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MEMO Cash Flow Exsmination Procelure for Benks

I. Queries; (1) Cmn data zathered by bank exsminers be trensformod

inte meaningful irputs for Federal Reserve decislon making?

(2) Cen bank end banking systen data be 8> crganized that it
is pogeidle 4o eslinmte the lmpectl upon particular banks snd thus
the array of all bapks of econcmle systen and economlc policy chongee?
If thls can be done, then the {lapact of such variables upon the
viabilit{y of particular uniis and the array ~{ all unlis can bhe
cetimated, “uch Informetimn eould be used bto wake Tederal Reserc

operatisns nore irecise,

(3) Can the results of ec-rmeiric analysis be used in exsmining
bank? In pariticular can knowledre abous msrket reacilione to econnice
system, financial narket and ec:nz:lc policy varlables be used

develop 'conditlional' examination glstement Tar commercial banks,

Suggestiin: By Turuulasing the Hroble s «f a bank {r terma of iLte

cash flzwe, snd lnking such cagh flwe to eeonomlce, other Tinancinl

and pollcy variaebles the objectives zusied above can be achieved,

Proposal: That s feaslbllity study of a suggested cash fl & franrwork
for bank exemlnetion plus the usefulnese of the data gathercd Ly such
exanination procedure be underteken by a taek force in the sunv:er .f
1947, The tagk force to consist of regearch and benk exemlner personnel
from the staff of the Board of Governors, with Prof, H. P. Minsky as an

‘acedenic' consultent.
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Note 13 What follows is phrased in terms of a bsnk, vhereas in all
generality the units could be any econamic unii, financial or non
financiel, Wwhat follows is aleo phrased as if any feasibility siudy
will be undertaken by the Federal Reserve System and the domsin of
study vill be member banks, It may well be that say such udertaking
will besi be & joint effort of e number of regulavory bodies and that
the initial attempts 2% empirical implementation will involve sgunc

non-banlk {ineacial intermediary,

Note 23 Underlying the research proposal is an swereness ihai modern
date handling cepabilicies could aske laformation about each of the
some 14,000 benks in the United :laics available tu econuaice polley
pmakers, In particular by setiin; "threshholds' ic pariicular ovans
cheracteristics, the likely cendidates for overshooting such thresi-

holds could be nace xnown o palicy wekers,

The research desisned o uncover e feasibilily of the cash 1l0w
approach can be broken down into six eteps:

(1) Precise formuletion oi tlic cash {iow anslysis o7 an
individual bemk,

(2) Identification smd hypothetical statement of the relatiung
between ecomomic system veriables (including monetary and iiscal noiicy
varisbles) and the parsameters snd varlables of the cash Iiuw wx¢i «f a
benk, (These relatione will vary among banks.) Ultisately sigp 2
would mark the incorporetiocn of the resulis of econometrie analysis

invo bank exsmination procedure,
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(3) The invention of a 'typical® cash flow statement (or a set
of typical cmsh flow statements for di{fferent classes of banks) Ly
using avallsble &ata on the beniking systen and the economy ez well

as the experiese of bank exeminers.

(4) By naking precise assumpiions as (o the relations betwcen
econarnic gyeten and the cash flow verlables for particuler bankg, i
sinulate the intersction between the banking system variebles sad

econcric policy and gystew variables,

(5) Presentacion of the resuils »f sieps 1 through 4 to selocted
bank and acedenic econcnlsis for cumaen. and suggestions for leaglecentation,
(G) mxperfcni in deriving dowa foc the cash Tlov analyeis “roa a

seall sample L real world Lanks,

No new daie is needed unsil suep O, Steps 1 through 4 ca:
carried whrough 03 en in-house exercise, siep 5 should puoi be @ion

until safisfeciory progress hae bcen made on siteps 1 through 4,

The cagh Iflow acdel ie deslixcd iu ¢siinate the distribulic: I lhe
effect of various environmental and poullicy variables upon banks end tlaue
to faclave Adliflferential effects of changes in these variables, ./
particuiar interest 1s the sel oi envirunnenial and policy variatics
that would tend to generate finencial diatreas and impose faliluce upon
amme benks. Obviously propositizus ic Lhe effect that within a particular
envircoment, policy actions of & gpecified kind would have undesirable

congequences can follow from such en approach,



IIX. The model

A, Definitiocns and Propositions

Df: Vulnerability: A fineancial unit 1s vulnerable ic a specified
event 1f the occurremce of this event means that the unit will not be
able to fulfill ius financisl cosmiiments, i.e, 1ts comlimente Lo
make payaenis.

The vulneravllity of & unit Increeses ag the evenug thal would
yvield en inabiliiy tu neet finapcial commalunenis become el cther nure

common or of sualler size.

Hyp: The vulnerabiliiy of an econumic wnii Lo changes i ipcame,
financial and p.licy changee depends upon Lhe unit's cesh flww poeltion
&5 staied by 1is assels, und ilabilitice end by the wariels Tur i.m
asgeis ang 1iablli.ies, Knowledic =t h.w the various elements In a
cagh flow pogliiun are afiected by ceunuile and oollcy variables will
aid in deveioping more precise policlics,

B. Measurementi and evaluaclon . the slrerability of garilcoisr

Ingsiwasilons,

The cash [low Lo end from & unii wver a perlod ot time ls the
key {tes, Balance sheet data ag cunvenilonelly defined can be i red,
All belence sheets fraa the polnt of cash flow contain an arblirary
veluation of those essets vhich do not have active and thick unrteis.
The value ot an agset - in balance sheet tems - 18 relevant o &
cash rlow enalysie only to the extent that the unit csn markei the

asset ai that price, 1, e, use the assei ‘o generate a cesgh Pl b0
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the orgamisation, Thus in the precise formulation of the contingent
cash flow positizn of & particular bdank the 'breadth, depth end
regilience! of secondary markets for assets will be of significance,
as well as the explicit or implicit guarantee of the short temm

market value of such assets by the Federal Resarve,

For the asgeis of a bank three iiems will be needed:

(1) the payment commiiments of the 'debtor' as stated on the
contract,

(2) the canditions under which this asset would becmie a 'scheduled
item'y the proporiion of scheduled items that would appear fri o
pariicular agset clags wuder various aliernative income end firancial
rarket conditisng 18 ore of the 'econwale' inputs to the propssod
analyeie,

(3) The narkeiabiUiy of the agset, again under varlous weriot
conditiong: included in marketabllity would be the condltilone wder

which he Podersl heserve will mumoori goae merkel price oF thlz sczel,

timllarly for deposit liabilizies, he zondiilcns delerminliiy
the rate of change of particular ilteus will be Inportanti, Inconc and
relative yleld factors will detérmine their chenge, As an exa:lc,
a'bank' which mupurcham ability to lend by selling :tlie dep-xieg
to 'forefigners'! will be more likely to have a large cash fluw rencilon
to & change in the relative rates from & bank vhich has wainly ‘lical’
depositors. It ic cbvious frum ihe perspectlve being discussed Lhat

the addrees on depasits may be a relevan: determinant of clesses of depoalts,
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C. Cash flows from can be divided into
1, Balence sheet: those that follow from the langusge «n the
contrects,
Thus o Certificate of Depogl: with 28 days to run siates an ancunt
o1 cash ¢, oe l.si by this balance sheet item cn a specified date,
Balence gheet ossh flows from cen be classed as:
1, dated
2, CGesond and

3., c¢aiingent

Note thei sgleenents Lo acquire ®&ssels - such as unused lines of
crecit (which ey be lmpliclt liues of credit as well as explicli agrea-
ments) are a form oi cashi flow fr.w, Il would be interesiing to ask
benkers how nuch ihe deal vdligated Lo lend to large depositors who

do not have any formal line of credit but who from time o tlme d> borrow,,

2. Porifsllio cash flowse ibat resull fruao declsions to acquire
agsetis,

There 18 a 'fine line' between considering a new loan &3 a »orifollo
dee¢ision or es a contingent balance sheet payment, The extent iu which
the bank i8 free not tu make ths lomn 1s a determinant of vheiher a
particular loan will be considered a portfolio or a balance sheet trems-
sction, However, it is clear that the purchase of an invesiment is a
portfolio cash flow from., Operations designed to change the compnaltion
of & 'benks' investment portfolio will be portfolic transactione,
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3.  Incune Bk 1w,
Mainly the opereting costs of @ bank, A running drain of
ceah due to labor, ete, cxists. A question as to whether dividende

on deposiis Rre to be an incame cash Tl fram, Stock dividends clearly

are such a cash flovw.

L, cash r1ws to can be divided intu the asmze clusses., For & bank the
le Balance sheei cash flows to follow Pfrom the contracte -wned,

boith loans and inves maenis,

)

2  Poriufuliv cesh flowe w can be splitl into wwo vypes:

() ihose due o lizbillly eulasion

(b) thuse due Lo ussei sales

3. Inconie cash Dlows ere of minor imporiance ic @ bank; service
chérges are an incume cash Liow, or crdinery housebolde and businese
firms the cash Tlow frm operailons, uw income cagh {lw 1g the wcxdinary
gource of fundg our eeiing cush lusses, ior banzs the ondinary soucces

are balance sheet Iiwws and porifulis cash {lows due . liobllily enlseiun,
Sybolic achlasentig

o B ce¥ g P1 1 B;



DI Symbols end Exsmples:

Ctu

cagh flows during ‘day't
gain (cash flow to)
1o (cash flow from)

cagh Tlosrs due to balance sheet essets, e, g, reopaymnente
oZ bank loens

cagh flows due to contridutisnsg to income (Q.N,P,) production,
e, 2, bank gervice charpges

cash {lowg to a8 unit that could be generaled by selling assets,
e, 7, ‘he sale of Treasury Bllls

cugh flowe from 8 uniti due o balance sheet liablliities,
e, . C. D' on thelr due ¢ave

cash Flows from due to coniribution to income (G.N.P.),
e, g. voges and salaries of & bank

cash {lowe froam due o ithe purchege of asgsets, e, g. the
purchese of a treasury bill, also the granting of a bank loam

the initial cash position

Each balance gheet financial asget of a bank has two cash fiow attributes,

One ig the cesh Mow gstated in the contiract, 3. » to pay $x on some specified

date, The second is that it could be sold todsy in some market, i.e, generate

a portfolic flow,

Thus a private and a Treasury bill might both state that

$1,000,00 w11l be paid on say May 31, bdut the "market' for the private bill

is poor (redimcounting mey make it betier), whereas the morket for the Treasury

Bill is usually quite 'good',
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Thus balance sheet assets should be keyed in two ways -~ one is
the cagh flowe over current apd future dates as stated on the conirecis
and secondly the availability of the asset to generste 'portfolic' flcwe
to the unit at the wnit initlative,

For 'banks' not mueh need be said sbout 'income' flows to and from
the upive For nin Iflnenciel wnits, the excess of income Ilows 1o over
income £1lowe I'ran becuones the cash {low available to meet balance sheel

c.avnitnenis,

Portiolic cash flows 1o depend upcnn the siructure of asgels &nd the
Larikeis tfor assess wed, For each wulc the ipitial cash plus the waximum
cash {law Lo tial cen pe genersted quickiy by lie apset structwre, yiclds
e naxlaua cosh loss the unit can sustain, ‘This mexlnum obvioualy depunds
upon asseis owned and iLhe market for ihege assclis - ag well as any reg-
triction explicit or implicit on its use of aseets, For exsmple, uie
exisience of collateralized deposit makes large blobks of Federal debi
not aveilable ageats for purposes »f quickly generating cash, The alicre
native to using Treasury debt may be the use of state end nunicipal dobl,
A cagh squesge under thess circumstances teste the resilience of uie market
for 'municipals', The limits to monetary constreint under these circia-
stances dapends on the sbsorptive capacity of the market for municipalis,
It ie lmportant for the moneisry authoriiles to have fim 1deas of ihe
extent and dlgtribution of such pressures and the abllity of verious
narikets to withstand pressures,



-10-

Balence sheet flows fram a "benk' depend upon its liability
structure, The larger the ratioc of foreign purchesed (C, O., etc.)
deposits as against local service (ID'?2) deposits, the grémver ihe
probavility thet s cesh flow from will be generated by specified (to be
determined) narket eventg, This implizg that a classification of CD's,

cic, by sddregs might be importemnt,

Porifolls flows from a benk refddst purchsse of assets including
the grenting of 8 novw Loen excepting where the new logn is due o a

asrior eoemioment,

Both belance sheet agsets ond liabilltiee may further be cleseificd
as demand, dnted, and contingent. Lines of credii are & contingent

btilance gheet 1lliability,

™~ types =7 funcilonal relsulons need 4o be estimated, One is the
likelihood, under vari-us assunpitions ag Lo gystem behavior, ghat warinus
{temg in the porufolic will beerme 'scheduled' itecs., The second is the
expected behavior of various iypes of depcsite upder different narie! and

systen agsumpti-ong,

Thus ir the fundemental policy cunstraint
x )
Con * N 20, x = all types of cash flovs

t = to

varicus c" will be ‘estimates’ »f relaiions between cesh flows and

system veriebles, other CX will reflect bhank pllicy decisitus.
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By specifying tbese various eymten and bank policy relations, the
fundanental equation can by a recpursive process generate time series
of portfolios and cash, Thus the cuulative effects over time on
particular insiitutions of gpeclified sliuations can be estimated,
Limita upon the duration of varlous pslicies or states of the econamy
car be cetirated, This 18 useful % both regulatory authoriiies and

bank camuiners,

Egaentially the exsmination technique would comsist of anplying

wvhet ghould be a ugeful managerent tonl,
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