—to—do-with bank

LFchd
loans and repayments is— elatad_ee the loan deposit ratio. If deposits

are based upon bank ! ; oégiggégééernment qecurlties)f as was largely true
after World War 1I, then household and business check drawings and deposits
are not largely due to loan activity.’ However given the existence of

bank borrowers who need to acquire deposits to fulfill their commitments,
the commodity and asset value of deposits is determined by the demandflpf &ﬁ
debtors to banks for deposits.4

Let us assume a 100% loan/demand deposit ratio and a 20 business

day month, Furthermore let us assume that all loans are made for one

4 In an economy where government debt is a major asset on the books
b//v//of.;hc’deposit issuing banks’ the fact that taxes need be paid gives value
to the money of the economy. The "virtue" of a balanced budget and a 4
sutplus insofar as the chmodity value fpurchasing power? of money 1
the need to pay taxes,meens that people work ,and produce in order to get
that in which taxes can be paid.
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month. On the average 5% of a representative bank's outstanding loans
become due each business day. We can assume that these bu/'ngss loans
are repaid by a demand deposit on the books of the bankg lfefothe bor-
rowing customer operated in the month since the loan was entered upon
the books so as to be in a position to repay the loan on the due date,
aﬂﬁ/lhese customer operations gradually buildf&p a deposit o{i
/pq:afsize sufficient to repay the loan., But the building up of

z,thé/customer deposits in order to repay a loan means that the custowmer

ii/operating so that there is a net accretion of Federal Reserve deposits

%(ﬁiofthﬁ lending bank. &/
\ ,«rj"/J_! . 'ﬂa e

y N gy M [€§ &

b viﬁ“va In our example ofKIOOZ loan deposit ratio with:bne month loawﬂ,
N\j\/ 5

(W over a month the borrowers at the bank will operate so that the bank
\ Lul.:recelves Federal Reserve deposits equal to the value of outstanding loans.
The bank, if it remains full "loaned up”7will make loans equal to the
\§* amount repaid over the month. The end result is a scheme in which custo-
mers with outstanding loans are demanding bank deposits from the market
by offering goods and services in order to be able to fulfill their obli-
gations to their bank. Demand deposits are valuable in our economy, and
are accepted for goods and serviceidzy units which do not have bank debts7
exactly because there are units éiéh—baﬁk debts that need to acquire bank
deposits to fulfill their obligations to banks.
v/
By law and administrative regulation in the United States, banks
which are members of the Federal Reserve System are required to keep some
designated fraction of the deposit liabilities ;hafjhzé’actually on their

books in the form of deposits at a Federal Reserve Bank)or in the form of

currency fwhich is mainly a liability of the Federal Reservé? in their
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vaults. Bankers pay bankers by means of these deposits)f they are money
‘to bankers)f whereas other units pay each other by means of checks drawn
on banks or by means of currency which in turn flows into and out of
banks. This heirarchical system is what is known as a fractional reserve
banking system.

As checks flow into and are presented for payment to a bank, they
are credlted or debited® ;z;%he account of the bank at the Federal Reserve.
fFor non-member banks this crediting and debiting takes place on the books
of a correspondent bank.) The net difference between the amount added to
and subtracted from the account of the bank as checks pass through the

appropriate Federal Reserve)for corresponden%77bank ﬁ;;glts in a change

in the bank's reserve position. Position making is th%qactivity of.}kﬁ;/

bank management which either brings this account up to the required rati%

or uses the excess in these reserve accounts to acquire interest earning

/

~assets.
s

4

(REQK i

j

The demand and time deposits on the books of a bank are claims
that the depositors have upon the bank.L&exifF%ey are funds the bank has
borrowed. The difference between total assets and such borrowed funds

et
is the book value of the bank's equity, $%e, the investment of the owners
in the bank. In the United States in the 1970's the ratio of book value
to assets was about 3% for some of the very 1argq&f’banks and about 8%

ﬂiﬂu ?

for many of the large banks. That is for every $100 of assets owned by

a bank some 92¢ to 95¢ was financed by borrowed money. The ratio of
assets to owners equity at the end of 1974 ran from 2.8%7 for the most
highly levered of the giant banks4ﬂBa;i America and Banker Trustj)to 5.9%
for a more modestly levered giant bankjﬁéellon National Banf;.
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In the American economy banking is a business. Banks are privately
owvned corporations chartered by the Federal Governmene)and ;Mélvarious

states. Banks are subject to regulation and control by government organi-
&

zationef state banking commissions,, the Federal Reserve System, The object

A

of any bank's ownership’end4?anagement is to achieve within the regulatory
s
and legal constraintss Nprofits and an expected path of profits so that

the shares of the company trade at the highest possible price. These

,:pur i‘/

objectives are like the objective of any type of privately owned'corporation)
b//xegardless of the llneﬂ of commerce being pursued.
The primary way bankers make money is by earning more on their assets
than they pay on their borrowed funds. The cost of funds consists not

only of the interest paid on various forms of savings and time deposite)

but also of the cost of servicing not only time but more importantly
checking deposits¢ I;terest free checking deposits are not cost free to
the issuing bank. The assets that yileld income to banks are loans and
investmentscaadfgf the twoé;oans are by far the more interesting and
important of the bank assets. All studies show that the line of commerce
in which banks have the greatest comparative advantage is jmfiending,
especially to business. Loans are actively solicited by banks. Under one

label or another banks have "business development" departments whose main

purpose 1s to find and solicit business borrowersg mmaqqighnks sell loans., N k QLW
?

~ 2.
A bank's lending function has three facetseg the selling of a borrower Aﬂ “

on using the bank, the structuring of loans, and a post loan continuing

1y e _—
relation in which the borrower is“supervised. JEankers{ 1n seeking

profits,}ﬁeed to structure their loans and select their securities so that
2

. .
}h//gorrowers and security issues are(g_ing,}almost always,Jto be able
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to fulfill their contractual obligations. It gaeﬁait—du*muth“fur a

.t"}(g: Lfé
bank's profits for the bank to book loans whieh will not be repaid.

Before a banker lends or_}nvests he needs to have a clear vision of how
Tl AT 9
//ége funds that are meeded to fulfill the,contragt will be obtained.

Borrowers and debtors have three sourcesipf’the cash needed to fulfill

leﬁﬁa Eﬂf‘commitments on thelir borrowinzs} cash flows, refinancing or rolling
-u WAy g u

&E; TJ@ﬁjjqover thelr debts, and the selling of assets. A well structured bank loan

I} }" JIJ‘” &

W_}é“ﬁf”J) should be good for the borrower as well as the banker, f%r if the ~
hv Ilr "."' "'-.-’J-‘I -
PR i 5,1 proceeds of a loan are not used by the borrower in a way that yieldstHéewvx
= v o /z\/“"w SR

bo er incomngcasha)beyond that needed to fulfill the,gontract, then

the likelihood that the contractual terms on the loan will be fulfilled is
compromised. A good bank loan officer knows that he is a "partner" of the
borrower and that the best way the loan officer can succeed is by having
V//the customer succeed, Furthermore a borrower who has used bank loans
well is likely to return for additional loans and repeat satisfied cus~
tomers are a source of bank profits. Thus loans that are used to finance
activities that yield cash sufficient to meet the contractual commitments
on the debt are 'best' from both the banker% and the cu tomer; viewpointg,
oy S Y A G
If loans are made on the basis that anticipate&hgash flows will fulfill
the contractual cormitment, then the borrowers are engaged in hedge
v finance,
Another source of the cash to repay debt is the rolling over of
debg,ﬁ the issuance of new debt to repay old debt. In a continuing
operation% such as manufacturingﬁ the various batches of purchased materials

proceed through various transformations as they become output. In such

a process the debts associated with the "first" batches may be paid off
/

v
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W
even as new batches of raw materials are being acquired by wusing debt,

This sequential debt process ﬁgﬁ‘be replaced by a variable total debt in
'L,’!/M

which ghé/aebts are divorced from individual bits of purchased materia%ﬁ.
b
AN
The transformation from debts tied to a particular input te the

production process to a debt structure, which includes short—term debt,

i

that is tied to the processes and profitability of ahpusiness organization

allows for elements of speculative finance to be introduced into the debt
S
./ structure. The financing of positions that includef assets which yield

returns over an extended perlod of time by liability structures that

i include short-term debts introduces the refinancing characteristic of

n

Q.’\

Lo
1

{\speculative finance into the financial structure. In part a speculative

f\.lu E f\};
) ¢
\ \J{E@“-} financial structure is based upon cash flow considerations, even though
*{A u%L,J some of the cash flows are later in time than the debt, bux;EL addition a
PRl
!

[
P
oof

f. speculative financial structure is based upon the existence and continued
- oY

p--

B

normal functioning of financial markets and organizations in which)and
to which)debts can be negotiated.

A third possible source of cash for the fulfillment of contractual
obligations is frem the sale or pledging of assets; the selling out of

o > ez
being financed«wélixyield’but on the sales or market price of the asset.

P LY -
kuﬂb a position. Some loans are based not on the cash flows that the asset

" iy

8
;; fJi ’" Loans made on the basis of the value o{/;hé/gledged collateral are dif-
ferent in kind from loans,Lhafj;ré/Based upon the value of the cash flows
that are expected to be generated by income earning operations. True,loans
7

& that are based upon prospective cash flows may be backed up in the mind

5

:(’ of both the borrower and lender by the market price of the asset financed

)
and perhaps hypothecated,but this is not the primary considerationg
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Cash flow oriented loans are made and entered upon on the basis of the wﬂt“@’JlJ
profitability of some prospect. Loans malnly made on the basis of
collateral are based upon the expected market value of some set of assets,
)J the underlying asset

does not make enough to pay the interest on the loan. Construction loans Aco

In many cases)} such as collateralized land loars

Aﬁ;ﬂa glsﬁ'depend upon the sales price of the, In this case, newly created

Aﬁ:tf,n underlying asset, Similarly loans for carrying stock market securities

»ft;(gdxn{depend upon the market value of the assets for their repayment. All

N

o J’« J
t {f\ f of these asset value based loans f loans made on the basis of collateral
)\

‘ ’(
\“3h§ . \ value f impart a Ponzi flavor to the financial structure.

) 6
%3' Thus, the financial structure and its overall fragilityArobustness
l‘_lll‘l
+T 1

emerges out of the typesof loaqﬂ and 1nvestmentf/made by "bankers"y
Acash flow orientation to financing activity tends to yield a robust
financial structure)whereas a plethora of debt that is based upon expected
as;é% values in markets tends to yield a fragile financial structure.

One aside is worth notinge 'I; a bank's balance sheet ;he/iiabilities
(deposits;)are of shorter duration than thé/éssets and banks typically

1
&Egke position by selling liabilities to acquire needed cash. Thus banks

A.

} \“W y
'k %fﬁf/&re engaged in speculative finance. The very fact that banks live with
y K speculative financial structures makes bankers hospitable to spizflative

financing by their borrowing customers. Liability structures Dy 'borrowers
which require the sale of debt to pay debt do not afffont the financial

sensibilities of a banker. In fact bankers might very well instruct

clients in the arcane art of financing position by short term dethJ&fter

all bankers are the leading merchants f ghort term debt.

Al/\ /W\]t‘ﬂw“”“] 5. £¢ W\ \Je”" it (;/E {/

P . J e My 2 e-;yz,.-}fw-r*”" W i
QUJ( x} ‘ Naa'l /& \jU o \ Mz( éki{{?‘j VUN )gl ’,»(; l\/% (’L /r} v
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D. THE PROFIT EQUATION OF BANKS: LEVERAGE, THE EARNINGS ON ASSETS, THE

COST OF LIABILITIES

l. leverage

e
Profits i« the income and capital-gains that accrue to the owners

and management of an organizationp”fhe profit ratejor profitability)is
profit as a ratio to owner's investment. For a bank, other financial_
intermediar;? and ordinary business profitability can be broken down .as—
the product of two componentse 'I%e net return,or profits per dollar of
assets .and the ratio of the dollar value of assets to the dollar value

7 I’M"? P € /lfﬂ/ oW (¢
of the owner's investment. This becgmesn? simple formula

profits profits " ﬁ‘v‘ﬁ/assets
owner's investment total assets owner's investment

ng
This formula,.simple-though it is . helps ws understand some of the dynamics

of banking and finance and, in particular, how the endogenous determination
ofhﬁgney supply takes place as €4normal result of the profit seeking efforts
v/gf/%ankers and other financial operators.

"Owner's investment'" on a set of books is the difference between
the value that is placed upon assets and that placed upon debts. For an
ordinary business firm the book value of capital—assets)# such as plant
and machinerx)f of the organization is the purchase price of the asset
minus some charges for depreciation which are taken from thz7income account
over the timeAthé firms have used thesecapital-assets. ﬁhgﬁé charges, called

depreciation or capital consumption, are largely conventional, being

defined by tax laws and accounting conventions. The book value of a
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factory has little or no significance as an indicator of what price this

capital—asiet il%dfetch in the market place., The market price of any

e
asset is derived—from expected earnings. Thus the current owner's invest-

ment or equity interest in an ordinary business f1rm 7 the so called book
ﬂ/yw g j
value per share f has little significance as,a market valqﬁ of the items

Egg/brganization owns.

The portfolio of a bank)% and other financial institutions»% con-
sists almost entirely of financial assets. Presumably these financial

?/ assets have both a face and a market value. 1In a regime of stable

.r‘-’ L financial market condltlons)f where interest rates and other financing
\)r_J \!\F {\\L
Jr kt’

Wﬂ markets work so that financial instruments can be negotiated)f the market

terms do not change much over a goodly number of years and where financial
value of the security portfolio will be approximately equal to the face
value., The loan portfolio of a bank will presumably vield its face value
or close to it)as the due date of the loans arrives. Thus it %ﬁnx&j Ke

presumed that a bank, especially during a period in which the economy is

10 éﬂ(
relatively tranquil, can be wound up as a business enterprise and ¢
A WY
yifﬁ a bundte of cash that closely approximates the book value of the

owner's equity. Our example of a bank whose loans will be paid within a
bgpﬁth illustrated this point.
By the conventions of bank accounting, loan loss reserves are "off
¥ the books"q in the sense that these reserves are subtracted from the total
erﬂki}g loans outstanding rather than being added to the bank's equity account,
L
Y Euﬁ\ Furthermore banks tend to value real estate conservatively, As a result

]
-

f during periods of economic tranquility a :Erk might well be worth a-bdts

AL
more on liquidation than its book valuehindicat%f. Because a bank's
,,, PYE T

P
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This difference between the market wvalue of the shares and their book

" value can be taken as an indicator of whether additional investment in the

activities carried out by the organization‘a:% worthwhile., For a corpora-
tion an excess of market valuation over book valuation indicates that a
capital gain above and beyond the value of retained earnings will be
available to ;hé/éhareholders if the capitalization of the retained earnings,
which become additions to the book value of equity, 1s at the same rate as
the capitalization of total equity., If the market value of bank shares is

above gﬁE/Look value, then there are strong incentives for bank management

L//fg retain earnings for investment in the business of ;hé/ganks.

In one way of looking at bank leveragei the ratio of assets to book
value reflects how much of other unit's indebtedness a bank can make
)y
generally acceptable by pledging its '"good name." ,Iﬁ;khe alternative,
conventional)way of looking at leverageg the ratio reflects how much of
other people's money a bank uses, along with the owner's investment, to

acquire assets. For non-bank financial institutionsjj savings banks,

life insurance companies, Real Estate Investment Trusts, mutual funds f

@ a-ﬂ W 'Uﬁ: b J
leverage ratios clearly reflect the borrowing-owner's investment ratio. il A o
/.Ltf‘f ( ’G\,\J"‘
A" J

For banksy which can pledge their 'credit' in a variety of covert wayse ﬂi“,%
k

the overt leverage ratio, as shown by liabilities actually entered upon '?I

fk. &-B
he bank's books, underestimates the extent to which the investment of J&

owner's is stretched to provide financing resources to other units.
Banks by the very nature of their operations are highly levered

organizations. Banks are also by their nature speculative organizations

in the fundamental sense that the nominal term of their indebtedness is

shorter than that of their assets. //

/

/



-4]1-
The data to enter into our formula is available from the balance
" sheet and income statement§of a bank. If for example the books of a bank
show $25 billions in assets and the stockholder's equity account of cap-
ital, surplus, and undivided profits adds up to $1.25 billions the bank
will have an assets/owner's investment ratio of 20. If this same bank
makes approximately $187% millions in profits after taxes and after
allowance for loan losses, the ratio of profits to total assets will be
approximately 0.7%%. Such a bank will yield 15% on owner's equity. If
this bank paid out 1/3 of earnings in dividends, retained earnings will
be 107% of the owner's investment v'iie undivided profits and the surplus
accounts will increase at a rate of 107 per year.

We should note that if there is another bank which is just as

profitabléfas the ban£ in oug}E%éqgifcﬁgbﬁeKiz_managlng asset§?but has a
total assets to owner's investment ratio of 12, thg bank will make only

7 on owner's equity. Thus a bank with about $15 millions in assets that
has $1.25 millions in stockholders equity, and which earns 0.7 1/2% on assets
will earn $112.5 thousand. Such a bank will earn 9% on owner's equity.

If it pays 5% on owner's equity, retained earnings will equal 4% of owner's
equity. The more highly levered of thg&gqually profitable asset managers
wji},be/éb}ff;z’grow more rapidly.
The increase in book value due to retained earnings implies that

an internal dynamic for growth in total assets exists in banking. This
retained earnings dynamic can force bank management to seek a rate of
growth of bank assets which may be 'uncomfortable' from the point of

view of the requisites of stable prices and the potentialities for

real economic growth. A i;;/unusual assumption underlying some of the

\
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policy arguments with respect to monetary growth by traditional econo-

-mists is that the real growth potential of the economy is something like

! J#\4% per year. These economists then advocate a steady 4% growth in some-

thing they call the money supply. Professor Friedman of Chicago is
reknowﬁkfor this family of policy proposal. In our example the bank that earns
15% on stockholders equity will endeavor to grow at 10% per year, whereas

the bank that earns 97 will endeavor to grow at 4% per year. If the

world is populated with banks that earn 15% on stockholders equity, then

a need for bank assets to grow at 107 a year in order to sustain bank
profitability will introduce an imbalance in Professor Friedman's non-
inflationary growth "prerequisites'. Profitable banks will be trying to

grow at a 107 annual rate while the authorities are trying to constrain
deposit growth to a 47 annual rate.

To the economy "bank capital' does not represent any commitment of
physical resources;&J; ignore the often pretentious palaces that banks
inhabit and the collection of fancy electronic gadgets which amuse bank func-
tionaries}. The owner's investment in a bank is comingled with the borrowed
funds of the bank and is used to acquire financial assets,——i:eT\is used |
directly or indirectly to finance business and household activity. How-
ever to the investor in banking, the alternative to investing in a bank,
or in shares of a bank, is owning some other type of business, or shares
in some other type of business. Thus investment in a bank must be as
profitable as investing in other lines of business. The profit rate
earned on bag& capital need be, aft)r allowing for differentials of

i

risk, prestege, etc., as large as,on other forms of capital-assets.
A

Thus if the general run of earnings per dollar of investment in ordinary
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business 1s 157, competitive market forces would tend to lead to the
expansion or contraction of banking facilities as banks earn more or
ts;é/;han 15% on equity.

If a bank can increase its leverage without adversely affecting
its earnings per dollar of assets its profitability will increase. Thus
there are two additive forces, retained earnings and the potential pro-
fitability of increased leverage, that can make the §upgﬂy of finance from
banking increase at a rate that leads to an increaseg?;\the prices of capital-
assets and in the prices and output of investment. From the fundamental
price equation for our type of economy, an increase in the ratio of
investment spending to consumption output leads to an increase in
éﬁ?%a: prices. Inflation results if banks succeed in increasing
o, Tk
g

Earnings on bank assets are made up ef four pertse¢ ,fhe return on

their assets at the same rate as thei; egui y.5

assets in the form of interest and discounts on loans and investments,Sk(ﬁw\%
the fees charged by banks for{acc%%ajqces, loan commitments, i@geign ex-
b Al

gl
change, paper processing, etc ﬂAthe cost of liabilities, andAlabor and
facilities costs, including the costs of management. A bank in seeking
profits attempts to maximize its revenues even as it works to minimize
costs. On the revenue side a banker is always seeking new and more

profitable assets and additional ways to charge Jéf On the cost side
0/(% f Aot 7&r“e 0

V/é banker opasaees-to control operating costs enan—aﬁwhe seeks ways to

In our perspective the effort to have bank assets grow at
10% leads to an Increase in the investment/consumption employment
ratio which implies that prices of consumption goods will rise,
In standard quantity theory reasoning a rate of growth of money that
is greater than output leads to a rise in prices.(}ur argument leads
to a consideration of the financing banks do whereas quangdty theory
reasoning concentrates on one or more bank liabilities.
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acquire the funds required in its operations at ever more favorable terms.
The pressure for growth and profits implies a pressure to innovate in
t//f’inancial usages.

A banker is always trying to find new ways to lend and new custo-
mers, and is always trying to devise new ways of acquiring funds)i of
acquiring the means to accomodate customers. Furthermore if a bank is
reasonably profitable then the retentionof earnings imposes a target rate
of growth on the bank® E%r the bank's profit rate to be sustained* it is
necessary for a bank to increase its assets and its liabilities at least

at iis/éame rate as its book value grows due to retained earnings.

If we assume that operating costs are under control there are two

(be2¢ dore
,\to increase either the

net earnings per unit of assets7or the ratio of assets to

basic ways to increase a bank's profit rateas

owner's investment, {book value}. The first implies a search
for ever larger spreads between the rates paid on liabilities and received
on assets. The spread among interest rates reflects either relative
Ap ey
riskiness)or time to payment dates& which is aisu‘aArisk factor.
A banker,-¥in-oxder to increase the rates earned on assets, will be tempted
to reach for yield‘ by accepting either longer term)or what the market
6

takes to be higher risk)assets. In order to decrease the rate paid

w0

on liabilities with any giveéalevel of market interest ratesg a banker

V// will endeavor to give ever greater promises of safety to 'depositors'. This

One measure of the riskiness of financial instruments is the
expected source of the funds ;haff € needed to fulfill financial con-
tracts. Banks that seek”Increased spread will "accept" speculative cash
flow relations and loans bhéffare based upon the value of collateral
rather than the expected cash flows. Profit seeking banking can induce

speculative and even P::j}/financing by bank customers.
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1s done by shortening the term of the liabilities or by providing special
assurances with respect to deposits)or other funds. The attempt to
increase the spread between asset and liability rates leads banking organi-
zations to increase the ''guarantee" they pg@z;&e either to depositors or
V//to borrowers by creating new types of paper wbigh carr§?these guarantees,
T A42E
The power of increased leverage to increese—bank profits is

impressive. If a bank which makes 0.7%% on assets decreases the ratio

of capital to assets from 67 to 5% then the profit rate on book value

will rise from 12.5% to 15%)f a rise of 20% in the profit rate. If such

an increase takes place over several yearsy the profit rate may rise

from the lZ.SZléE/Bur example to,say)13% the first year,jﬁ4% the second

year andAISZ the third year)fan approximate growth rate of 6% in leverage

per yearj. If the bank pays out 5% on book valuef the growth rate mandated

by retained earnings will rise from 7%% to 10% over this period. As the

increase in the growth rate of earnings takes place without the issuance

of additional shares ;hé’per-share earnings will rise. Presumablyd the(

stock market valuation of the shares will reflect this accelerationf;f’

the growth of earnings.

If a bank with $1 billion of equity works with a 6% equity ratio; it
will have$l6.7 billions in assets. If it makes .75% on assets, the bankbs
after tax earnings will be $12.5 millions or 12.5% on book value. If
the same bank could work with a 5% equity ratio it will havef20 billions

in assets. 1If it makes the .75% on assets, the—bzmit*s after tax profits

will be}150 millions or 15% on book value.

_ .
In the aggregate the leverage ratio for commercial banks increased

by 507% between 1960 and 1974. This was the period over which both infla-

M
tion and financial instability became major concerns of the economy. This
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change in the leverage ratio fef banks was part of a change in the financial

environment which increased the weight of speculative and Ponzi finance in

the total liability structure. This increase in the leverage ratio was a

ﬁwa v’:jé

necessary input int® the movement te- financial fragility. Not only did

15
bank leverage increase7but thg increase ia—Zteverage by hapks facilitated
e
an inerease in short-term borrowing)and in leverage by bank customers.

The leverage ratio of banks and the leverage ratio and speculative posture
%é. Nbar-t

of business are two sides of axcoin.

2. Bank Management Motivation

The rise in the stock market priciﬁ of bank shares that follows
from a growth in profits due both to retained earnings and an increase in
leverage is particularily important in a world of professionally managed
institutionalized banks. In such a world the typical professional bank
president need not be a rich man when he starts his career. As a bank
president he is a hired hand of the stockholders, albeit a well-paid hired
hand. Within our economy one objective of such hired hands is to achieve a
personal fortuneas “Iﬁose who become business executives presumably put a
higher premium on personal wealth and power than, for example, scholars. 1In a

world where income is highly taxed it is difficult to accumulate a fortune by

saving out of income. The most efficient route to a personal fortune for
a business executive is by way of stock options and the capital gains
Ehat accrue to the holder of such options as the stock market price per

/ 7
share rises. Bank presidents are aware of this and as holders of stock

7 Preferential taxation of capital gains in a world of high income taxes
and institutionalized corporations is a way of en bling corporate management
to become rich) not a way of awarding thrift, Sﬁze scheme involving stock
option and preferential capital gains treatment is necessary if a bureaucratic
corporate capitalism is to be sgeered towards efficient production, product
choice, and financing by the sélf interest and fortune seeking of managers,

\
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S
options_ye/can expect them to be interested in the price on the exchange

;/zfA;hé/;tock in their bank.

The price of any bank stock is related to the earnings per share,
the capitalization rate on earnings of the perceived risk class into
which the bank falls)and the expected rate of growth of such earnings.
If a stock earns 157 on book value per share and the capitalization rate
on earnings—ﬁgfthis risk class is 15%, then the value of the shares on

the market will equal book value. If the capitalization rate on such

earnings is 10% thenglzwﬁyarket value of the shares will exceed the book

~&
value of the shareso/{g;the capitalization rate }é/ZOZ then/;hg’market

value will fall short\dg book value.

v

\ If the earnings per share are expected to grow, at say 10%Z per year,

(%or

J
/‘U‘ {kﬁ then the capitalization rate of current earnings will be the reciprocal

,h \ )
\d ﬂ a perpetu1tyf of the non-growth capitalization rate minus the expected
o { ; ”ﬂ growth rate of profits. Thus if the normal non-growth capitalization
X \ v
N\ a Sugi rate for an asset j#h a particular risk class in an economy is 20%, and
&)Q )
! g A

W“'LL_J if a bank's assets and earnings are growing at 10%, then the effective
")’%ﬂﬁiﬂ capitalization rate will equal 10 times current earnings>¢ﬁamm'

\&VJLéHﬁ' ffor a perpetuityf. ?Complexities arise 1f growth 1is viewed as more

1 |“ chancynthan achieved earnings. After all market participants should rec-
%' 1Jégnjre that sectoral growth at rates beyond the growth rate of the economy

\\ l};v\ u

w LJJI P cannot go on forev;}yv;ylthougb many seemingly forget this fundamental
\ E

fact in good times, f
Thus if bank management can accelerate the expected growth rate of
earnings by increasing leverage and still have the stock buying public

believe in the security and safety of the bank's earnings, then the price

P

/
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of shares will.rise7not only because achieved earnings rise?but also be-
cause the capitalization rate on earnings rise;due to an increase in the
expected growth rate. One highly disruptive element in the operationf of
a capitalist society that is domin ted by institutionalizeq rather than
Xéék’ A .5 A
entrepreneurial organizations andhhas tax laws such gs—we—have is the way
in which the private fortune seeking activities of the managers of
;;}nstitutionalized enterprises emphasize growth as an objective of the

institution. For banking an emphasis upon growth leads to an effort to

increase leverage.

3. Prudence and Surveilance

A

In the banking literature there is Anconcept of the "prudent
banker," 4>prudent banker presumably is one who accepts just the right

amount of "

risk." Risk to a banker can characterize assets, liabilities,
and leverage. But the risk on assets, the effects of liabilities
upon the viability of a bank, and the extent to which equity can be
safely levered are not objective probability phenomena,#fI;ey

L/4;/ ‘//are subjective uncertginty relations. One bank cannot get too much out

arutyrld Voo’ %
of step with the edimatr of what is acceptable at any moment pf time.
However what is acceptable reflects experience, predominantly quite
recent experience. Thus prior to the early 1960's4 when bank leverage
began to increasey banks were able to improve their profitability by
substituting higher earnings assets}f loans)f in their portfolios for
government debt. The profit drive is a fixed factor in banking? the
Yurgn
b///form it takes diffexs.

Traditionally bank leverage and asset-liability manipulations were

constrainted by customer and collegiate surveilance. 1In a regime where

/
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banks can and do fail, such as the 1920's, and where such failuresimposeﬁ
losses upon depositors, stock owners)and borrowing customers, sophisticated
users of bank services inquired into the portfolio and leveraging properties of
the banks with which they dealt. In the era since World War IT, custo-
mer's surveilance diminished in importance as deposit insurance
operated to protect all depositors rather than just small depositors.
Although by law deposit insurance only protects a limited value of deposits
per account)f rising from an initial $5,000 to $40,000 per account over
the post-war period){ the technique used by the Federal Deposit
Insurance Corporation of merging rather than closing and liquidating
ankrupt banks tends to validate all the non-equity liabilities of a
V4 b///:ank rather than just the posted guarantee per account. This technique
of managing bank failures, together with the belief that the Federal
Reserve stands ready to intervene to assure that a wholesale closing of
banks does not occur, means that a bank depositor or customer does not need
to be concerned with the viability of the bank with which he deals, As a
result market forces, in the form of depositor; surveilance, do# not now
act to constrain bank leverage and asset-liability manipulations, The pre-
sumption is that such depositor surveilance has become redundanto’f&e_
. e fv *““T
V;ééulatory authorities now provide the necessary surveilance. l? 4fau s,
Collegiate surveilance is the control that other banks and ﬁéne
market institutions impose as they set terms upon;financial instruments

’yhiﬁﬁjgzé/;xchanged among banks. Transi;éions among business firms and
’ <

households set up debits and credits oq&books of banks to banks. Reserve

deficiencies and shortages)f certainly since the growth of the Federal

Funds Market in the 1950's)f are first handled by the lending or borrow-
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ing of Federal Funds; j.e.~by interbank loans. The entire correspondent
network, which is fundamental to banking, is a device to regularize inter-
bafik relations.

Differentials in the willingness to lend or in the terms of lending

on the Federal Funds market to a particular bank by other banks is the

e
o

V//form in which collegiate surveilance appears. 1In the history of emerging
difficulties for particular banks or classes of ban&f rate diffejz2tials
appear, imwhieh Banks in suspect positions pay premium rates onamoney

(*N .
markets. Thus iﬂht%e emerging crisis of New York City in late 1975¢ New

York City banks lost their preferred position in the Certificate of De-

posit market. Similarily as iiz&y as the spring of 1974, Franklin National
Bank had to pay premium rates_ja’%orrowing on money markets. A bank be-
comes unable to borrow on the Federal Funds market asqyiew% gro%ithat it

is having difficulties. As a result of such market surveilance a bank
who:j/Bgsition becomes difficult is forced into borrowing at the Federal

Resé&rve's discount window.

4. Bank Examination

With the attenuation and disappearance of customer and collegiate
surveilance4 the official surveilance of banks, through the bank examina-
tion proceedure, becomes of increasing importance. However bank examina-
tion, espegially as operated by the various and sundry organizations that

n :ALZ
performﬂgxaminations, is an imprecise and largely ineffective control
device. The philosophy of bank examination is largely the philosophy of
accountants)f which looks more towards proper proceedures, proper docu-

U// V// mentation, and the discovery of obvious fraud)A than that of an inquiry

into the economic viability of a banking organizatio?f. It is perfectly

possible for an examiner or examining orgapization to understand the
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operations and look into the deals of a modest $20 million bank. The

problem of examination as a substitute for customer and col%egiate sur-

veilance becomes increasingly attenuated as bank size andﬂégmplexity of

bank operations increase. Controlling the exposure of a giant multi-

billion dollar bank through bank examination is a virtuayiémpossible
\/////task.

To undersgand the lack of power of examinations as a surveilance

s fr

device, all we-hawe to do is recognize that the problems of banks in
acroad

their dealings with the REIT's 4%;}974—76 were legacies of commitments

undertaken in the form of lines of credit earlier in the 1970's. In

particular examiners really have no power over a large multi-billion

dollar bank. One cannot imagine an examiner threatening

to request a conservator for the resources of Chase-Manhattan Bank be-

cause of exposure to real estate deals, although such examiner threats
e porte

might be crediteble | ﬂa small bank. However until a bang; problems be-

AN
5 fj xr}_ 1comes so great that management recognizes the difficultiesy the only
o Y Al

P -

LVUﬂQf}O ”pébourses of examining authorities are the appointment of a conservator,

( ﬁ/ 'Yﬁ and the withdrawal of deposit insurance.

More important than the lack of meaningful enforcement poweribfzv\flo Pﬂ
VL
bank examiners is the laek of an undexlying understanding of the economics
N}i@JQK :/of banking in the bank examination proceedure. A bank is a massive cash
{X | flow machine. Deposits and withdrawals are cash flows, and assets are
valuable only as they set up cash flows. Assets can set up cash flows

X
by means of the fulfillment of the contract by the debtor, or by the

sale or pledging of an asset. For the sale or pledging of an asset to be

/

v
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a realistic possibility it is necessary for some financial markets to
function in an appropriate way. For contractual cash flows to a bank to
be realized the debtor%‘cash receipts must fulfill expectations. But the
debtorg cash receipts ultimately depend upon various market phenomena,

r,.z./(;z‘“
fﬁpég’profits, sales, etgi, being up to par.

Just as a sophisticated banker dzj:&not take the asset values a
'3 L'. qy\
potential borrower provides on his statement seriouslyy independenﬂYof
the underlying cash flows or the underlying marketability of the listed
assets, so examiners have to be cognisi;; of the underlying prospective
cash flows of customers that are neeessary if a bank's cash anticipation
A2 . 3 .

due to-assets gr€ to be realized. Thus bank examination must be a con-

ditional economic analysis of the bank's operations if it is to function

v//as a substitute for customer and collegiate surveilance. With-

out such relatively tight control of banklng by examination the fact that

banks are profit seeking organlzat1\2 achleve profit growth by
ol #§<ﬂ
expanding leverage implies that~a-likeliheoeod—exists—that the Dep031t

-

‘éﬁbe required to actJ;o as to protect banking from wholesale cash flow
-
v//b// difficulties. Tha%—is;ﬁf the propensity to lever and to manipulate
portfolios cannot be constrainejﬁ Deposit Insurance and the Federal

5s Vi ,// -
k/////Reserve may very well be r:EL4¥ed“to bail out banking organizations(fié%ﬁ

(\1me to tlme )

_/

Such a bail out;pr attempt to prevent a bail ouﬁ?of banking from

4%1@ ecomlng necessary can lead to actions that validate financial practices
A aured 7
,{6

that led to the exposed position of banks. FRWﬂffﬂﬁtéﬁ rate of growth

/f
lﬁjb) };: of bank reserves may from time to time be, forced upon the Federal Reserve
ot
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mate by banks is that Epe’check processing costs runfgbout 3%% to 4%% of
the dollar volume of deposits subject to check per year. This implies
that when interest rates are substantially above 5% to 6% banks will tend
not to have service charges and that when interest rates are lower* ser-
:i;e charges will be levied on check account activity.8
The handling costs for pass book savings accounts and certificates
of deposit are much less per dollar of account f mainly because these
accounts are less actlve f than for checking accounts. These service
charges are of course covered by spread between the interest rate earned
% 2 froT//gsets and the Anterest rate paid. on deposits.
A 2
By law and by reéulatlon( banks are required to keep cash reserves
against demand and time deposits. These cash reserves are either in the
ka{i\/{e,form of currency in their vaults or they are deposits # at the Federal
z Sk R
Wi ¥

=~ ﬁ_{i kpﬁz banks. Vault cash and reserves do not earn income. Thus there is a
. . <
N\ L g

Reserve Banks for member banks or at correspondent banks for non-member

LA " " 3 . “—": i W: N .
fu-r covert ''cost such cash holdlng%)7qth interest income foregone by
the bank. However, by law and administrative decisioqﬁ the various

types of liabilities absorb reserves in different proportionss Eﬁmand

( \,j# deposits absorb more reserves than/d6/zime deposits and liabilities AMAK,WG
g

-

-

%EEMJX? ;iKé repurchase agreements, Euro-dollar borrowings, and Federal Fund

\ ’
borrowings do not absorb reserves. '

o i} <

1$ .v 3\ As reserves represent foregone income and as various liabil-

\L \ ties absorb reserves in different proportions¢ bank management will oper-

ate to substitute less reserve absorbing liabilities for those that absorb

& This implies that the supply price of bank loans is in the
neighborhood of 1-1/2% above the cost of money.
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Amore in-theway of Teserves until the overt cost differentials compensate
for the differences in the covert costs in the form of required reserves.
Furthermore whenever interest rates rise the overt cost of liabilities
increases. Thus whenever interest rates rise banks step up their
endeavors to substitute low reserve absorption liabilities for high re-
serve absorption liabilities. Inasmuch as demand deposits are the high
reserve absorption liabilityq banks attempt to substitute other
liabilities for demand deposits when interest rates rise. This endeavor to

induce substitution will take the form of inventing new liability forms
and the payment of hlgherrateson existing Jliability types that economize
%1 e o~ ﬂu@ Zﬁjww&»é/ ’75:\!‘@@/;1 &pddé, HZ{C
6. Coda — =
In the standard view of banking, the volume of reserves in exis-

tence determines the aggregate non-equity liability of a banking system.

However, a given volume of reserves can sustain different amo;QZj/of

4 245 [»any
resz;ves depending upon the composition of_ _liabilities and _the reserve

" 1

chu 7]
absorption of~liabilities. If the reserve absorption of different

——

liabilities remains invariantﬁ then4 as interest rates rise¢ there will

be a substitution towards reserve economizing liabilities,f thexeinre14n

Mn“(.: v 'L.Z
:;sg;en the total assets that is compatable with anyigolume of bank

— —

reserve 111 OEEE£}= Conversely as interest rates fall the higher re-
o A
serve absorption liabilities‘zzglbe expected to increase,a proportion of .

A
k/@ilities.

This phenomenon of a given volume of reserves being able to carry

different amounts of bank liabilitjes implies that the financing of

/ activity}?y banks dan be respon
k%YL }( E—fﬂ e t[*rj}(&‘(
.-w’ ra : ) )v Jf"]f

ve to the demand for financing. One

W
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cannot think of an independent or mechanical determination of pfinancing

- available from banks,(gne has to look at.;hé banks as profit maximizing
institutions. Bank profit maximization and the changing value of reserves as
interest rates rise and fall combine to make the supply of bank finance
responsive to the demand for bamk-finanee. Once the banking process and
the motivationf of bankers are taken into account, it is clear that
changes in bank liabilities cannot be considered‘gs/ihe result of a passive
reaction by banks to exogenous change in reservess Money in the sense of
bati/}iabilities is endogenously determined,

Because banks are profit maximizing companies that need to compete

with other businesses for capital, the earnings of banks on the "owners’

Jrovy
investment” must be as good as the earnings available”’ir other types of

. 7. )
business. This is true even though the owners investment in banks, which 44fJL1N“
o
have almost all their assets in financial instruments, does not use a Végk
7 Vgaxlf)

comensurate amount of the economy's capital assets, Given the way bank
A ——
profits depend on bank leverage this implies that any increase in the "owners’

investment" in bapks requires an approximately equal increase in bank
Aaf 0
total assetsgjfkémv in the aggregate banks will endeavor to increase their

w 9
borrowed funds at at least the same rate as owners@investment iacreases,
AI €9
Thus if bank equity increases due to retained earnings, bankers will work
7, .
at inereasing theilr total assets at the same rate aququity increasess
v
?
The full return on owners equity to a stockholder consists of the
o)
dividends paid and th€ appreciation_off the common shares. If a corporation

retains earnings and invests these earnings so as to receive the same
return as it receives on its base investment, then the market value of the
v//;i:ck should increase by the amount of the retained earnings. Thus the

7
stockholders total return is equal to the per share earnings, although
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pari/ﬁé-this shows up as an appreciation in stock values.

| Once the regular increase in per share earnings is built into the
price determining expectations of stockholder54 the price of shares moves
from the static capitalization relation to a capitalization relation that
allows for growth. Thus bank policies that retain and invest earnings
are good/ﬁor both the management( of banks, which has "stock option"
bengﬁifgpand for the existing stockholders of banks,

/ Thus the earnings of banks in a high profit-high investment economy
and theirconservative dividend policy efbanks readily leads to an
endeavor by bank management to achieve a significantly greater rate of
growth of bank assets and thus bank liabilities)fincluding bank depositsf)
than the rate of growth that a capital using capitalist economy can achieve.
True the availability of bank financing tends to induce investment)f but
the financing of Investment and capital-asset holdings in excess of the
growth rate of output tends to bid up the prices first of capital assets,
then of investment output/and finally of all output,

Monetary policy that is based upon an awareness off}hé/Zimitations
to the rate of economic growth will attempt to constrain the rate of
growth of bank assets and liabilities by constraining the growth of bank
reserves, The rate of growth of bank assets desired by bank management
and mandated by retained earnings S;Vsubstantially larger than the rate
of growth of bank reserves which monetary policy aims to achieve., This
divergence sets up a fundamental tension or dynamic in the banking system.
This basic tension is amplified by the profit potential for banks from
increased leverage"gankers aim at having assets and non-equity liabilities

grow at a faster rate than bank 5quity.

/
\/
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In a world where Central Bank protection of bank 1liability holders

was non existent . or sporadic .the tendency to increase leverage was

Y Y
constrained by customer and collegiate surveilance. In a world where
Central Banking in the form of deposit Insurance gives well-nigh perfect
protection to holders of bank non-equity liabilities, surveilance by cus-
tomers and colleagues atrophies. As a result there are no longer any effective
market barriers to the inflationary and destabilizing dlsruptlon;a’}/g{
il
banks >f- Es?eedra-l—ly by the gilant banks which the authorities especially
protect against failure. The protection by the authorities of the
viability of the giant banks takes the form of intermittent large scale
L/J‘,!*qusions of reserves 1nto the banking system.
If the disruptive influence that emanates from corporate banking is
bt

to be controlledf it will be necessary to devise ways,(of setting limits upon
permissable leverage ratios and of constraining the rate of growth of
bank equity to the targeted rate of growth;‘? bank reserves, The above
is a principle to guide policy,” But in an economy 1n which new usages

\kkﬂ‘T and institutions always appear in response to profit opportunities it is a

Vgénciple that may be difficult if not impossible to translate into practice.
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E.. THE PROFIT EQUATION OF BANKS: RESERVES AS COSTS AND THE EVOLUTION

OF FINANCIAL PRACTICES

The return on assets, the cost of liabilities, and the leverage on
stockholder's equity are crucial in determining the profitability of banks.

eed
However the control the authorities exercise is not Q{dthe leverage ratio

on equity)but rather th nghoflees try to, controlA}iability emission and
NEZ A= % w 174
asset acquisition of banks by cqg;ieiffgg reserves or bankers' money

available to banks. That is the Federal Reserve endeavors to control
Qiﬁvv

0 I
banking by cnn%roi;;Lg‘the volume of reserve assets which ar€ available
Co st Do
and required to carry specific liabilities. Coa%feJA the total volume of bark
credit, which depends at least as much upon the nod of heads, past relations,
and handshakes which reflect what is agreed upon for the future as it
does upon the assets and liabilities ;hafi;;e’entered upon the books of
banks, is virtually impossible task. All that the authorities can
AL ung
hope to contrel. are ;hé/;vert bank liabilities. 1In particular the
authorities have(ﬁgétgrffaii;:55éféted¢%bon deposit liabilities even though

L/;Hg?ggpeﬁft liabilities ;hafﬂaréfbooked on any day reflect past agreements,

The standard control upon bank deposit liabilities is indirect. The
d@bﬁ*mwi

standard way the Federal Reserve attempts to cemtxel bank credit and
aﬁ;%%*MJ

deposits is by eea&*e&é£ﬂg the amount of reserve money in existence and the

ratio of such reserve money to specified liabilitiesﬁthat a bank must hold.

These controls .efi reserves and reserve ratios, as well as the terms upon

which banks can acquire reserves by borrowing at the discount window of

the Federal Reserve banks, are the standard weapons of monetary policyy

f5e., the attempt to control money and mones markets in order to guide

the economy,
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The Egg;rci/ef bank credit and bankers activity by means of con-
trol over a particular asset and the ratio that this asset must bear to

various classes of liabilities sets the terms for bank profit maximizing

Vtspégior.

o

¥
» %(
oo Srgl
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\&Q\

In current usageg the Federal Reserve does not pay any interest on
the reserve deposit even though there is a return in the form of services
that the Federal Reserve provides to member banks. For non-member banks
,;hé reserve deposits are specified by various state authorities and these
rg;ef@e deposits of-mon-member-banke are typically though not exclusively
carried as deposits at member banks. Such bank balances again do not
earn overt interest, but in the case of non-member/member bank relations
the services that are provided in return for the member bank deposit
are part of a negotiated agreement. Typically the services provided take
the form of check processing services, especially today in an age of
/{érgely computer check processing.9 '

As a result of the differential reserve absorption of various
liabilities banks expend resources to invent and induce the use of
liability forms that economize on reserves, Certificates of Deposit are
bank deposits that use reserves more efficiently than demand deposits.
When interest rates rose in the early 1960's banks actively began to
sell these liabilities, Euro-dollar deposits are even cheaper in reserve

deposit absorption than Certificates of Deposits, as are Federal Funds.

The full development of ineligible acceptances, which can be viewed as a

9 In the Bert Lance affair early in Carter's administration it
became public knowledge that negotliated services ght be to a banker
rather than to the bank.
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further step in economizing bank reserves, has not as yet taken place,
| although_g;ceptance credit increased rapidly in the 1974 "tight money"
perigd/;;d has continued to grow since then.lo
Over the post war period non-member state chartered banks have grown
at a substantially faster rate than member banks. But these banks use
deposits at other typica11y7though not exclusivelﬁymember banks as their
reserve deposits, Thus the deposits of non-member banks absorb reserve
deposits only as their deposits at member banks absorb reserves. If the
reserve is 157 of demand deposits at both member and non-member banks’ then
the effective reserve absorption ratio of deposits at';hézhon-member banks
is 2.25%, 1Inasmuch as,;hé/horrespondent bank business can be very profitabley
the large banks that act as correspondents will provide much in the way
of services to depositing banks)f including the management of the reserve
afdcount so excess cash is invested in and deficits in cash are made up by
b//:ZIIing and buying Federal Funds,
and—the ability of banks to

A

The pressure from profit maximization
W:;_j] wgpy
increase their profits by i g their leverage m that constraints

upon financing activities frpm geserve requirements will be met by devices
128
that have the effect of ewading reserve requirements., If the emphasis
‘(A kdn the control of banking had been upon bank lending and 1nvesting4 it would
;/L

?
£ \A /pave been obvious that banklng systems assets can and do grow relative to
|

j% N2 J(JSFe reserves made available by the Federal Reserve., If the emphasis had

UF* been upon bank assetsg rather than upon demand and other bank deposits as

10 My
As of this writing bankers acceptances be viewed as the

Finstrument in place" which will grow very rapidly as a vehicle to cir-
V/;umvent constraint during the next period in which banks are hard pressed

to fulfill their financing agreements.L/////
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money g it would have been evident that the demand for bank financing

induces bankers to innovate in liabilities. If reserves do not respond

to the demand for financi g4 then rs will come up with ways of financing
I'n‘.tsz-bll 7&‘? f"" f/
aiii; acquisition that evade the- resérve requirements.

Perceptions are limited by theory. To both quantity theorists and
standard Keynesians it is money that is important. As a result of economic
theory the path in time of one liability of banks, demand deposits, which
is a major component of the community's effective money supply, is now
elevated into well-nigh the beginning and end of the effect upon the
econgmy of banking,

The reserve availability constraint’ which the Federal Reserve
operatesf is not really a precise determinant of reserves available for
demand deposits. What the Federal Reserve really controls is the volume
of its own liabilities outstanding and the terms upon which member banks)
%and other units under special circumstances?)can borrow at the Federal
Reserve. The amount of currency in circulation is determined bv the
demands of households and business. In spite of the existence of deposit
insurance, and in spite of the growth in the use of credit cards, the

ratio of currency todtotal money supply has tended to increase in

the past several years.ll Furthermore during periods of economic *////1L/<-

uncertainty and financial instability and currency ratio has tended upwards.

o’ r’e‘/ #)

> ’

IU[ & ‘

2 \ R Currency was 28.6Z of demand deposits in December of 1972
*’f“(/aa 7% of

AN P demand deposits in December of 1977.
}{r:j’lﬂ ~ r/{//r YA Ak,

12 (\Mjusteﬁp 111ions of dollars
1972 1976 rate of increase
Dec. Dec. annual
Currency in Circulation $56.,9 $80.5 9,1%
Demand Deposits $198.4 $231.9 4.0%Z
Currency as a
Z of Demand Deposits 28.6 34,7

(continued on page 63)

\
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A rise in the currency ratio lowers the amount of bank earning assets
_ ENZY)
that any given amount of reserve deposits can sustain. The inerease in
the currency ratio® as felt uncertainty increases is one way in which /6€ ”zz;é&wé;m

/ ] (
A
ap ine%éased weight to liquidity is expressed.
S
v

Non~-member banks which typically use deposits at member banks as their
reserves have grown much faster than member banks during the post war era
as a whole. Non-insured non-member banks have grown even faster than
non-member imsured banks in the recent past. fTotal assets at non-insured
banks were $33,4 billions in June 1975; a virtual quadrupling from the

$8.65 billions of December 1973.7 H;;gver this increase in non-insured
~efA g LALEN
non-member banks 1s largely the-result of the opening of branches of
foreign banks in the United States, Because these banks are branches of
foreign banks and because loans negotiated in New York or Chicago can be
entered upon books in Amsterdanm, Frankfurt)or Tokyo, the potential financi7g
J/V‘:u /:/62(2‘
capacity of these non-member/mnon-insured banks is much greater thanﬁfhe 7
assets and equity they list imdieates.
Because insured and uninsured non-member banks use ordinary bank
deposits as their reserve deposits thev have a virtually infinite supply
of reserves available which they have not as yet been able to acquire.

At the end of 1976 there were $618.7 billions of deposits at member banks

and $257.9 billions of deposits at non-member banks, If we assume a 10%

(footnote 12 continued from page 62)

The more rapid growth of currency than of demand deposits may in part
be due to the increase in uncertainty with the inflation and depression/
recession of 1973-75, But the continued growth of currency relative to

v//ﬁemand deposits in 1976 indicates that this is not the entire explanation.

V' It has been suggested that the rise in the ratio of currency to demand
deposits reflects the relative growth of a 'dual' economy in the United States
where the second and still subsidiary economy consists not only of the tradi-
tional illegal activities,but also employment and purchases that are made
in currency for tax avoildance purposes. L s

;’f \I?.C}
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reserve requirement against deposits at non-member banks, then some
$26 billions of deposits were required for reserve deposits by non-member
banksqﬁzs billions 1is 4.2% of$618.7 billions. The funds that could be used
as bank reserves by non-member banks ;ﬁgelarge compared to the funds they
actually usedg gven so the $26 billion of demand deposits presumably owned
by non-member banks supported$257.9 billions of deposits)ghiih/yaﬁ'some
ig}gz of total deposits,
Whenever interest rates increase, the burden¥ of the covert costs
of retaining non-earning assets at Federal Reserve Banks increases. The
higheﬁ&f%terest rate the greater the disadvantage of membership in the
Federal Reserve System. The more the Federal Reserve endeavors to con-
straini economic activity, perhaps in an effort to constrain inflation,
by holding down the growth of the reserve base)the greater the competitive
advantage of non-member banks who have huge untapped potential reserves
in the form of deposits in other banks. Lﬂ—iaet-gs non-member banks can
¢\ use deposits at non-member banks ﬁ;¥>reservesﬁ the very growth of non-
Lg Jumember banking, especially the growth of large multi-million dollar non-

-
o
T/‘Jvf member banks, increases the stock of deposits available Ee—be—us%ﬂ as

lﬁ;
'ﬁ kywﬂvfreserve deposits.
With the growth of both the absolute size of non-member banks and
the proportion of total bank assets and total bank deposits in non-member
] Y I

banks the banking system increasingly fakee—eﬂAa hierarchical cast in
which member banks use Federal Reserve Deposits and currency as reserves
and non-member banks use deposits, mainly at member banks, and currency

as their reserves. The thrust towards this heirarchical structure depends

upon the growth of non-member banks)either through chartering or through

v
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shifts of membership. At the end of 1960 there were 13.5 thousand banks

in the United States of which 6.9 thousand (51.5%) were non-member banks.

At the end of 1976 there were 14,671 banks in the United States, of which

§}QIZ (60,.8%) were non-member banks. 5

’ As the growth in non-member banks seems to be pro-cyclical and Jﬂﬁlk '

responsive to the demand for financing, the existence of non-member banks

is one element that makes the supply of finance responsive to the demand

fsyffinance.

The ability to develop new ways of either creating
reserves or operating so that reserve absorption is minimized is
\/aﬁ/essential property of a profit maximizing banking system. If it is
M L preve :

desineﬂKFhaL bank financing_net-indué%7increases in financial

fragilityq then it may be best to institutionalize maximum leverage

ratios and maximum internal growth of bank stockholderts equity, If

these maximum growth rates and leverage ratios lead to highly profitable

bankingf then free entry of new organizatiomns into banking should be

encouraged. The attempt to control bank credit by a reserve or

cash asset ratio relative to deposit liabilities is a misplaced emphasis.
glﬂfﬂ B : )In discussing the use of the discount window as a source of bank
pr- ’

reservesin our analysis of potential reforms of banking we will suggest
ways in which membership ji#" the Federal Reserve system can be made
]

"valuable'"y the more valuable, membership

the smaller the likelihood that the supply of bank finance will both induce

and support a transftiondto fragile f;nai;?. //ﬁjﬁ‘
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F, THE PROFIT EQUATION EXTENDED TO NON-BANK FINANCIAL INSTITUTIONS }ﬂﬂ ﬁ&; ) o
f“* |
Banks are not the only highly levered set of financial instltutionso r# S I
T
Savings and Loan Associatioms, Mutual Savings Banks, Life Insurance Com- yHQf-

panies, Sales and Consumer Finance Companies, and Real Estate Investment
Trusts are all highly levered organizations. These all are profit
maximizing organizations, even though some may be organized as "mutuals",
and as a result are responsive to changes in the demand for credit. Even

though the growth rate of non-bank financi ed1ar1es relapive to
fi 1460 - w‘Z u-gfé\/'ﬁd 29 dre M()O "ggu‘n

QL')} Al banking has tapered off since the 1950's when Gurley and Shaw published LJ; -ﬂiﬁ 1 ,
A A

D o 1 S l_.*f e L
(““}ﬂﬁﬂ:x* their studyQ Money in a Theory of Finance, a study which over-emphasized ), &”N{ ,( E/
Py NN — m— Fl{iwfv‘r,'.‘- ’
ol 3, & the growing significance of non-bank financial intermediaries, the existence

¢\

Gﬂw[ of a complex set of financial institutions and a large variety of financial

usages facilitates the responsiveness of the supply of finance to the demand

b// for finance. TFurthermore once finance becomes fragile so that disturbances,

as exemplified by the problems of the REIT's in 1973-75, (can océﬁ?}tﬁg_

24
significance of non-bank financial intermediaries uh*eh-actlvely /)
§o € /{ )} o
manage their liability structure increases. eﬁwm}" /{Mﬁﬂmu&;mjt;ye gkﬁﬁgu
J At g e
V// Specialized financial intermediaries are often closely related

to particular output sectors. The growth and development of sales finance
companies in the 1920's was both a response to and a cause of the automobile
boom. The development and rapid growth of the Saving's and Loan associa-
tions after World War II was related to the emphasis upon single family
home construction. The REIT boom and bust of the 1970's

was both a cause of and a response to the development of resort

and retirement communities coincident with a suburban apartment boom.
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Pension funds and insurance companies differ from savings institu-
tions, finance companies, and real estate investment trusts in that they
are not especially tied to the financing of any particular type of
activity, they are tied to a particular way of raising money. Saving
Banks, Finance Companies, and Real Estate investment Trusts were originally
oriented towards housing and household durable financingaaﬁé:I;ey acquired
their funds by various types of liabilities. The primary attribute of
pension funds and insurance companies centers around the liabilities they
emit, which are specialized contingent liabilities. Pension funds and
insurance companies are organizations which tend to receive funds on a

redetermined schedule and place these fundiiéﬁfi;ance companies and

R.E.I.T.'s are organizations which tend to place funds and then finance

their position in a variety of ways. Savings banks do not have contrac-
tually scheduled receipts as do Pension Funds and Insurance Companiesg

’E%us even though they have one dominant type of liability they need to

stay flexible and e1t e l&, e aliiynatlve financing available or have
e ¢
) an ability to shut off asset accumulégion. As a result Saving's Banks,

bl » e

) a PE
&n\¥di V" Finance Companies, and R.E.I.T.'s play a more active role in the cyclical

U ) ) :
Qj-ﬁ L ehavij;/of the economy than do pension funds and insurance companies.
s

' “ﬁik*b%}ﬁ: The Finance Companies)f both sales finance companies which primarily
) !
sﬂl,lfg finance the purchase of automobiles and consumer durables)and the consumer
[ -l’.’
v
}Jﬁ’k { finance companies)} which mainly finance small loans to households)f are

active liability management organizations. Aside from their equity invest-
menta these organizations finance their positions in assets by emitting

corporate bonds, borrowing from banks, and issuing commercial paper. Inas-

/
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much as sales finance operations often work through a "point of sales"
originator of their assets, they basically are a tap orgamizatipn which
respopds to a demand for credit by acquiring funds to satisfyAdemand.
uwj -
That—is in their acquisition of ;beir consumer and business loans
these companies respond to market conditionsg’{gey first make loans and
then find the money.

For these institutions the initial effect of a rise in the demand
for c}edit will be a rise in their bank borrowing, followed by a rise in
outstanding commercial paper. Inasmuch as the standard procedure in
financing by means of commerclal paper calls for unused lines of credit

V;\Jemmo’é
at banks’;g’equal to or exeeed the amount of commercial paper outstanding,
‘ Mime
an expansion of the financing thex-de will run up against the limits set

e ;L ]

by thmlin of credit. In order to free lines of credit longer term

corporate bonds are isjﬁﬁf. Thus‘;hé/;hort term expansion is limited by

bank lines of credit,4ghe longer term expansion limits are set by the

isjggﬁce of bonds.

Some basic data for commercial banks and other financial organiza-
tions is exhibited in Table _: The financial net worth to assets ratio

for all the listed types of organizations'except Mutual Savings Banks)
fell in the decade 1964 and 1974. 1In 1974 the financial net worth of

the life insurance industry had fallen to 3.24% of assetsy less than half
of the 7.52% of 1974, A similar fall of about 50% was registered by

t ﬁiggnce Companies which fell from 19.287% to 9.72%.

It is wégzéLéeekéﬂg—a—bif more closely at’ the Finance Companies

~—

because these rather unconstrained financial organizations can operate

nationally and do have a variety of asset and liability forms which they

e
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use. In Table IJ]pthe asset and liability structure of Finance Companies
in both 1964 and 1974 dé_lgié_ggﬁl) First of all the liability structure
was affectively shortened during the decades Mhereas in 1964 "permanent
financing" 4 :equity and longer term bonds totaled 567% of assets, in 1974
these were but 477% of assetsg@ Thus the dependence on short-term money
market and bank financing increased. Either directly through loans or
indirectly through backup commitments or unused lines of credit banks were
supplying 447 of ;hé/;;sources in 1964 and 527 ef—the—sesources in 1974.
The dependence on short-term financing andf$ﬁ21vu1nerability to sharp
increages in interest rates increased remarkably over the decade.

Along side the ch% ge in liabilities the asset composition of

VLML
these organizations c¢hamrged: Demand Deposits and Currency remained a

relatively small’4%7of assets, and long-term g&QZesfﬁikgohome mortgages
remained in the 10%-11% range. The big changefwég in the shifting por-
tions of consumer (household) and (business) loanse In 1964 56% of_;hé’
total assets were in household loans and 30% in business loans)hmereas

in 1974 49% of assets were household loans and 35% weréXBusiness loans.
Household loans were the original special business of these organizations.
However they acquired skill and connections which enable " them to raise
money from banks and from investors in commercial paper. During the
decade 1964-74 they exploited these "assets" to raise funds which increased
their asset-equity ratio from the neighborhood of 5 to more than 10 and
:B;y/é;ifted their portfolio towards business loans.

| Our financial structure consists of a large number of

different types of institutions( which endeavor to maxlmlzejgﬁ?flts by

levering on owner's equity even as they make on the carrx;J borrowwAj

at a lower rate than their assets earn. In order to make on the carry

e
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TABLE I
1974
Total Financial Net Worth
Financial Total Financial +

Assets Liabilities Net Worth Total Financial Assets
A

Commercial Banks 784.6 740.4 44.2 5.63
Savings & Loan Assoc. 296.1 277.6 18.5 6.25
Mutual Savings Banks 110.3 102.4 7.9 7.16
Life Insurance Co.'s 255.5 247.2 8.3 3.24
Finance Companies 92.6 83.6 9.0 9.72
R:E.I.T:"s 16.9 16.0 .9 5.33
1964
Commercial Banks 306.4 284.2 22.2 7.25
Savings & Loan Assoc. 119.4 114..5 7.9 7.07
Mutual Savings Banks 54.2 49.8 4.4 7.08
Life Insuarnce Co.'s 144.9 134.0 10.9 752
Finance Companies 38.9 31.4 7.5 19.28
R.E.I.T.'s - - - -
1974/1964
="
Growth Rate: Average
Commercial Banks 2.561 9.86%
Savings & Loan Assoc. 2.480 9.51%
Mutual Savings Banks  2.035 7.36%
Life Insurance Co.'s 1.763 5.84%
Finance Companies 2.380 9.06%

gﬁ’WVD.?. ? WSk b 4

v
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TABLE II

Finance Companies

7. Co.

As a 7 of Totalnfinancial Assets

D.D. & Currency
Home Mortgages
Consumer Credit
Loans to Business

Financial Net Worth
Corporate Bonds
Bank Loans NIC

Open Market Paper

Qs

1964

55
29

19.
36.
.94
.77

24
18

.63
10.

03

.53
.82

28
76

1974

11

.00
.66
49,
35.

24
10

87./4
37.
21.
30.

80
06
99



-72~

they have to offer convenience or securityg 'I;eir liabilities have to
be viewed as embodying more of Mr. Keynes' liquidity "%' premium than

the bulk of their assets. In a world in which normal functioning is taken
to exclude the likelihood of financial difficulties, such financial inter-
mediaries can expand their liabilities relative to their net worth without
paying any appreciable cost in terms of decreasing the "%'" component of jfi%
gbef? liabilities. 1In particular’ the increase in th:proportion of

commercial paper in the liabilities of finance companies)even as the xﬁﬂ
16

Qk@m \H- total assets of these organizations more than doubled in the decade)
A
(L ﬂ

S
o -

V activity was increasing. In a sense Finance Companies and R.E.I.T.'
y p

meant that the co%tribution of Finance Companies to the financing of

which also operated on borrowing on the commercial paper market,. are de-
vices for expanding the leverage on bank credit by creating overt financial
: instruments){commercial paperé)on the basis of a covert fimancial relatfonagﬂb

‘the bank's line of credit to the commercial paper issuing houseﬂ.

o
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G. THE RESPONSIVENESS OF FINANCING TO DEMAND
The standard text book version of banking and financial theory, which

underlays the way the Federal Reserve views its responsibilities, holds
that the Federal Poservet by controlling the reserve ba%e? effectively

AT W2 O T
contrels the amount of demand deposits and bank financing. We have 3h4mw“

1

that the relations, thet determiﬁ?ﬁbank and financial intermediary profits

lea_

A
to b%z?viar that td?ds to, induce growth rates of money and finance

l—ef WQ7€’“‘

the Fe eral Reserve desires.,

From the point of view the problem we have set ourselves, which is
to explain how investment is financed and the effect of financed investment
upon system behavior, it 1s clear tha;q;hE‘narrow focus on the means of
conventional payment that-guides the Federal Reserve 5 not warranted.
Money is one of several instruments that 1mpose¢ a financing veil between
the proximate and the ultimate owner of capltal-assets. The deposit liabilities
of other financial institutions, those financial instruments such as commercial

paper which partake of the flexibility of supply that bank liabilities possess,

Al
as well as corporate bonds and equity shares are other, instruments.

The unique aspect of money as a financing instrument is that it is
created in the act of financing by a bank and destroyed as the commitments
A
on the debt instrument are fulfilled. Because monezﬁg E created and des-

troyed in the normal course of business_g»éﬁfg:j;

must be responsive to the demand for financing. Banks are important fﬁeuﬂe

mount outstanding

%gacfi; because they do not operate under the constraint of a money—lender;#é ﬁy

AAN it
,bﬁﬁig do not need to have in order to lend. This ability of the supply of

finance to be flexible means that projects which need funds over a long

period of time can arrange for such funds as needed. A line of credit

/
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and a, commitment by a bank are as good as the possession of funds,
¢
The capitalist investment process dependstypon the flexibility

which banking gi es- to the financial system. fgéﬂbankers and other

money market operatorséiké}ng profit mindéﬁ}i@re always seeking new and

novel ways to "turn a dollar.”" It is necessary for the financial system

to be responsive to business demand for financing. However if financial
innovation and, banker's aggressive seeking of "borrowers" outpaces the

deman%f for investment financing, the excess funds will be used to finance a
demand for existing bonds, common stock;and capital-assets. A rise in the
price of capital-assets relative to supply price of investment output will
occur which increases investment activity and thus profjigéf leading to

a further rise in the price of capital-assets and long lifed financial V/////
instruments. Purely financial markets can trigger a speculative boom. M////

Financial innovations are common and occur regularily. However

the acceptance of financial change% which typically involve the, substi-

tution of a promise to pay bank deposits for bank deposits«depeﬁds_upan
an attenuation, however trivial, in the subjective evaluation of the
V//:>/liquidity premium eébodied in holding money. A period of successful
functioning of the economy 4 during which such attenuation of the value
of liquidity takes placeA leads into aﬁsziinégzz$ihich aggressive
financing practices are acceptableuﬁ banks, nonbank financial institu-

L=
tions, and money market organizations experiment )with new liabilities

and increase their asset-equity ratio without their)liabilities losing

‘\ any significant credence muring a period of aggressive‘fiﬁaﬁfg;) In-
1 ] e e e —— —e ———— —
A

s

Iy

stead of having banks and other financial institutions respond to«demand
for financingf a speculative financial boom emerges in which the readily

available supply of finance raises capital-asset prices and induces

/!
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investment projects, In the story of REIT's and the resort/retirement
condominiums, one element leading to/phg/;verbuilding was the pursuit of

and.;hé/I;ducement of loans by REIT's, which, in turn, were being pursued

and induced to borrow from banks, commercial paper dealers

b//bankers.

Banking and finance can be

and Investment

P

)and periodically are?highly disruptive

forces in the functioning of our economy, Without the banking process

the flexibility of finance needed for a dynamic capitalism cannot exist

-and\Jith the banking process a destabilizing ability to speculatively
V//%inance activity is introduced, The destabilizing aspect of banking should

not be surprizing)# after all bankers are specialists in providing short—

—
term financing to business, govermment and households, a21d the banker sells

)

\A&wii his services by "teaching" customers how to use bank facilities. Bankers
]

{

cannot make a living unless business, government ,and households use debt.

}
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H. BANKING AS AN ENDOGENOUS DESTABILIZER: THE CENTRAL BANK AS THE

LENDER OF LAST RESORT

The standard economic analysis of banking( ﬂb&fﬁ leads to the view of

banking that largely determines the behavior of the Federal Reserve and
-~
It
the other Central Banks In advanced capitalist economilesy focuses upon
the "creation'" of demand deposits and thus the money supply by banks. This

W /
theory of the effect of banking has led to a game that is played between

the Central Banks, henceforth to be called "the Authorities", and the
profit seeking community of_;hé/banking institutioq? In this game "the

Authorities" imppse rates and regulations and engage in operations in an
aﬁgﬁwl W n
effort to get what the Authorities consider to be the right amount of money)

the appropriate set of money market conditi ns?, he banking com-

WL AR g ipanih &

mupity invents and Innovates in order to get-around the rules and to

L{ircumvent the effectf of the operations. That is the Federal Reserve

may gonstrain the rate of growth of the reserve base)but the banking community
111 devise ways of making reserves more efficient,

Fundamentally this is an unfair game because the entrepreneurs of the
banking community have much more at stake than the bureaucrats 5¥?}+ﬁ?
Central Banks, In the post war period of economic expansion the initiative
has almost always been with the banking community and "the Authorities"
have often been "surprié;d" by the changes that have taken place in the
way in which the various markets operate. The profit seeking bankers

almost always win their game with the Authorities, but in winning the

banking community destabilizes the economye f¢he true losers are thosef;hﬁf"

‘3pé'hurt by unemployment and inflation,

It is the self interest of the butcher and the baker that leads to

v
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the provision of meat and bread. Thils dictum, due to Adam Smith, bdﬁ/ied

" to the proposition that the pursuit of self interest leads to the achieve-

, —~— T
ment of "market equilibrium''y hehn oclassical resultsnfc,low from this
"self interest" proposition. It is in the self interest of bankers to

0 e
"make loans",AFo spread the use of their services,amd It is in the self

®
interest of investors to use bankers services ;? long as the price of
capital assets exceeds the supply price of investment goods. However,
whereas in commodity production the process of supply production generates
aﬁ%ef—éhe—fatt—incomes equal to the market value of the supply, in financial
markets with responsive bankingf the demand for bank finance generates the
supply,pfjiinaﬁfé.and’g;multaneouslyi a supply of finance in excess of
the” demand fer finafice at a current relative price of capital assets and
inmvestment output will change théfrelative prices and thus the demand for
///;:nance.

In a world with capitalist finance it is no longer true that the pursuit
by each unit individually of 1its own self interest will lead an economy to
equilibrium, The self interest of bankers, levered investors, and invest-
ment producers can lead to inflationaﬁy expansions and deflationary as well
as unemployment inducing contractéggf " Once capitalist finance is intro-
duced as an attribute of an economy ;hé/ghpply and demand analysis iﬁfﬁhich

market processes lead to an equilibrium will not explainkfhe behavior .ef

Such an economy has endogenous destabilizing forcese ﬁarket

economic instability.

/

"ié&
Eﬁy ‘- Pprocesses lead to the financial fragility that is a prerequisite for
Gb The regime of rule and regulationg by the Authoritiesj’the chartering

restrictions¥|and the techniques that have been devised to determine the
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volume and effectiveness of bank reserves areAdevices introduced into the

economy to control the destabilizing forces emanating from banking a?d

de

v/éinance- However we live in a world in which the dominant viewqfrom

; k, economic analysis is that these historically determined arrangements reflect
Sgw}$J>fﬂ’ primitive superstition and ignoranceg’ELe phenomena with which bank regula-
A bA tions and discretionary power are designed to deal do not exist in nature.
JN{\#JN- Extenéions‘gffthis view include propositions to the effect that the insta-

/

L% bilitx,f the booms, inflations, crunches/and recessions of recent years.are

/

ainly due to the ill-advised efforts to control instability,
We therefore have a paradox in that institutions such as the Federal

}}0 tﬂt

A
N ’_ ¢/ /11- Reserve, which were introduced into the economy in an effort to control
rr\ i \/(\ . W i)
and channel a set of disruptive phenomena, banking, are now slaves",ef'an b////’
economic theory which denies the existence of these disruptive phenomena,

Today's standard theory argues that the Authorities should focus only on

(
)

one set of numbers)f the money supply)f and should operate to achievetkbvjwa“-jgzﬁwk_

rate of growth of this construct., The authorities in large
ng?m%gé accept the validity of this view. As a result monez polj:y is
§§: ) eing made by ausggrlties who wear blinders which restrict Athelr vision

AT, 2
to Pdf/a smallizéxt-of the relation%\that reflect financing activities.and-
/{hey ignore the process by which monetary phenomena affect activity,
L/////g N it Tk " 0
As a neejat of the money supply blinders that the authorities wear,
mawnet
the(yay;}n which velocity increasing (decreasing)—liquidity decreasing
\\ﬁincreasing) portfolio transformations occur and beﬂktﬁgse changes affect
income, employment7and the domain of stability of the financial system
1 ﬁﬂ\ and the economy are notisignificant input to the making of monetary policy.

As a result the erosion of the equity base of banks, the growth of

liability position making in lieu of asset position making, and the growth

s
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of covert liabilities were virtually ignored fy the Federal Reserve until

" financial markets tended to break down. At this timeSthe primitive fears

% M"M"
and the original reason forhbeiag of the Federal Reserve comﬁﬁ into play)l
s

f

UﬁﬁJ &*énd the Federal Reserve pumps reserves Iinto the banking system and acquires
ol
e

-)} bank assets that are losing value in the market in an attempt to sustain

|n .
Xl N '14:{ O /) @ Jé
m&ggji the prices of selected assets. In these circumstances the Authorities act(p01W* l“
-
- Y : :. i v YVWM
Qb'w%Jﬂqf as a Aender of last resort. Q i
Of 4y \
*ﬂnf jﬂ- Whenever the Authorities act as,a/iender of last resort they both
Y
D

increase the reserve base of banks and validate financial usages. Whenever

the hands of the Authorities have been forcedf so that they intervene as

k_ zﬁ, lender of last resortf many financlal institutions, in addition to those
%U jd. \;hat are in immediate danger of failing, are in taut positions., As a result

4”7 lender of last resort intervention by the Authorities is followed by a

period ;%;;financial" retrenchment and conservation. As was argued in
chapter '\ , in a modern capitalist economy with a large governmentdbhéz/
automatic government actions, as well as discretionary policies to
alleviate unemployment, tend to sustain profits and employment. The down-
ward spiral of history is aborted. mt7 O PP@Lf

One result of the lender of last resort action combined with the
huge government deficit that now automatically occurs after a financial
trauma is that the reserve base of the banking system is increased by
a large amount’and the asset structure is changed so that }hé/éovernment
debt holding increases. The banks in effect store up financing ability
for future expansions., Because of the rapid halt to the downturn that

results from central bank action and massive government deficits,

financial disturbances that force lender of last resort intervention by
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the Authorities no longer lead thprice decreasesgtﬁg fact, they may but
-'barely slow down the rate of inflation, The actions,{ automatic and dis-
cretionary)f that are taken to prevent a debt deflation set a groundwork
b/;6g a subsequent burst of expansion and inflation.

Over an expansiond as financial innovations and portfolio transformations
make the supply of finance responsive to the demand, new financial instru-
ments and new ways of financing activity develop. Typically when the
"erunch" comes,defects of the new ways and new institutions are revealed.

The authorities intervene to preventflocalized weakness from leading to a
broad decline in asset valuesyg }his intervention takes the form of accepting

new types of instruments intjﬂﬁederal Reserve or the Authorities'portfolio,

0,
A > ?
As a result the intervention by the Authorities tends to validate the new
ways. Thus ;hé'intervention by the Central Bank to prevent a serious
decline in income and asset values sets the stage for a broader acceptance
and use ofhfinancial instruments which were introduced in prior expansions
as a way of economizing on reserves or of increasing effective bank leverage.
Thus/;hé/;ctions taken by the Authorities to abort a debt deflation in-
creasef the reserves that are available for banks and validate# some
additional financial instruments. Intervention by the Authorities to
prevent a debt deflation sets the stage for a ubizj?e t inflationary
,(Zt‘/,ww A/VL” ,% v elA sl

expansion both by inereastng reserves and by validating financial instru-
ments and ways of doing business that increase the overall efficacy of
rese s during the subsequent expansion.

If the disrupting effects of banking are to be constraine%,# be kep
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within bouﬁ?ﬁwf then tz? Authorities must drop the blinders due tq&theory

g .
which restriets thei Aresponsibility to the course of demand deposits and

o
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The reserves of commerclal banks are mainly the result of the
" ownership of government securities by the Federal Reserve, This govern-
ment security/open market technique of supplying reserves to the banking
system is not the way reserves were supplied to the banking system in
the early years of the Federal Reserve System., At that time the reserves
L///'of the banking system that were not due to gold Aﬁww%& o borrowings by
banks at the discount window. The resurrection of the discount window
as a normal source of bank reserves is a way of tightening Federal Reserve
knowledge of developments in banking and control over commercial banks.
For if the commercial banks are active borrowers at the Federal Reserve
discount window then they will accept and be responsive to the wishes of

\J/////;he Federal Reserve PFPVLAL -?anwu YN

As long as bank reserves are mainly the result of Federal Reserve
PRI e.vw:"\u-
open market purchases of government securities rather than the Leeuétﬂef
discount window borrowings by banks, the giant banks in particular will
be virtually immune to Federal Reserve pressures. Only if the normal
functioning of banks requires them to borrow at the discount window will
the capital adequacy and asset structure of banks be under firm Federal
Reserve control. In reforming the banking system techniques for shifting

from, the present reliance on open market operations towards a greater

7
normal functioning utilization of the discount window need to be explored.
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- I. ADDENDUM: The Structuref of Banking and the Structure of Industry}w
The Symbiotic Connections Among Giant Banks, Capital Intensity>and

Glant Corporations

There are a wide variety of banking systems around the world in terms

of the number and sizeJ;;;lative to the economyeéggiggigé} In most

advanced capitalist economies the banking system consists of banks which

have branches all over the country. Such nationwide branch banking

typically results in the country having but a handful of banks,with a
V/”gig three" or a "big five' dominating the banking system.

In the United States the various states charter banks. Whereas non-
financial banking corporations, which are also chartered by the various states?
are allowed to have facilities in any stateA banks are allowed
to have full service offices only in their own state. Furthermore the
various states determine the extent to which banks can have officese :I;
some states)like California)banks can have branches throughout the statef,

? )

jﬁl;ﬁhers like Illinois )banks are restricted to one office,

One aspect of the restrictions on nationwide branching and the restriction
upon branching in some of the states is that there 2:5'14,671 commercial banks
in the United Statesi%n 1976,af£eir total assets were $1,031 billion and
the assets of the largest banks were in the order of magnitude of $70 bil-
lion. This facet of the American banking system makes it more competitive

than the banking system of say Britain or Canada, and it also affects the

1ias§/bf business and the nature of the client that banks can service.

Although $65 billion $100 million

J )
and §20 million banks are combined in the aggregate data on banking and

$10 billion
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although theirdemand deposits of—these—banks are included in the money
- supply,these banks are engaged in quite different lines of business.

Whereas t 10 largest banks in the United States might each have half or
W
more of jits deposits in "offshore" or "foreign" brancheg’the $1 billionm,

$100 million and $20 million banks will not have offshore branches.
voretien
One corollary of the differenc%# in size among banks is a d+ffereance

in the clients they service; the businesses to which they lend. Although

state laws might modify the rules for smaller banks, the regulations that

gulde bank behavior usually set an upper limit of 10% of capital. surplus and

undivided profits on the amount that can be lent to any private nom-
government borrower. Thus a sixty billion dollar bank with 30 dollars of
assets for every dollar of stockholder equity will have a maximum loan
limit set by states or regulations of 200 million dollars!£} $20 billion
dollar tank with a 5% equity/asset ratio will have a $100 million maximum
to the credit it can extend to any one customer, and a $100 million bank
with a 7% equity/asset ratio will have a maximum loan limit of $700
\//{housand.

It is obvious that the giant and large corporations will find it
more convenient to borrow from the giant bankse For many of theﬂyﬁrf//
largest non-financial and financial corporations, and for many very

' q arge scale projects such as the Alaskan pipe line, the amount of bank
ASG&’hERgAJ orrowing thaf/is’ﬁeeded exceeds the capacity to lend of any one parti-
Qﬁﬁﬁ“ké cular bank. In such cases a "syndicate" is formed in which one "lead"
N o« Lbank takes the initiative in negotiating and supervising the credit and

{
\ dS \ﬂ;
Q&pd J, yj?other banks participate.
e -

}{:ﬂ:P When a large business firm like W. T, Grant goes bankrupt the details
A
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of its bank borrowing arrangements become public., It takes a syndicate
" of manageable size to arrange a $200 million or $400 million line of credit
when the Individual pieces are $10 to $40 milliongs;uﬁlsyndicates would
be difficult to manage if the maximum that any organization équlend to
one corporation is even as large as $5 million., Thus banks with loan limits
of less than $5 million dollars are effectively barred from lending to‘;hef
giant businesses and banks with loan limits of $1 million or less are
mainly restricted to the financing of what are small businesses in the
resent United States economy,

Because banks become implicit partners of the businesses to which
they 1end7 the existence of many banks with loan limits that are modest)
given the dimensions of the United States economy ,means that there are a

o
qyﬁﬁgr of banks whose prosperity depends upon the prosperity of
A

smaller businesses. In countries where a few giant banks dominate

. upon the existence and growth of smaller enterprises. Although the giant

o Ak
§#P ?@é Ql multi-branch banking systems in the United States, such as the Bank of
% |
'ﬁmérica in California, do make a multitude of smaller loans to modest
P L :I"h \‘]
i) ;fB sized businesses the overall prosperity of these banks is not t;:Iin
hf pf tied up with the success of these smaller businesses. On the other hand
the viability and prosperity of the banks with modest limits upon the
lines of credit they can extend depen@?’latgely upon the success of
. AW
bti}péSs firms that require medest amounts of credit,
Thus the existence and prosperity of smaller businesses depends in

part)though not in total)upon the existence and prosperity of banks which

have modest limits to the amount they can lend to any particular customer.
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. A country's decision on the structure of its banking system will influence
tow 1o
the size and competitive structure of its producing and distributing
LNAETY) MO
bgizz;sses. Banking's influence upon the economy is pervasive. Not only

does corporate banking act as a destabilizing influence on the economy,

but the' tructure of banking ?nfl ences the i:ZFCtur of industry.Aj% ) )ég
V‘i 81‘,_512 j,},gg/EL,{)h) j 34. r/\%}‘. S l;\}—cm/é ey
,{J@ Y.<V /ng’éj r% Chap /.
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