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I, An Aside: Somse Organizing Principles

41; ‘}Vh\_& fo,qﬂ "V\l‘\ At h'f‘l-i I S
Before we look at what happened i—#ﬁmm—bewaenﬁ&h&—-anduo-ﬂ—uoréd-ﬂar_lI ;
"'_Lkw l-\.. ’\1;- A L {
and—the.fj.nancial-dismbanee oi—ar%am,_u—&&hrs:.m_imm some organizing'
hzb.\- ‘—N’\(W(Atl ("../n J M/.}L’ |

.principles o Our economy is & capitalist < |
W A )

complex and elaborate capital equipment is privately owned, and w-.‘.-eh 2 sophisti-!

_ ok vk o lhvon $ha D badire ot revo, werl by

cated, complex, and convoluted financial system, Because it }s capitalist$® our

R

economy depends upon the persuit of private gain

to organize

production and te—erpanise the formation end control eida capital assets, weed—
M produesion,

Becausm debts are used to finance control
Lin be dumepgdwmtem icore oy |
over capital assets, eae—way—te—leck—at our econory ,%‘:&o a complex system of '
S\rfr
money in - money ‘out relations. .Aay ?inancial instrument -- short term note,

bond, deposit, insurance policy, shares =-- is a comnitment to pay cash at some

o Ny "W \‘hl el
time. The time may be precise —- may be wedtten inee the contract == or it may
= Connad }\K\J/ U s B aimtn LT
be open, Gp-en—ea&&r—ae&s—ba_pa%_cash_muﬂ.mm Beposn:s at banks and
i e re, bl be ol L’YZLQ,—-“
savings instituticns mm&-ca.sas_ﬂ]g_ payment %s at the "damand" of the

- aoﬂ—./l -Z_’. A p“dr—, ¥ Ce -}y-‘.La Lo i
cdepositor, -Ot-the..pamn_t;_max_talm-place- when-g -.,ontmgency.\occurs .as wi -h..A,

v a(;/té‘m&v\c Py S YT,y 0 TN o - kg i t_q-_‘_m..rm.ﬁ.._g._:,_
pension,.a life insurance )coaﬁr&ct -or—an_endoraazaent—hon«-a-thi-s.-dwpart»y—-s-_aotc_._
Srte Theol Cen e T - Dv'\.nl = C"hk

—> Common or “equity shares are & peculiar ‘Ewoml:ﬁgnt to-pay-cash: the firm

- ol v

nust make "profits" and declare dividends for tmuL;tLy’ shares to sydeld cash "T'

Gttt
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"'/.' : "‘nw.aul Coor M‘ /;_Q/L;. P —
ﬂ-s.fh& paper world of eur-econemy—can-be-consider sLrumants.
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~~thet—eer up dated, demand, 9oF contingent cash flows, The debtor needs to gt
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cash to fulfill these commitments. The cash can be obtained from cash on hand
(uhic.hr only moves the problem back one step),from contributions to the production

of income (wages and p.rofits), from the cash generated by owned financial contracts,
by the sale of physical assets, by the sale of financial assets, or by borrowing,
The above list exhausts the possibilities except for the creation of cash = i

» y waﬂ ’?:6 ﬁ*“"k‘st
which is legally open only to the sovereignam~s 't &ea;f’“"*‘%fia——h—-—é

A firm's balance sheet, which lists physical and financial assets on one
F s W—‘irﬂ—\n (b .\
side and liabilities on the other, can be viewed as stating the eash—feeeipts—aﬁd
payme&:s-tﬁat—:re—e-xpeeted—w—r?qmeﬂﬂ«te}eeﬂ»b&ce . %tye:meetao b—t‘}e—casn
9";.!"‘ '1 }P’Nﬁ'e-"i‘ mﬂ‘ [, h_..-ﬁ— }‘ ‘M-‘L-:MF ‘1 pzo‘f -C,, & 2o ad % -

]
L
i

Wﬁmm—&emthe—phys{eel assets-,_ehese—éﬁasﬂmmg_mdﬁin—predue *
= o e Ath—--i Copr Fod airmeetn 4.
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MAW d\x)‘

) e e \ W{Lu\.t-‘\_xﬁm

__,Lhe—aress—p-mﬁm Other cash flows to a unit are from the financial

: . é‘ :’lh'od\J
1nstrument}/that are owned; these cash flows are from contract fulfillmm
€l Her. o *Lu.a.n. )
addition to the\"g_ros‘s profits and contract fulfillments .eesh-—f-l.m.ﬁ a vnit can

acquire‘cash by selling zcectso—oither physical aswees or financial assets. Fhe—
M&.LM/\,‘/A T/-ILZA'\I;TL

gmmmmmwwwwﬁm

U 2w\ e o T o S N 1 o2 1

theee_cash. flowsj—g-wage-bill;-profitsy and—the-me—of—purehased—ingmﬁfen:s.
M iabilities are comitmnts to make payments. These payments can be

dated (as with bank loans or bonds ), demand, or contingents. The Ipayn:ent 1

cocmmitments are @n account of both principal and interest: debt repayment and

Sebt servicing are-both included in @ke payment commitments. -The £ash te meet
he ot
<hese commitments can be obtained either from the cash flows sweh—as—prafits,
Phe JSele v} 4mel, st
the cash on hand, .o seiting—assets or borrowing.,, *£ 4- mnit .expects that
s Co +o
#re cash flows out over time period will exceed the cash flows in then—the
e Prasy e,
G+t is engaged in speculat ve’ narce: Aside, from the trivial case where the

2»-\3'55‘34( 1‘_‘_4'13.9\‘“,0; R~ iv l"mlu c“\g.,._b
wmit has sufficient cash on hand to meet this imbalance, the wit expects to

»

'. ootain the cash required to satisfy its debtors by selling some assets or D‘:'trv{‘) tar

borrowmg.
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Banks, deposit institution; like éavings end loan organizetions, and other

users of short term and demand debt T are faced with the possibility that

in any short period the cash ocutflows will exceed the cash receipts. Units

particularly vulnerable to cash drains dwe to the nature of their liabilities

 OR e 'n(.'(-n: e b2V bl G LT e R 2 S

will teng to hold a large amount of cash&“"* h—contingencies,-
Laad

Seicin, s o e }—C_'J/;., Simeind ——
[52 2 g S s-d = . . .
e sty Ay G e et

Yooy “'WW--WV‘-'&: .

: // I£—wa—aoasida;—the_asset&,ofman#nuni&wwenean-;den&ifyfﬁié%e assets which %

/ ’ [ A SO 7ol Comtoifia e o .__.._.: ,“._._,__.:..““ - i

cannot be readily used to generate EEIEE“EEEE:*lfﬁzﬁééissets, such as the thSicalﬁ

plant of operating firms and loans in portfolio of banks can be called the — W

lomd fnre -1.7:&.-.. _fbc.f.;_uz [v-974 o i j

"position" of the unit; they are the"stock in trade" of thelarganization:rﬁﬁﬁ'"“ﬁ\ﬂ

Lrgani v B~ . T S SN ' ‘ :
~——"Ythere is a sudden cash drain -eut—of the wmit, these asseEfrbasie—ée—the-aperetic&s

] b o I 5
af:ih::nnif)cannot4x><ﬁaa£%&y used to generate cash. The needed cash can be A

-generated only by dealing in other assets or Borrowing. The act of acquiring cash}

to finance the assets that are essential to a wnits business is called "making

i

position", and the instrument used to "make position" is the position making assetare

ﬂ@ﬁ#_— M@Z"’«'i"’t \__"L—\J—;V“C/MC’\Y‘ i
——~" An asset 'is a good position making-agset i{f it has a broad and active market; |
Tla 1 ¢t S lrrr 6 205 s A

if there are many sales and puréﬁ%seﬁ'each day. Furthermore the market showld
hiicing Gazade $hanad, _
Y"be resiliant, in that if the price of this asset falls a bit there will be a
[Ny e

flood of orders to buy this asset; its price will not £EEPR®o much under "normal"

—

sales pressure,

Perhaps this position making problem can be better visualized 1if it is

recognized that the "asset acquisition" and "cash managerent" aspects of a

Qs . bw!aaﬂcsf M«ﬂ&j '
bank, financial institution, or*e;dzzzgy—einoqeeiea are ef®#en separate functions.

-adayn égmmercial Bankigg largely takes the form of lines of cred%t nade

available to borrowers. These lines of credit are drawn down as the borrowing

Y s L P T T e R
T AT BTN L e N SR 0w i TR PR freate T T LBTALT R S ox by e R L 2 T LR By
TR UL ana - R el



4=7

. A’b& FW‘

customer's business requires. %M%m a loan will a;ﬁpear

Lt
on a bank's books amd the borrower

"Nea
of the loan.

hu.";{#—we J——,m_ﬂx

ekl Jraw/élteeks»—t-o_nmuc the proceeds
lc,,.-\_ | bawie lnneas 75 <3sk

—ered-i—E—bﬂrrk-i-n-g -él.a.**ﬁ'g—l-es'ﬂ—wﬂi—be-gw
Mw%mu/yﬁ‘)‘ W\ﬂ 'f)—u. 6.

I

bank, a deficieneyin the bank' § deposit at its Federal Reserve bank will

appear abwest simultaneously with a loany she—TematT s b an

M

' e..
/ In each bank there ue-iiy\ is so®e executive who wae~ele responsib R ERXI:Y

for assuring that a bank'
required level. This official needs to
in favor of the bank. The usual text book statement is that a bank which has r
a deficiency in its reserves will aeeepo restrict lending,

line of credit commercial banking each day's loans are el the result of

prior cormitments, The loan portfoli
< br.-—.: vedevea 4% |ime. m ‘3\ 20 e Hsu_,lr—cl-\.(’nf.s

Mﬂw&ﬂm—.;rre—d-eﬁw a member

A - ’ FCH
willilTTose—Tr—tre

O /\/‘Q

(GJL\ Pod i - - 67\/;“(,_\“—{ ot Pha .
§ deposit at the Federal Reserve-is kept at the
be atte

r to gentrate cash flows

In fact in modemn

1( A, Oéwc.j /DAA-» J’fwi-*‘t r;r Kfrb____. o‘\‘%#“
not subject to rapid adjustaanems ln h—Lopr

—— e ) w
Thus each "banker" must be able to take some actions w i
v oAttt deba o locn. .y

' Ovras
cash flow%in its Edisn ™ The abil . —£low dn sewr favor is a

—necessary condition—for the wide- acceptabili ty— of- —a~mri€s——1—iﬂb~i—}:i~tias». ~That—

hich w41l zssure ==

G e ljcuw i o oy i a Y¢.-1-~r coase
4&/4 unit's commitments to pay cash will be widely?cem:a%ﬁ"if it seems

1

i

i

{
certain that. the wmit can by its own actions assure thﬂt——t-he cash flowin—g—-to-—t:h-e-/

b ]
must—have—the-power to twrmn -a cash—flow—su:pirus-.—in—its favor : :

a.&ﬁ—'

B o e e b —ta s Ly |

Arora.

i)

1%%%&%%%% This

Principal holds for every debtor in short term bethe debtor & bamk

4 cowntry that is acting as the world's banker.

» &8 firm, or

As long as the creditors are 1

I
f
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me
confident that the "bank" can force a’lflow of cash in its favor Ywrgerthan —

the-cash requized-by 1ts ITabtifties, then its liabilities will be held as

liquid assets. Once the creditors no longer believe this to be true, tha7

theg¥editewrs will no longer willingly hold the wnit's liabilities. In these

: o - ,
cases a cash drain(will be set o@that will test the units ability to force

L 73 Ia

a cash flow in its favor.,Y g B
e '

Uitimtely a banks.power to make its liabilities accepted rests upon 1its

ability to cut off its lending. This will force a flow of cash in its favor

/66-( A .

as the loans 1t has on its books reach—their due datev However cutting off

lending is a drastic step. It is in effect a liquidation of the going business
%._r*t\\,cﬂ»la.t:-
of the bank,amd it adversely affects the prospects of those businesses which

pormally borrowed from the banks. Therefore a bank needs some way of "forcing"
: Postin e :

7 a cash/flow in its favor without affecting 1ts basic lending pasdzica. The
N instruments used for this activity are the position making instruments. -Bmmke
ﬂ'(&\—\o‘l‘\_mn;__( ba—s..ln\ 1 e = a+ Aaa

widi=e0 arrangej‘ehe-}-r asset structure that -ehrey always hawve assets which can be

Attt Fo
used to force cash to flow towards it yg_i_th_gu;__f_orcing_g,&iq:&d&%im—ei—m

e f] a. j’-" e W . SN ;::g‘l/ %
c ,.provid@in® short term financing to business. P
L)

P
=1

1
At the end of World War II the commercial banks were replete with govern- /. = ™

rent securities. The government security market was the primary pesition
making market and the Treasury Bill was the primary position making instrument;é.

Banks which had excess cash would use—thie—ewsh—#0 buy Treasury Bills and banks

vhich had cash defisfameics (reserve deposit)deficieneiesf would sell‘ Treasury
Bills. Tnese sales and purchases would go through -desxdew=s either independent 4
d=alers or dealer departments in large banks. Ti

The governzant security market is a dealer market,wnlike the stock market 3

which is a brokers market. In a dealer market bonds are actually bought by the

- s
1
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marketing orgax}ization and then sold out of its position: ¢he dealer owns i
oo AN .-
that what— he trades dn if only for a brief interval. In a brokers i

market the mark.eting organizatlms bringé the buyer)and sellerStogether, but 41\047
= b

AelJ Lo »f

never m own¥ the instruments lm-dex_.nmsi.dexa-bicn- Is—a—daaler market,

A dealer has an inventory and needs finance his inventory. In the Treasury
@laaning o bustingtd, f;‘:i_j

Bill market a dealer might buy and sell a very large amount ohi'l 183" and may
% Mmfdé Qamrergome TL__ ola sfen,
be left with a sizeable inventory to carry over, mm_ag;_.;,n ﬂd—p-pob-hm_a.sim

/)ODJ/;) 2 meced 2 ke 5"""’—"u/s- : \ - o le > .
/ : xﬁf’from banks

i - —

with—exceso—~gzrh and Srem hon bank organizations with excess cash

WWM—Mmummﬂtmfjealers who
lrped ia })n—:_.KM_ b - i mrﬂ—quullﬁ::/t = a 173’*'“'3' £y
buy and sell the instrument for ctheir puvn pasirion de- hi‘@:kr—to—&lﬁi—se e

-dedlers assure that the price of the security will not fluctuate wildlv dependirg in

arﬁ_j [N LY MJ\_&V\.)_J@LI‘

response to - CKCERS OT p.deficiency of supplvy 1It—4s Fhe existence of the dealer
MZ/JIA./‘ o

market wirteh makes an inst’ rument a—peed position making,instrument.
At A

A Banks are profit seeking organizatioﬁs.—-'-&ke—e-t-he-r—f-drﬂs-.-#he'j seek to make
the laroest profit passdsbe consistent with their views wznmmiét&a

1
hgg;mliéeks to bear. 7\

rests upon their apparent probitys —bankers WEFL cultivate an appearance of -

the profitability of banker's

‘ptobitw*"‘gnd foresightedness: —Even-—though bankers prefer-go- finance- s}'lort
term, they always pust maintain that-they--are.taking -a long view.

Bankers make money j.a—aa-e—u.a;zs.._m.e__is by selling thelr services es=an

oo

e¥pert in making payments over c‘.lstance; ‘and ower time. The second———i6 by

earming more #n assets than the cost of liabilities, 1abor, and other items.:i.eﬂ--

<

o L(—,% ma\g:‘ on the carry®

V_ /)'h);i(—‘. P Ah.-m C 2w N
e interest rate ON assets rust be greater than the interest rate 4;;4,/ oo

liabilities, g.a‘bank—ts._to—'maka—mmn.‘ ’ ;

o T —
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p,;( 'T; \v-\c.rew P
Bankers therefere—can nakﬂ—lmn.e.x e-)ea-ee-b? as they discover ways of

increasing the return on their assets, eVen as they operate to decrcase the

cost of their liabilities. <Imn—order Fo do this banks el innovate by

1w ?Q\.vxwf

adopebag< “new and different ways of financing business and by introducing

new and different ways of raising funds. New instruments and new types of -

b A+ ‘et tainm
contracts regularly emerge in a dﬁe&mmm .
Chat )" sl 2 AR 14

banking system, 8
ll-.).‘o~a_‘, e R L o jeids #T‘u—u...—n _lJ -Q_chj_ e | ‘-w
tire—changes-that—took—place—i ' n

i"fion ma‘king Tr~the
post—war—parioed:—

£

dnenirns e e e e
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II. The Evolution of Bank Position Making Instrument.

The instrument used by commercial banks in position making evolved over tl‘j

W
. {
post war period. 1In the beginning the primary position making instrument was ?

_ Banki brwjnt umitl € (¢ |
RERe hgrasinnys B %E%MWMWMWHg

-am asset (Treasury Debt) in order to decrease or increase sebamiebe-holdings of

ie\us
cash.hWhenvl';@%sgsycﬁillsl arecused.-in position making ene—mesmi—ixg subst:.tute’-
17 9 P TP, 4
for another,
A !
;—éacw&s—me&sieae-d—eﬂ-l-i-erre ‘buying or.sellingiof Treasury deb&—m‘ !
2 ; I-Cﬁu,.h:,o

by banks -b-m.-e-l-smr :large. ;. .scale . holders. oficash seen-ﬁjthat “Ehrepe—irad) |

j e-xist . L G A Letl Fom-
4 tamba azset, of z.dealers‘.\whp Eﬁ the Instruments swire=rere ; i

! casht invorderrterfuliill-their. obli : : :

e i e A, e i B T b e e
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" thal pivtehave TS . Whenever .dealers hawew#o. Ancrease their: holdings |
(A - hte*&. by oh S juive ki

of-Treasury. B-.:ﬂs they heve—to-acquire she cash‘-5 Wnenever i

the inventory:of:Tredsury:.Bills_ in.eke dealers:hands:decreased,_they are—ime !

[

poiTioe=iFa -repay some-of 'their-debts. . Wheress, ‘bankscmade: thatripositioncby 5;
1 operating: upon thelr-assets, i&-a—doeiee—ﬁﬁﬁld—ﬁha- dealex:s increasea‘pr qlecne,asew\;

their:i liab&litieslas ‘theiriinventory :mcreaseap or decvease‘a& iy O 0(&@ %S, ‘_
{ /)—na,,én_ poSKis Oy a’hé'a.ehnj coppon Das Ifabltj.., |
! Wﬂﬂﬂ—iﬂ-ﬂb‘ﬂh Ireasury Bills are used for position.making,  the |l
i e/ e be/

dealers ~,nefedJ1;9:13&1%1&;~

Vapbeamef cources :from which t}hex ~CaR . ra:its the\m“.’
; ('p ez | ba_...,k_q Gty Clam )
eeededvte: Sinancertheir position:, Fre basic source.of .money.to gevernment bank

o
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S
™
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nke. :In.addition corporations. anguothe,rs ‘wi,thl Ty

"’J‘

T teIm 835eps: cash -wi,‘H. lend to dealersiu preverlf;om] ize.to pire.the . .

dealers: may;take.government;debt. -into:position whigh, tl}ey‘cannot finance by
Drtnr e |
borrowing ‘from'eﬁ'ﬁarsc:r non-bznk§,. <Frepes . . Femders., - For hhe-mm-‘-
. . ‘o{—;ﬂ.‘.(_ﬁm JMNM HAeclon MM "\J/"— ;
functicoing-ef a dealers market, the dealers peeda stand by sources Of“f@c?s‘.c

vl cE T s

Ooe opticn would be to allow bond dezalers to borrow at the Federal Reserve Banks,

B e e g ALl Lt

4 2 = AT TS S R G T
N ey AT, ey



412
. e . 5'
[;s beea, Jdin h. s Omnq P2
Y
This option wa@ not adopted. Instead/\one of the very large New York banks =—-—
Manufacturers/Hanover -~ refrained from lending to dealers as a normal part
of its business. -Oa—Eh-e—e-s-he-s-h-and-if all other sources of financing were

_be
closed to the dealers' they womﬁa‘%ﬁfrom/{hnufacturers Hanower. 1t was
W\AFQ V"}‘rg;n‘ N |

D/A@lm—&a-—this—:mn.gem.; that 1f Manufacturers/Hanover ran. a reserve

deficiency because it financed bond dealers, then Manufacturers/Henover would
have access to the discount window of the Federal Reserve,
' Way Y S
This indirect access to the Fedaral Reserve byﬁa bank which acted as tTe
veh a'(;C.L ’T'mo\
ingtrument-of the Federal Reserve was an.adequate solution to the problem of

)"-(»;Jb position mzking by—commeseiel-bemis in an environment characterized by large
holdings of government bonds by banks. It cbviously would not be aw effective
VarsppeEmre—nesi-ti-opandeomereise~eonwbred 1f banks did not user—i;—;:easury debt

to make position.

La——'.Feb-le—ﬁn*he éhange;in the proportion &f loans and U.S. Government

Securities in the portfolio of comrmercial banAs in the post war period is

s Trele A, bt
traced,, It is evident that after an initial rundown from war time high,
the dollar amount of government securities remained essentially constant for
a long period. A closer reading of the data shows that total government bond
holdings of commereciaml banking fell from $92.3 billions in 1945 to $65.6 billion
in 1948, Holdings of'governnents fluctuated within a narrow range wntil the
late 1560s when the volume began to increase again. Howevér as is evident
from Table B most of the increase in the late 1960s and after was in the—hoddimps
of—egemey—lesueg; issuves which while fully guaranteed by the government are
deexed a little less secure than direct obligaticns because to date their

lev,t, o b
market :95\ thinper,
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If the volume of position making activity thatbanks have_ta _opmeme
bin—u‘ﬁ.f
4@ is related to thedr total financial assets, then the decline in the percentage

of government securities to total assets that—eeewrsad over this period is
evidence that the government security hbldings vere becoming less
capable of handling the position making activity of the banks. In 1972 the
government securlty holdings of commercial banking net of the holdings of
U.S. agency issues was but 7.8% of total commercial banking financial assets.

Comercial banks hold demssd deposits of the Federal govermment and state

T commen. Rl V) et _tad /=
and local governments. puch deposits collateralized: i.e.,

hl»(k({hd o Fwn..ngL.LJ.t.QMQ‘
the bank pute—wp "collateral" in—ewxder to get these deposits.” Jhe acceptable
P Y W ‘m.«.y«f

collateral consists of United States Government securities énavbtate and local
government securities. By the mld 1950s for memy—of the largest banks it could

be said that if they had government securities on hand that were not needed for
o 8 Fha

collateral, then somEpIaTET—w—ilip=wp~ had occurred.

If an organization cannot make position by dealing in an assety such as a
ole g~
Treasury Seewslsy, then it can make position by seme—buwpe—ef borrowing. The
e Nr Pt e o e

first supplement, to the Treasury Security market as a position making market for
- commerclial banks was the development of the Federal Funds Market. Federal Funds
are deposits at the s embeaws Federal Reserve Banks: By the middle of the 1650s
the use of Federal Funds as a position making instrument became common for the
very largest banks and for a set of smaller banks which were well located to
lend such funds. The Federal Funds market remains a major position making

market &nd the Federal Funds rate — the interest rate c¢a such deposits —— is

rnow 2 key interest rate in the economy.
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Bank assets have grown relative to bank holdings of —nesemse deposits

at the Federal Reserve Banks and vault cash., In Table C the % of vault

cash and Reserves at the Federal Reserve to total Bank financial assets is

Ve Yl PRSI 377 el g

exhibited This ratio fell from 13, 6%, Eg 5.07 In—the—period_undexr
exambrattons If_ua—assuna_;ha& the teted volume of position

activity is related to the volume of financial assets,

making

then for she

M
banks to be able to function with ths diminiched ratio of cash and reserves |
|
ek

to total assets it—ie—netessafy—ﬁe;—;he bank§1to have developad a wide

ﬁf} [ i

array of position making instruments with a wide array of markets, Be— ?

’ ' v r
tausa—the total assets efPbamks have increased relative tol he reserve

D ™ i 1

deposits and vault cash ef-the-banles, $E—ua§~necesssry"fbr the commercia

Aad

banks, to develop reserve ecomomizing type of liabilities, These reserve g
A |

a 3 -~ 1,..0;\‘
econcmizing liabilities generate a flow of reserve deposits towzrd the p2 R 1 .

&
#

issuing bank even as they free reserves in the gaedwe banking systenm, ;
d

e ol
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One such reserve economizing” deposit is the large denomination |

Certificate of Deposit which iJ/at least in principle, negotiable. The g

large negotiable certificate pof deposit was introduced in the banking
A4 Bt &= h__(_jw vehicda L’D Wi v

system in the early 1960's. a banksse "buy.e-

money" .

latively short.term..funds, the negotigble certificate—efdepostr-became
a.prime souneem6@wfﬂﬂd”fﬁt”§ﬁ“fﬁ§fffﬁEiﬁﬁ“fﬁé?“ﬁidmIH?EE'EE&IE“ﬂisﬁﬁm“
demawd». ' The growth of CD's in the early 1960's enabled bank credit to
expand substantially faster than the reserve base, Ee*—enampla*.z;“the
period leading up to the credit crunch of 1966, even ;s the reserves of
merber banks grew at an annual rate of 2.6%/the time -deposits (which
includes such negotiable C.D.'s) grew at 10.7% and total bank credit

grew at 8.0%Z, The growth of time deposits enabled banks to get around
NMVL .
the constraint on bank credit g=ewsh that the comstrained growth of

bank reserve would have imposed.
e s 8
Another technique that=ks used by beth—~ehe government bank dealers

4o e ke
and e commercial banks in-making position is the "repurchase agreement”.

A“repurchaselagreement" is the simultaneous sale of an asset —- say a

packet of government debt —~ and the entering upon a contract to s

hh\uM ]‘LA_-\"" !"‘:j:__‘{, _]_,.\{J,__i.
purchase the asset at a fixed date -~ tomorrow, a week from today. The

price of the sale and subsequent purchase of the asset is fixed in the contract/

J
/ Ok e ;
+ﬁe A prices amt—for—repurchasing the—instrument—4s set by nggotiatioq/ g

< g J\; f‘hQ [a.uf(/f\éye.. I:{ Fe iy - é.‘n—\,“l\ le g e s V‘..th\—v‘h\_»
.and_is_ngi_nﬂQﬁ5&éEilx_Lhe—raxa—eé—intebesfégn-the—item—sold and bought
P VI Y DR Sy i '

tacks

: wlh | 5 IDZL.IQ .
A repurchase agreement axeeuted-with g dopositer removes ke deposit

SEm e el S = e T s LRI B F st 5 s
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o irecd T et K
from the base used to determine reserves. A _repurchase oared

3PS

v b
vay—it—is—a-way—to-make—positionsd Kepurchase agreements can be used to

evade celilings se# on interest rates, aé—welli—as—feor—positivmrmrittne—os.
resTrve economisdng.natives.

ééb le s
/ Banks also borrow from sheds foreign branches ilumameer to make
r Umrmrsae AL Lone oo /(‘LB { \L-r
position. I-nrbuy*ng—doﬂars abroad (Euro-dollars)

h\)«}‘ Artd e X ce AT, e a, . L«J L_a.v,_‘ }_____. _Awm;")h_/é)__h,“}
such dollars om=thotr—for —bea o rod. Sea

W-f-rw ' ’ . ,
SYSLehv—bet-uo—pay—anbranch-of an-American-bank abread borrows Furo
m £%~f’()ﬂ ‘Pk.-
dollars and the_fundsare transfeu'ed to the home office -im—say—New
euf A U, INe A @1 e oy oo

Yorks Marem
N ' P

e podi T I United States bank or are—paid—fer—by some other currency =-- say West

"} vl l-"—ﬂv-w"! { b‘*‘*‘h"&'
German marks. If the purchrasedweuredollars are #m depositsin some
U.S. bank then the--mwmw v
bntvrecase bha, Lidd, !l e
does not increase the reserve bzse but it é-ee-s—lwer—ehe—:cul_deé-l—er
heot— ofls vt 2 bdvh rederres, .
amemzt—ofﬁqmeﬂrmtmﬂh&d&—dmﬁﬂ—mme—b&hept.

mathhe bank, -thaa—&h-e-—bf&n-k-een‘—ueethg Marks_to acquire

reserve deposits from the Federal Reserve 8ystem. The making of positigm

by borrowing Euro dollars will igethlGeaaae increase the tesed reserve

base quite Iindependently of Federal Reserve actions. In the Swee

: 4o "\ Py r{ :
.q:h-d-e—of credit strinbency)‘-&hoe-e banks which wexe—able—teo—use—thaiie
Connechiun HMirepo.  otla
foreign -b'eﬂehes—w-a—mmce_nf_:emmo—had_”ay.to 'evade" ¢e restric-

wsing teehnigiia,
tive Federal Reserve policies that were not available to other banks.

[ 4
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As—o—regult After the 1970 affair many seme banks openad overseas
branches in order to position themselves to better withstand periods of

reserve constraint,

The ultimate fallback positon making instrument for a member bank
\H__W)—htlmwi‘iem—ﬁf’ hL Moo — !

e e e AT . T -
is the discounting of loans at the Federal Reserve bank. This ability —
" —
. to use loans == or any asset for-that-matter—==Jto generate cash is the

T)«-é- 3"«.4:4.)4 /2€.J»€,wu-q~ jb‘(zﬂ“
result of experience with financial crisges,in—whieh—it—was—fett—that—as
Wi e Rd b2 Clugn /T Luzs ettt ot o

lender of last resort was necessary to abort financial crises. 1In the

'

early years of the Federal Reserve System the discount window was the
source of a large portion of the normal functioning reserve base of the

mezmber banks. However, since the depression and World War II the economy
W}‘h\& t;/&.&.- L\J—hr\.ﬂ_)l’ 4‘.&-6“‘
has been characterized by a large governmen“'v'—f{ these circumstances the

’h.A. resanlt "z
normal functioning reserve base is not geaaﬁa-eed—bw—ncdiscountlng but

-r-eehe-x:—bahth%/ownership of government securities by the Federal Reserve,

Furthermore, adjustments in the reserve base as the Federal Reserve

‘ure.
pursues income and financial market objectives % now mainly done by
Mé-/uﬁ"
Federal Reserve purchase and sale of government securities., Sush—apen .
—————

A - -
mﬂw-opex&&km—m«e—ﬂ%&ven though the government security portfolio

4 é S i)
Sf=eamies is no longer the®® prime position making instrm\ﬁm/ﬁe ad-

justmeantsin the éwmed reserve base of—the—banking—eretonbythe—Rodosal
e €S,
Reserve~is carried out by means of the Treasury security market. ~

1L 149 Lorte .
Not all banks are member banks; some 22% of all bank assets-sre in

banks that are not members of the Fedaral Reserve 8ystem, These banks
keep thelr cash reserve at other banks —— mainly at the larger banks

QRrRC- .
which end—te—be members of the Federal Reserve System, —Fhese Non-mexber

SN —

(e AN
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Gved lew A
“-_'_‘—V-_-____-F
banks will borrow, funds on the Federal Funds market (usually but not
always through the member bank at which they keep their.deposits) 2 They-
M“/W\&Mb(.’ EJb\&J hd
Fedewsi F A enm o @ b g

ety By borrow-i-a-g\ through E&-gnd—dénmm&ponaent, e
(S Tt ot D)
non-member—banks—meay-setealiy.cange a winereserve deficiency ‘at theigs

correspoadent w5 However, the correspondent can borrow at the Federal

. . VoA
Reserve if necessary to make position, b Ao @0 amcspolont e
7—,,;/\/1‘4&4 b Yadim et ~ccess S N Aitd ¢ e b b~ olasr bvmm‘-uw

_Twe-Ve now have a banking system ia-whdehr normal functioning s 6"“5_'
\ b b
Aleto .ty

upon a wide variety of money market instruments being available
for position making. The evolution 6f the banking system ever—the—36

yoars cince the end of World War II has been from the simplicity of a mano—,éai]

Cen l\_,l. ‘hm"ﬂﬁﬁntwr
Treasury Billﬂpositinn meking-monopnly. to a complex situation in which

a representative bank juggles 1its government securlty account, Federal
Funds Position, large denomination- certificat;/of deposit, repurchase
agreement, Eurodollars borrowings (or sales), and borrowings at the Federal

Pa Voo oty
Reserve. The behavior of a system with all-ef—these position making possibilities

is Pke}y T0 Be quite different from that of a simple system in which /the lreasury
security market SIYTSRNWy monopolized position making activity, “Fa——

Fou- hieangona

particriar-ds—io—necensaryto—bosognrise—that the evolution of the fechni g wae
hove e
position making pessibilisies has not ceased. TEee—periede—in which rapid

innovations in position making techniques, in ways of buying money, and

in substitutes for bank financing take place ot et the

articulation between Federal Reserve policy actions and the volume of
firancing available is lcose. Ir—particotarghe greater the nurher of
alterrative position making techniques available for banks and other

financial institutions, the slacker the reaction to Federal Reserve

e avar .-..-nv-q....nm.\c.-.lw-«---.-imrumru‘--r-'='--.a-.-u-'--'4-'f"" v

R S ———
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./édl-s

ease or constraint. With a slack relation, the time—ineemwsri-betueen

g Federal Reserve restrictive actioq&énd a response by banks and financial
Hnic ba hoa b 20T o
markets will be longep4 Faus—the- quickness-with-whieh-the—econony— |
: Loy B o H}(’kﬂ!&hl’

responds_to-monetary—polloy-asctions—isdosreased, Jo—these—elbrouneianisdses 5
.policy makers' impatience to get results will tend to make for BeRetany.

poiiey—to—be—cheraetasizad-by serious overshoots, The likelihood that inept

policy action will lead the economy to the threshold of a financial erisis !
increases the greater the number of markets used for positon making and

the greater the proportion of bank assets acquired through the various

markets that can be used in position making. As a résult of the imtewned
evolution of the financial systems, the domain of stability of the economy

[ o3y YD AN e oo ooy
48 decreased over g-rumof—good_years,

What happens to banks and the markets in which banks trade assets
and acquire deposits is only one side of the financing coin., When banks
sell CD's, enter into repurchase agreements with non-banks or organizations
Ia substitution of ¢he bank time depositsor promisesf to pay for demand
deposits takeSplace. When banks engage in such transactions they increase
the ability of the banking system to firance activity. But ahdesseS®l the
financing that banks provide tends to be short term. Thus thed@® measures

I"Nel'a( lm €€ 8
vhich allow bank financirng to grow at a rapid rate leads to a meeweh in

/
the short term financing of non-bank activity. The/fapid growth of S A

Lo g

benk- financing tends to make the financial system-increasingly fragile,

A A e VR R L S e e
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III. Sectoral Data Over The Post War Period

The first twenty years after WOrld War II were characterized by financial

tranquility. . True there were periods of bullishness and bearishness in financial
Vel
markets and mirer financial market disturbances occurred frem—tina to-time. But

Rl

u; all in 21l the life of the Federal Reserve Board of Governors was easy. The
discownt window, which is often the center at which finanecial disarray focusses,
4 was largelv unu§%;£:

Beginning in the mid 1960s the performance of the economy, as well as the

i financial structure, underwent marked changes. One striking char;cteristic of

! the changé was the tendency toward much Higher rates of inflation. Inflation
was not a serious problem for the American Economy prior to the mid-1960's. The
attached Table I, reproduced from page 22 of the Jaauﬁfyfidyb Economic Report

of the President puts the "inflationary" bias of the American econcrry in perspec-

tive. In the eighteen years from 1948 through 1965 the consumer price index

|

;1

tended to increase about 1.5% per year; the only yvears in which Prices rose by
substantially more than 1.5% were 1950, 1551, 1956 and 1957; the price increases
in 13950-51 can be imputed to the outbreak of the Korean War. l

ﬁﬁnor inflationary tendencies as measured by

e-siste L

price indices throughout this pericd but for most years, e inflstion was so wild

J
Inteare, Crilif be i le-prfoil aol
that quas%tens-eou&d-he:ra:seﬂ—aa-;o_uhethes the measured price indieces reflectﬁd$
statistical and measurement problems due to the changing nature of cormodities _

rather—thea—a-real-hard—thrust—to priees. ~¥he—i33ne—£ha:—uas_;aised—ésﬁshat_?Ee

post-war period was characterized by recurrent changes in comnodity character-

‘istics's, New commodities. more complex versions of 0ld commodities. and increaszed

sophistication in packaging characterized these years, In addition comrodity

-’

- FATHT L st v ER e
e g AU TS L T L T T A
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¥
prices in the post-war era began to absorb a good part of &g entertainment

Cornln

det¥ars | as television replaced the neighborhood movie house for light enter-
tainment., Quite quickly in-the- years—after—1950—and at an accelE rated "Tb’.*_“é“e“'.tﬁ--
the-1969"s—pricves—paid for commodities be gan to Include vartous—types—of—tmeer-

tainment,

H__3 Gk heres 1-<—qr éﬁn/
7 However :h%mwrﬁeecwn “in-feeding-comrodity prices

A
inLO——the_pIice._indeac.-bee&%e—ef -the--changing mture—e-ﬁ-eemmmti;&i-ee—aw&vp-ﬂ—ees-,fmwt«w

Jt is evident by inspection that the rate of increase of prices was greater

after the mid 1960's than earlier. Furthermore, aside from 1971 and 1972 when

Sl (~}q Wi
direct controls intervened the rate of increase of prices has eeemed—se éccnlerate €

h\,rrv—w h, pem e oA
The rate of increase in prices was greater in 1966-1969 than earlier, and aside

Bt s 1S9 oo,
from controls, in 1970-1974 than ewen in 1966-69. Inflation has-hecome a  much

JOecw\ Y )
“mOTe serious matter in-the—-past—decads than earlier.

Unemplo_vnient has also become 2 much more serious problem in recent years =--
alt‘nou;gh the deterioration of the unemployment picture is not so clear in the
data. The attached Table Z(from the President's Economic Report of January
1976 (Table B-24, page 199) shows that the overall unemployment rate has been
4n the targatad range of 4% .or less only during a relatively brief period. 1In
the past 24 years, the trend of swings in unemployment rates seems to follow a

political cycle. The Eisenhower vears CC)S3 60)vere characterized by a rising

trend, the Kennedy-Johnson yea*s/ 1961-68 /by a falling trend, amé the

(16¢7-176) _av_..! Ho Caslen yea-s (1837 — ) 6400 u/m,-@
Nixon-Ford years by a rising trend 1in unemplovment rates. Hewewer ‘Eﬁe unenolov-
Mﬂ-ﬂ.ﬁ.}ff"-—- AREVE T
mant rataes of -1-9-?-5—7—? were substantially higher than anv achieved during prior yearq.
oy e 1-

"Why was the behavior of the ecmomv different in ¢fe recent desade. than
D bM wear L e l\

<in earlier yeaiis-.- %“M% One aspect ofhthe economy

AL was different in the past decade than earlier can be traced am& in the

i |

e S e R
.
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financial data., We will emphasize #ke financial data for three sectors fw
what—£ettews: non-financial corporations | households, and commercial banking.

o f ver s
These three sectors are the dominant sectors in the American economy. Inasmuch
as the financlal system consists of interrelated balance sheets, the trends-that
are—estibited in household or business balance sheets are not independent of the
trends cwdmissted in commercial bank balance sheet.

Financlal deeistens—end—the—eteosedy—relatad investment decisioms/are of
necessity intertemporal decisions: they are undertaken "today" in the expecta-
tion of events that will take place tomorrow. Because they are intertemporal
and because they deal with the vagaries of costs and outputs in the future,
investment and financial decisions are of necessity based upon todays uncertain

O

views azbout what the future will hold.' Thus there te—a~ecolimetiwe subjective

elementsin decisions to make provision today for production in the future and
how she—dasision—to Invest and the capltal assets are Go=i=e

financed.

| Our economy is characterized by the private ownership of -eepitai—sssets
and—the—use—of complex, long-lived | and expensive capital assets in—preduwetren.
The production and control over such capital assets needs to be financed. The
instruments that—esa-he used to finance ceméredi—ewar capital ass::%;?;'gex;e;dsi)
upon the structure and history of the financial system and e views at the
decision date about t.he future. Whereas technology mlimitfﬁﬂ c;.hoices on
how to produce some output, sse financial choices are not so limited. Thus

swings in the acceptable financial structure do occur and such swings in

what is acceptable can take place rapidly.

o HT W " i -
b . = AL T e T M STRAN
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In Table Iv-III 3, the distribution of various types of debt for 1946, five il
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There is little doubt that the disesterefwehe great depression affected
views as to what was desirable in liability structures. A commonly held view
in the late '30s was that a bank was an institution that would lend -‘n:&

J‘b é"!m:h N .
only if the borrower did not need _monex, In technical jargon both borrowers

and lenders were-véry risk averse. As World War II ended the prosperity that

followed was first viewed as a transitory accidental affair® Thus a reluctance

m—ﬂéflj )
to debt finance characterized bothhberrﬂ«efs—%peeentiﬂig—eﬁd—&ender9—&9 the post-

war era ;be-gea-..
£m_Lh2_QIh5I_hggﬁ.i&.ﬂﬂﬁ.ﬂlgﬁ:_;haz_Ehe balance sheets of households,

business, and financial institutions had a much larger prqpprtion of government
debt and a much smaller portion of private debt than had been true in the past.
Table B-62 from the 1976 Economic Report,éf the President (pg. 244) is imstructive
At the end of World War II, in 1946, debt of the Federal Government was $§229.5

billion whereas the total privacé debt was but $153.4 billion. Tne $153.4

billion of private debt in 1946 was smaller than the $161,8 billion of private

S a—

debt thet-—swdad in 1929. As a result of the low level of private indebtedness

and the high level of federal government debt outstanding,balance sheets of the
pajor sectors were dominated by the safe and secure financial assets issued by

governnent.

Any nurber looked at in isolation tells us little about: economic relations.

vear intervals between 1950 and 1570 and 1973/74 relative to the total debt is X
shown. Over the entire pericd Federal Government Debt fell relative to total g
debt, even as the ratio of corporate debt to total indebtedness rose. State
and loczl debt as a percent of total debt rose wntil 1960, and 'has roughly
stzbilized at about 7.4% to 8.0 Z of total net debt since then. A similar

picture of a sharp rise relative to a total debt in zn initial post war period
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that runs wntil the early to middle 1960's 1is shown for individuals and non-
corporate business sector and mortgages. It seems clear that the pattern of
growth of non~corporate private debt relative to total debt changed in the early

-

1960's: a plateau of houschold and non-corporate business debt seemingly Qas
reached. ‘

In Table Iv-III-4 the ratio of debt to G.N.P. in current déllars is shown
for a number of types of debt. Once again the data is shown for 1946, intervals
of five years, and 1973 and 1974. After falling from its 1946 level t%e ratio
of total indebtedness to G.N.P. stayed in a relatively narrow range (in the
vieinity of 1.65 = 1.70) wntil the early 60's when a risiqg_trend of debt to
G.N.P. appeared. As a result of this riging trend total net Public and Private-
debt relative to G.N.P. stood at 1.974 in 1974,

Throughout the post—waf period the ratio of Federal Government debt to
gross mational product has trended downwards; in 1946 Federal Government debt
was 1,105 of G.N.P., in 1974 it was 26% of G.N.P. Corporate debt showed an
ever inecreasing rati& to G.N.P. over this period, rising from 44.6% of G.N.P.
in 1946 to 66.0%Z in 1965. Between 1965 and 1970 the ratio of corporate debt to
G.N.P. rose £o 81.2% and has continued to increase rapidly so that by 1974
the ratio was 89.1. Stata and local government debt and the debt of individual's i
and non corporate business both showed a rising trend in the period from the

. etV fsmp oty g Pre
end of the war wntil ‘1965 and since about 1965 these sectors hawe remained in <
narrow liedts. -~ p—

The tapering off of the increase of state and local indebtedness and of

household indebtedness even as the decrease in the ratio of Federal debt and

the increase in the ratio of corporate debt continued seemed to coincide with

the increased instability of financial markets. If we think in terms of a
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maximum debt carrying capacity of various sectors and a need for debt to grow

|

i
dwt//vw Lt c),_ ,‘,j.\,\, Il
I

Y
relative to.income tEen the piercing of such a ceiling willl set off reactions that

will tend to decrease the ratio of debt to income. 'The instability that we

v

have experienced may be due to the existence of a-fdessible ceiling to the debt
L Ctnm
thet sectors can carry combined with the need to debt finance 4f—sa—investment

Lo X py e i T VRS & e

dependent capxtalxst econouwhis—tu—athiava—a‘reasnnnble approximation—to-full
empLoyEent,

It is evident from the data on sectoral balance sheetfand balance sheet-
income relations that significant changes in financial relations took place in
~for the various.sectorsg

SR
eharts—that-pres: only-a fraction of the total data availab;e—far'flnanCLal

the middle l960'sa

e—yvarious-measures of the

SRR A |'_' e p((’ ;\e_t‘;l‘y lr

el

financial strength o robustnesijmf a—a&it—tentefe—areuﬂd the margins of safety
acé—r—\,v‘ .'][\‘—T—'-

-that~ it provides ete-its 4eﬂders. ‘Keynes ident:fied our cconomy as being
characterized by a system of borrowing aﬂd'lend?ng based upon margins of safety.
The margins of safety can be identified by the payment commitments in liabilities
relative to cash receipts, the net worth or equity relative to indebtedness

(the "margin'/of stock market purchases), and the ratio of liabilities to cash

S

and liquid assets, i.e. the ratio of payment commitments to assets that are

i I A T
superfluous to oggrations.fh~k‘ Sire g e maogins r‘,*;+7 " ~
L,./Lff-'\—)" h_g_Ww,:/lJ 'n¢ P Mem/ékl'[/{”_? S o

Thenoppesiteueﬁm&s;angsh-e¥~rebustness—is*wuaknesenofnﬁ;ag;liaw. I rather
/’ 2 f‘l—\éb&.t L] 3+rh\v'§:m.g.unla "‘(/f{‘._‘(,L.‘

L%ke_fﬁe robustness/fragillty tenguage—for—ttconmeotes the ability of a financial
JLLW.‘,Q&-,‘ C2ih e p G L\Ah\M +"[{r»:~“'—'
situation to absorb. e—likelihood-that-a-shock will rupture an

’(—Mfr F'C/f)u\.(/‘lt l(\m
existipg sitnation,
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' }f/x/ {A/Hf é/tSLufy ' ,/,hutu./
\\ There—axze Jour charts shet deal with the’ picture for non-financial
o

orations, the—ordimary—bustmess—firns, tht ehexts that deal with households,
corp 5 A
and two eharts that deal with commercial’banks.*hae—pe-w*&%—ééseaesv» @

\
i1

The first chart shows the ratio of corporate investment in fixed plant and i
1 equipment to internal funds in the vears since 1950, Whereas i? the first fifteen&
Sl .
é vears <irarted this meaSure«flucturated around 1, so that corporate surpluses in
recession yvears offset deficits. in prosperous years,. in the past decade this
measure has always exceeded 1. In the years 1950-~1965 this ratio trended %
downwardrbuiléince 1965(the corporate sectbr has been continually in deficit

and in—the—yeafs—AQGS-JA,theée has been a strong upward trend in theee deficits.

In the past decade a growing portion of fixed investment has been externally
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financed. This indicates that, as the desire by corporations to invest increased
because the economy did well and because incentives to investment -- such as the
investment tax credit and accelerated deprec}ation — were intruded into the

tax system, our sophisticated financial systenm accomnodated the demand for
finance.

The §aca in Chart 1 indicates that the corporate sector was increasingly
becoming an internally financed sector as far as fixed investment is concerned
in the years leading up to 1965. However this tendency was sharply broken /in
the years since the mid 1960's. If nothing else Chart 1 indicates the futility
of that type of theorizing about the economy which transforms transitory statis-
tical observations into universal principles without any examiﬁations of the

behavioral phenomena which generates the numbers that are observed.

. .
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3

Chart 2 shows the ratio of liabilities to gross internal fundsr——¥his—eha;g
is an indlcator, albeit crude, of the cash payment commitments of corporations
relative to a measure of the validating cash flows. The indicator as presented
is very conscrvative, since 1t does not allow for the increased.proportion of
short—term debt in liability structures and for the rise in interest rates.
Ewea—ee,.?;; ratio shbwedzﬂo discernible trend until the middle of the 19G0s#

@rer Simonl 1S5es
d&n the past—deeade this ratio has shown a strong upward trend. It is obvious
that the cash flows from operations of corporations now provide a substantiallvw
stmaller cover to debt than was true a decade ago. If allowance is made for
interest rate change, the change would be much greater. For example interest
rates onBaa bonds were 3.24% in 1950, 3.547% in 1955, 5.19% in 1560, 4,877 in
1903, 9.11% in 1970 and 10.39% in 1975. 1In the 10 vears after 1955 the interest
rate on long term debt increased by about 50%,?in the ten years after 1965
interest rates more than doubled. If corporate liabili:ies were adjusted for
B PV SRS S A A , : -

imterest changes in thepost—wer—pexriod then the downward trend evident in

the chart for the first fifteen years might be wiped out and the upward thrust
after 1965.would be even greater than is indicated by the chart for unadjusted
data. 4

Chart 3 iﬂdicates the cash assets relative to lisbilities that corporations
have in their balance sheets: other liquid asset indicators such as the ratio
of liabilities to no-default assets show the same trends. The ratio of liabil-
\ifies to demand deposits has trended upward throughout this period; however”/as

. is indicated by the vertical line,. the rate of growth increased in the late

fifties and perhaps again around 1570.
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In Chart 4 a neaSure'of the liability structure of corporations is exhibited.’
The ratio of open market paper plus berrowings from finance companies to total
liabilities indicates the recourse to exotic financing by corporations. Thnese
are a minor portion of total corporate ilabilities; howvever, it 1is clear that
thev now.provide substantially more funds than twenty years ago. The dependence
on exotic finance apparently has increased in two steps =- the first around 1960
ané the second around 1969-70. The increase in the dependence upon "exotic" !
financing techniques after 1969-may well reflect a view that the way in which
the Federal Reserve handled the financial crunch of 1969-70 meant that such

liabilities of corporations were now safer than in earlier periods; the Federal

Peserve in 1969-70 extended its protection to these markets.



/ is shown. Between 1950 and 1960 this ratio trended upward from the neighborhood

4-33

"exploded" between 1965 and 1970. Throughout the 1970's mortgages were being

written which required much greater payments per dollar of liabilities than

hitherto. = \

Year Yield?
1950 417

! 1955 464
1960 6.18
1965 5.46
1970 9.05
1974 9.47 '

In Charts 7 througn 10, some financlal relations for commercial banking

are exhibited, In Chart 7, the ratio of financial net worth to total lizbilities

ot

of .074 to .086; in the years since 1960 it has fallen to .056. The equity
L Ve
protection as conventionally measured in commercial banking, where assets are

Wt A0
not rewveiusd to allew for Interest rate increases, has fzllen sharply. We know

that the aggregate ratios exhibited here would be cut sharply if such revaluationﬁ

were made., Furtherwore, the ratios showm are large compared with similar ratios

L

for the gilant bank holding companies. The capital adequacy of banks, either

yom G

as measured here or revised to allow for asset revaluations, has fallen sharply

ovar the past decade and a half.



In Chart 8, the ratio.of total liabilities to protected assets (i.e., assets
whose market value will be protected by Federal Reserve intervention) is shown;
this ratio increased slowly from about 3.0 in 1950 to 5.2 in 1963; since 1963
the rate of Increase has accelerated, so that by 1974 this ratic was around 11.9.
In Chart 9, the ratio of demand deposits to totﬁl liabilities is given; this ratio
has trended downward throughout the entire period; however, once again a break
occurred in the neigﬂborhood of 1960 which increased the rate of decline. We
can explain this change in trend by the introduction of the negotiable certifi-
cates of deposit (CDs). Chart 10 shows the ratio of bought funds (rondeposit
funds plus large negotiable CDs) to total liabilities. This ratio was in the
neighborhood of .05 wntil 1962 or so, at which time it exploded upward, reaching

a high of .18 in 1969 and standing at .16 in 1974,



The above is but a sampling of the data ae=td=Ffe on financial changes over
the past decades, which indicate that the speculative element in finance has
increased. As a result of these and similar changes for other sectors of the
economy, the financial system is much less robust now than hitherto,

In the charts, a vertical dashed line is drawn at those dates at which a
change in trend or a change in the mode of behavior took place. It 1s my hypothesis
that these changes indicate that in the early 1960s the mode of behavior of the '
financial system undgrwent significant changes and that these changes tended to
accelerate the trend toward fragile finance. The cconomy since the early 1960s
is different than it was in the first fifteen years of the postwar era.

In addition to the changing financial structure of major sectors, sugpested

by the indicators discussed above, Institutional changes, which increase the

lzavering of financial claims, also contribute to the changes in the financial
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structure. There is no need to documenf with data what is well known. Over the
past fifteen years, fringe banking institutions and practices--such as business

lending by finance companies and the issug of cémmercialvpaper by corporations,

REITs, and nénnenber comrercial banks--have grown relative to other elements in

the fiﬁancial system,

With the growth of\fiinge banking institutions, ‘member banks--and especially
the large m;ney market banks--have become de fadto lenders of last resort to
these institutions through relations that are formalizea by lines of credit.

We now have a system in which the Tederal Reserve is the lender of last resort

to giant commercial banks, and glant commercial bank§ are the lenders of last
resort to fringe banking institutions. As was evident in the REIT crisis of 1974,
the hierarchical model of the National Banking System (1863-1913) has been brought
into being again.

Hierarchical banking relations can be a source of weakness for the financial
system, rringe banking institutions draw upon their lines of credit at the core
banks when alternative financing channels become either expensive or wnuszble

,/6ue to market disruption, such as occurs when doubt arises about the validity
of payment commitments by fringe institutions because of some perceived weakness
in their asset structure. For example, the underlying weakness in speculative
construction is a factor that made REIT commercial paper unmarketable. When
banks act as residual'lenders they typically are refinancing institutions which
the carket views as weak., Inasmuch as banks hold assets that are similar to
those in thelporffolios of fringe institutions, some assets held by these backup
banks have also weakened when the weakness of the portfolios of the fringe
instituticns became apparent in the market. Already wezkened portfolics of some

bmanks are made even weaker when these banks act as a lender of last resort to

R
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fringe institutions to use their lines of credit. Furthermore, if we run through
a succession of such episodes in which giant money market banks bail out fringe
banks, a cumulative weakening of the giant banks is likely to occur. Tinancial

- q
fragility is likely to be both a progressive and a contagious diseazse, and our
. . \
hierarchical financial structure facilitates the spread of the disease,
Thus the potential\for seriously disruptive domino effects is implicity in

the hierdrchical financial pattern that has developed. The introduction of

additional lavering in finance, together with the invention of nev instruments 4

§
designed to create credit by tapping pools of liquidity, is evidence, beyond thaﬁ
!
1

revealed by the data on financial stocks and flows, of the increasing fragility
of the financial systemn, ' fi
Tae story that was sketched in the charts reflects the wayv in which financial

&

resources are mobilized to finance investments during vigorous exnmansions. The

i

financial citanges that take place in the balance sheets of the various sectors

reflect the financing of expenditures by the activation of previouslv idle pools;
4

]

of liquidity, pools which tend to make the financial system robust. / However, i
underlying the greater reliance upon debt financing of investment and positions
in the stock of capital assets is a belief that the debt-validating income of
business, households, and state and local government will grow, so that the cash
flows required to fulfill financial obligations will be forthcoming. Once
expectations of unbowrided growth are abandoned, an inherited debt structure can
becom= untenable. When the financial structure comes close to and remains near
the border of the untenable the capital accumulation and financial history of the
econony becomes a thing of flts and starts; of crises and rescues, Such his-

torically.exciting events became prominent in the mid 1960's and has charac- |

terized the past decade, :



Chapter IV-IV The Credit Crunch of 1966

[l .

The gredit crunch of 1966 was the first financial difficulty since the

1630's that involved a run on a financial instrument or swe=ef institutioni

i Aurcd A dha 4o'a d ca o /e,.-w(.n.-« t—-—w
and which required—speeta] Federa i,

Z)r]‘\" PW"‘\/J‘"{'-\!-\A.U{ 3

~ @¥a trauma's had occurred due to specific failures or frauds. In the Billy Sol
\

Fede.sl Rejerre
Estes affair and the salad oll scandal of 1963 tempers®y Intervention by THE

LJaar necgiser
Mﬂm to offset a Specific incident, b-a-ta,in

-

1966 the-dntervensi-en—by the Federal Reserve was a true lender-of-last-resort

to abere a systemic shortcomlngj a market r-a-sh-e-r-m

individuwal-unit-was "at hazard",
CrpAic,)
of the-unintessussed expansion of the economy since owsdy 1961 in the context of

h\-Q—- L’ o \’\_.' lh,.,,* Conas
& longer post-war period i-a—-whe.-e-h—ehere—wa-s—ne significant recession,

The credit crunch of 1966 was a2 normal e-u-&g—rew&h—

e

eventrﬁ?ﬁ‘&*hrdﬁtmhac—mmmn”ﬂ ted-pertod—of ¥66d times

leads -te-first—ai THVESEHERt boot Armi-thera—tinancialgEiais,
A crunch er—financial—cwiedc canw when #we '"margins' of safety

in portfolios have been eroded. ?rs—a-—resui't.—vf-rﬁe financial legacy of a great

PV\EK-J-‘H\_; ‘hu. hqnhul Wi ed ler <ot
war shet-rame immediately af€teétr a greaf depressmn - :

World War II were characterized By robusts-aaﬁﬂ—im financial markets, Za—this

/6)~.- by
m%&m&-ﬁ@ﬁm Federal §overnment debt in tiwedsr
6&/ 2w e odeof cllle, l’f“"

portfolios beyemd what was needed to satisfy the requirements of various types
of government deposits't-ha-e—req-ui-re—cume-eeeb. In these circumstances if a

bank had a transitory rescrve excess or deficiency it .bought or sold government

securities; it substituted one asset for another,

In the middle 1950s the wery largest banks imNew—Yeris ehiTags, and othet

o ries bas) i b Covymn s
eafer-meney—CeILCLS r'an Out of excess Treasury debt and began to funds

from banks with excess MH&—&&F&M This Federal Funds

rzarket  in—which-barke—trade—lreservell—fumbs had been active prior to 19"9 but had

disappeared during the depression, the—yesrs—of~WoPIT War 11, and t:rré"'em-l-y—pe-es-q'i
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WNEE-YERES. : -
A bank,-eE—£er—eh&e-maetcr—aﬂ7—ftneneie&—o;—aaa-£inaneia&-4nﬂe*tuttvnr

supporté~esr finances its asset holdings by means of its liabilities. In the

',&MMC ‘

aftermath of World War II, the llabllities of commercial banks consisted of

demand and time deposifis {(3loRg=—iiith the—orinareguityetrrertmenrtd and the '
Qéw ;,,O_CQ,-‘ |l|
assets were-h@vﬁy«éonm Treasury debt, -.A_s...ha.a—hm-s-hmmAs the

postwar era progressed the ratio of business borrowing to Treasury debt in

bank portfolio's increasedy Ssubstitution

<35 An increase in business loans by banks Ltende-te increasg the demand for assets

by b boomto
and 1nvest*'1ents‘K hus the portfolio transformations of banks were associated

vith sising—psiees—amwd increased business activity.

As long as banks had an excess of Treasury securities over what was
needed as collateral for deposits, adjustments in bank needs for cash, what
bankers call position making, were made by dealing -~ buying and selling -
Treasury securities, These position making activities were operations on the
asset side, A bank's major managerial problem in the first part of the post-

.war period centered around managing its assets, 1ts loans and investments.

hvbAdin)S 4=
As the giant banks ran out of the excess abeve—estrtrera-TUoUUTTErCRE—

of TreasuryBills in the middle 1960's, they began to trade in deposits at
the Federal Reserve Eanks; they began to borrow and lernd Federal Funds. Such

borrowing and lending supplemented and replaced dealing in Treasury Bills as

the pesition making activity of banks. The use of Federal Funds to make position

meant that 'the borrowing banks now increased their liabilities when they made up

a cash deficiency.

N

The use of Federal Funds to make position was but the first step in the

»
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transformation of banking into a system in which operating upon the liabilirty
side became the dominant position making technique. In 1960, with Chase Rational Bank
taking éhe initfiative, banks introduced negotlable (saleable) Certificates

of Déposits. This is a short term debt instrument of banks which they could

: ) 04 Hethos: i’;.r.w"
actively market and which the buyer could, 1f need be, sell: The laniax_:a_ﬁhe

\

{ bemie—was no longer required to hold a time certificate of deﬁosit to maturity. The
active pursult of funds through the dssuamecmmiathase certificates of deposit

A '
became the preferred way of meeting, cash needs of banks, During the 1960's

E N lp;;“ %A‘{F@A
the—rapid-preweh—ed this 1iability%gnabled banks to increase their lending at

a faster rate than the—gEewxhein tbeir/égserve base. Although in terms of the
growth rate of the reserve base and the money supply (demand deposits and currency)
tha Federal Reserve was pursuing a rather moderate path in the 1960's, bank lending,

which was growing at a more rapid rate, was fueling an inflationary boom.
Hra Telowe Reinvre t@t
During the middle 1960's thesa-wes a pattern of ceiling rates on various

types of deposits., Furthermore there was a pattern of saving deposit interest
rates in which eastern commercial and mutual savings banks paia lower interest
rates than wesgéoast savings institutions. As the expansion of the 1960's

progressed spending by non-financial gorporaﬁions on physical assets increased

rapidly and outpaced the growth of corporate internzl sources of funds, As a
k"‘m L‘) &p/bwa—,\:m

result the net external funds,increased from $1.4 billions in/%é to $6.6 billions‘in
65 to $15.2 billions in 66; in 1966 external funds were 20.6 percent of total corpora
investment funds. ﬁs;a—fe5ﬂ&t‘Uf—thESE-ﬂeveivvmeaést;; demand for funds from banking
ins¢itutions outpaced the supply of funds, even though the Federal Reserve was

feeding reserves into the banking system at a significant rate., Furthermore the

tmasieutional changes in banking practices allowed bank loans to increase at a

more rapid rate than bank reserves;zaa‘ghort term financing outside of normal

banking channels also increased. As a result of demand outpacing surply, interest

rates rose, rurthermore the increase in corporate investment -dwmwest, especlally

TS T rmmm o s« TR DAGE LW ST R AT T AT Y S e e
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€% externally financed investment,-meant that prices rose,
The Federal Reserve loves to fight inflation, which is rather surprising

because they do it so poorly. As is shown in Table 2, in the midst of the 1966

investment boom the Federal Reserve progressively slowed down the rate of growth
of the reserve base from 6.8% in Dec. 65/April 66 to 2,.6% April 66/July 66 and
-4 ,3% July 66/Dec., 66. The funds available for banks to use in fulfilling their

interbank payments and to make positions decreased.

e e e T L Tt

An investment boom once under way cannot be turned off easily, for the

projects in process must be financed as they progress. A rise in interest rates

while an Alaska pipeline, a nuclear power plant, or a resort condominium is-

g i e A e

being built will not shut off the need for largely short term funds to finance
the bits and piekes of the project in various states of production. An attempt
by the Federal Reserve to slow down an investment boom will always be met by a

sharp rise in interest rates, for the financing needs of investments in the pipe

line will ;ontlnue to increase as work proceedsg |Kising interest rates can choke |



off the demand for financing of investment only as it affects new starts or the
pace at which work proceeds on projects already under way.

The decrease in the reserve base institwted—by—tire—federai—Reserve—tmr—tie

seeemd-half-0£.1966 and the investment boom combined
Da e aed by brmics mackar f el

to lead to a sharp rise in

Ag—a—resuItT oL PN el M=T =W T2

tmernt i progress waee raise

the-rates--they—pay—for—fumis.\| The interest rates on veedeons bank certificates

of deposit and money carket instruments rise. FEven though the Federal Reserve
raised the interest rates banks were asde to pay)ea_m' ; <
v ednine., e vebo bdaiies we«*_ﬁap-,,h(»f{?w )ul
rates—fell—betow (the market rates on commerclal paper and lreasury TeSty A T
e n e ind A — — ok
result holders of large certificates of deposit were—tempted—t0 allow them to

run out@ the—tetai—ef—banh—lisbiltties—were—urder ProSoUIC,
Toward the end of June 1966 the price of large C.D.'s carrying the ceiling
rate of interest went to a discount. This effectively stopped the issuance of

such C.D.'s., Beginning in August the amoun{outstanding fell rapidly, This

fall in~the—amewnpg—of € PTtsoutstandiag constituted a run on the large cormercial
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the decline between July and December of 1966 in the reserve base, and the

loan commitments made each bank individually seek more funds,

/

Two steps that banks took to acquire reserves spread the dislocation from
the commercial banks to other parts of the financ%al system. Some XNew York Cirty
barnks = with Franklin National in the lead —-%egaﬂ?tU'offegf;éggtiable certifi-
cates of deposits in smaller dencnminations, spreading the benefits of high
interest rates to the holder of smaller amounts of funds, Ea—partftuiar'zgzge

"retail" certificates of deposit were at a higher yield than savings institutions
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were able to pay, particularly the Mutual Savings Banks in New York City with

their portfolios of low Interest mortgages, _I%ese high interest

rates induced a "repatriation” of funds to the east from the West Coast, largely—

Califownta—~©Eavings and-loan-assosdatbens, Thus the run spread from the banks

which issued large denomi{nation certificates of deposit to the savings insti-
tutions A Cilu‘oﬂuil \
' The alternative to the substitution of another liability for i liability

that is running off is the sale of assets, In 1966 as the run on certificates
of deposit developed, the banks had few Treasury instruments to sell in order

1 to make position. The way around this dilemma was to try and sell other

securities, Large money market banks began to sell off tax exempymunicipal

(state and local government) securities.

-

Commercial banks normally take about one-third of the new issues of ;

municipals. As the crunch developed commercial banks withdrew from bidding on |
new issues. By the end of August, as a result of the combination of commercia

| banks withdrawing from the new issues market and the attempt of banks to make

FEEERUNES SN v

position by selling from their holdings of municipals, the market for municipals
i

|
was 'disorganized', to say the least., The yield on high grade municipals - which
' 4

n

are tax exempt - reached 5 percent - and even at these rates the market was thin,

/ Throughout this period the Federal Reserve, while maintaining a nominal
rediscount rate of 4'1/2 percent, aliowéd but a slight increase - some $300 million
during the first half of '66 - in borrowings at the discount window. The wind;w
was So tightlyladministered during July and August, whem-merlet—Fates—tmorensed—

i

remdddy that cw—ehe—wvereR®, cember bank borrowings at the Federal Reserve did
{

) not increase. The money-market banks believed that the discount window was ?
{

effectively closed to them,

By the end of August, the disorganization in the municipals market, rumours
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about the solvency and liquidity of savings instifutions, and the frantic
position-making efforts by money-market banks generated what can be charac-—
terized as a controlled panic. The sitpation clearly called for Federal
Reserve action. A money market panic-ie ephemeral, compounded out of a combination
of real liquidity stringency and a rapidly increasing precautionary demand desigred t
j:: protect against some awesome, unknown contingencies., As was true for some of
the money panicslof the 19th century, the air of crisis evaporated when the
authorities sent a letter. ) .
On September 1, 1966, the President of each of the twelve District Reserve
Banks sent an identical letter to every member bank in his district which
stated that accommodgtions were available at the discount window to banks whose
policies corresponded to Federal Reserve objectives, In particular accommodations
. were available to finance current holdings of 'municipal securities for those |
banks which showed gvidence thatvthey were constraining the expansion of their
business loans, in addition, the letter stated that they recognized, '... that
banks adjusting their position through loan curtailment may need a longer period
‘of discount accommodation than would be required for the disposition of securities,'
The import of the letter is that the Federal Reserve acted in defence of the
nunicipal security'market, and by allowing municipals to be used at the discount
' /@indow effectively set a floor to their price. As the money-market banks had
been actively trying.to restraln the expansion of their business loans even before
celling rate Cert;ficates of Deposit went to a discount, each bank, in its own |
pmind, believed it was eligible for such accommodations, The discount window,
previously assumed closed, was now provisionally open.
The Federal Reserve's letter of September 1, 1966 was a "lender of last

_ resort act"; it recognized that disequilibrating factors were dominating financial
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markets and it provided access to Federal Reserve borrowing to refinance the

SR ETES e

positions that were being exposed by the run on bank Certificates of Deposit,

e e

The opening of the discount window worked.. The pressure on the Certi-

- i
ficate of Deposit market abated., The Congress quickly passed a law allowing
/2

the Federal Reserve to—set—diiforent—cailingo-drneeretitentresof—dTrorlt
acesrding-to.the size of the certificate~end the Federal Deposit Insurance

Corporation and the Federal Home Loan Bank Board were-given—the—zuthority to !

Affenssna] T Soltntf i B Sin& S feans A dofoos S
set celling.ra-nd—-d-n.f-f-er.en-;aa-]:- interest Yatem— institutions under their

jurisdiction, SFhe—pettermrwirtch—rules—te—this day in which retail (undewr
wm&%&%mm;esaie certiricates

vas_establisheds~The NOUSIHE TATKEt TINERCIng ins stitutions were in part

~insutated- from~~meﬁe~ywmﬂrkes~»p%essuves-—althvﬁ’gﬁ”fhls insulatlcn did not prévent

————

‘tortgage. interest-rates” from ¥ising to the 9/ level in the decade following
19667

As a result of the crunch gross private domestic investment decreased

at an annual rate of 26 percent between the 4th quarter of 1966 and the 2nd

quarter of 1967, However this decline iIn private investment did not lead to a

fall in aggregate incoms because spending on the war in Vietnam increased just

as civilian investment expenditures tapered off. The crunch wa-s—-a—wa'v—rn—wtrrCh
T AN Ae A i t 5

regewreesiiate made available for the war; the private investment -s3emp was in

lieu of a tax increase to finance the war,

The crunch of 1966 was the first serious financial disruption of.the postwar

era, It was not taken as a signal for a deep analysis and reform of the financial

system., The difficulties were papered over with the cosmetic changes that allowed
'intexjes: rate ceilings to vary with the size of the deposit, An inadvertent but

apt use of fiscal policy prevented a recession.
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/

The crunch of 1966 did seem to assure the money market that banks-which

used W money market instrumenfﬂeﬂuwuﬁ;a;%mm
. ‘
-shre¢ would be protected against a run bysFederal Reserve hahawipr. The action

of the Federal Reserve in 1966 not only legitimized the use of negotiable

certificates of deposit by banks but it opened the door to liability management
l/U ¥ \'\- ‘;"\-
banking. T The ¥ederal-Resorve protection by—wwayeed-the discount windo; s

‘there—%han banks can rely upon liability juggling to make position.

-3 T

e
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commercial paper was the "new'" wendex instrument of the late 1960's,,
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Chapter IV, Part V: The Liquidity Sgueeze of 1970
/

The second post-war financial disturbance that required Federa]

e

Reserve lender of last resort intervention occurred in 1970. This time '
the market in distress was the commercial paper markel: and=the Federal

Reserve's intervention took the form of beth opening the discount window so ban

)

redin e m i

“+
could acquire funds -£rem—t T s a2 run on ccmmercial

- _—..p;‘_—;; il g T T

paper Lould—be—refinaneed and encouraging banks to form syndicates to do such

refinancing.

Whereas in the early 1960's the—growth—est bank negotiable certificates of

|
|
deposit was the "new'" wemder instrument that financed expansion, the—prowth—os |

is the unsecured note of a business corporation that is issued for a set

period -~ say 90 or 180 days‘;"—iﬁd—és-'eei-d—tu—m. The i@rge |
Pl !
finance companies - such as General Motors Acceptance Corporation 3 = o

>
their own commercial paper, Other companies use dealers to'b[ sett their

paper,.

At the beginning of 1966 about $10 billions of commercial paper was
outstanding. By mid-vear 1968 the figure had doubled to $20 billions and

by the end of May 1970 some $32 billions of such paper was outstanding,

This paper proved to be the vulnerable point. in themssescememmet the crisis.,
R

Khen Q#e Nixon edmiaisersrtden took offlce SR @iidipeeded the unemploy-

HA—-‘M
ment rate was ewowt 3,57 and the consumer price index had 4merewsed by

Ay ) }'\6-\ f"
seme 4,27 in 1968, Corporation aurchases of physical assets bev increased

by 5.0% in 1968 over 1967 znd Weme -i-a—eha—md.d.s.g.e.g increas by 11.6% in 1969

over 1968, At—the seme—time fhe internal funds generated by she Corporatbln

susse® rerained essentially static in the neighborhood of $60 billions.

U TR -
As a result the -smewmtmed nect external financing rose from $9.9 billions

Commerecial pa-pe
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in 1967 to&{Z.'i 0 billions in 1969; between 1967 and 1969 the percentage

oo ~e iy
of investment Bby—eotporationc—tn—phycical—assate- that was financed by

external funds rose from 13.9% to 27.5%.

/ In the midst of this explosion in the S PRI e O nit e b e

% Lo red Do a
external finan ing«t e Federal Reserve and—the—mew—admintotration undertook

to fight inflation by monetary policy. J-G—n—-rese-l-eqh—; rate of growth of

bank credit was cut from about 10% in 1968 to 5% in the first half oS=ews

Lt

e
and ®® 3Z in the 2nd half of 1969 and the first part of 1970 This slow-
"C«—-—Q/d-«
~dowpedadty g xicomsle the sensitive Federal Funds SmeenSTS rate from 6% at

the end of '68 to 9% by midyear 1969./ It stayed in the v1c1nity of 9% into

Aetrva re,
early 1970, when 1t began to ersek—dewn. Other intez_'est rates also rose;

the conventional moftgage rate hit 97% early in 1970 and stayed above 9%
throughou; the year. High interest rates led to a stock market decline.

In mummmwmwmm¢mmk

« o :EEE. i
¢la.faulted on some $82 millions in outstanding commercial paper.,,

"run'" on the commercial paper market; some $3 billions- about 10% -

to a
of the ocutstanding commercial raper ran off in a three week period., The

Federal Reserve Bank of New York and the Federal Reserve Board of Governors

This default lec!
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(,’V\'T—rzv-e-.,h{ éb“/beﬁh'\_s Méaan.;ﬁ‘mfl

. a_—ided—the—cmtmr.:q&a syndicate of lemge commercial banks which refinanced
Ll’\ Ll_&l‘: Diciesns

a mag-ox—a.u.tmhi_le, finance company {(GweysdewF, Gver.the. menehlof July member

——

bank borrowings at the Federal Reserve discount window rose by $1/2 billion.z

J.n—a-ddi-ei-\eg the Federal Reserve pumped reserve funds into the banking system

by means of open market operations,
N ’ , g
By *ts actions $m=3020 the Federal Reserve STam—extended—ee—implicit

e
protecti—on—-eo the commercial paper market. In the years sfter—the Pt

Mums@wwm &R institutionalized standard procedure
AT fo'

for se borrowerson commercial paper to have suffirirheeutstanding lines
@:%u C-“—/ C AN C~
of credit at banks to repav eld—of its outstanding commercial paper.

be( 2 v G .
Commercial paper hemeceferth-was 'bank credit' once removed, The-sitwation——

‘

developed—tmwhieh fhe Federal Reserve was the lender of last resort to
-#hre commercial banks and slse commercial banks were the residual or fall

back lender to the commercial paper market.
P Lo b
2 Oree this fomalization -t-eelhp%a-e-e-eemmemhnﬂh had bath avert

beciu a
Mcmr.erf..liabihties‘ outstanding commercial paper wWae a covert liabili ty

of commercial banks., The—econemy ,fn effect had an increase in bank
MLL& ool Resd
":Labll:l."ies‘( out tﬁeaefliabilities never appeared in #me bank credit data. ,

—fhe—use—of—Iines- ef<~eredi£ as.a substitute of. a bank -credit and the. lack
Gt 1670 G cBing
of control of such covert bank liabilities_-meant. that ﬂéee-r the Federal
e, T

Reserve 1egitimlzed the use of bank lines as a back up to commercial phper.m_

'l\ MQLM‘J
-there—as an addltional uneontredded, market determined component to the:

Oy botas i) h,a'% Covd 1V eiimn 4 Due hed: Rt

effective mone% supply to-mere-that-had -earlier existed.
el e X, Rederve. powrtin.
mmmmmwmmwmfcmw “brank

Liaes-—o&-eaﬁed&e—be-op’en'—tu*c‘w‘ﬁr cutsranding-commeselal-paper, reforme
of banking wese undertaken in the aftermath of the squeeze 0f 1969/70 jomidiivs

T e A
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wag—ge—even though 1969/70 was a bona-fide recession.* year end 1970
unemployment was 6% - and the G.N,P, deflator rose by 6% in the fourth
quarter of 1970./ This 6% inflation - 6% unemployment rate marked the

cmergence’ of "étagflation" = high unemployment associated with rising prices -

as a characteristic of the economy. Rertraps—evermrmere—shandnaldis, the evi-
Q/AM(/&

‘dence from 1969/70 imdicates that G-he—-p-a-t-e-e!-n-s—sha-s—eha-;aosuiaed—ﬁm

Cb%»"tb"“" CL(, 'h
behavior of the economy h—ﬁfr&%&'-s—end—e-ﬂ-l-y—m-@—e. no longer ehaxrae—

P Hea s : .l g &5 3~ sl L6
hv M,\ M 5 4-._ — a2 ~7 Py

With the recession e#=3578+i]l the Federal Government budget position
went from a surplus of $8.5 billions in 1969, to deficits of $11.9 billions

in 1970 and $21.9 billions in 1971. Thexge deficits not only sustained
incorme and enployment but also led to increg’seqﬂcash flcws e the corporate

sector.’ Thus in the year 1971 and 1972 the cash flows of the corporate

3

sector increased to $69.9 billions and*77.5 billions from the approximately

$60 billion plateau that characterized 1968-70. oo s A3 xi el rece S n

Secam B ha ot BN Covhm Do Grvem poaiFTALE deas

/c.l ks
The 1969-70 crisis in the commercial paper market “red—tredl—mrirr—foraad

a serious recessio;a'ca—‘-‘h-e-eeeaeny. The combination of € prompt intervention

T L TS TR = Famayr T Al ko W S e S 1§ T e iy 1 Y, ML e SPINIR
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by the Federal Reserve aa#bwr as a lender-of-last-resort and the emergence
of a massive government deficit in 1970, 1971,énd 1972 prevented the

e '
recession from proceeding further ctheam—ts, =Eesthemmere, fhe rapld iIncrease
in corporate cash flows in the years after the near-crisis set the financial

stage for another burst of external finance et~ B b Y SR SIVE o IL"’(L"“M“&‘

—I—t—i—s—evi—d-ea-e-eh-at.oén—wégﬁs—zhe 'pOlle of using monetarv constraint

to control- inflation .did not work very well I‘n—the—mfﬁé-s—e-fﬁe policy

makers constraint upon the rate of growth of the money supply led to decreases
r‘—-&w(:—\‘j .

in spending by business and household;, and thys removed some of the ,aggregate

demand that led to inflation., However, in the world in which we live the—
S At oo fpe A

B A

e e

policy first affects financing and refinancing conditions and the prices of b

instruments traded in financial marketses In—a—worldis—whieh—-borrowingand
lepdinp—tekes—place éénetary constraint widt often lead%o financial market

disruption even as income, employment, and 'prices continue to increase. I

—
a-worid—with—sophisticeted—Lfinancial -praetiees );he policy of using mornetary

constraint to control inflation ebwiewsdy did not work in 1969/70 because

Peas | et

swel~& policy leads to a 'clear and present" danger of a financial crisis
A vt

evem before it seriousty—sffects—demand. Feers fthe economy seems to be in a

position where that which is preseribed to halt inflation leads to a threat
ﬁ__‘p ft"v‘tw-m.,“

of a deep depression whereas that which the Federal Reserve doss to abort

a deep depression Eogether—w'i-th—eh&eaah—ﬂeu_aﬁf.ms_of hig governgent during

a--recesylon sets the financial and demand stages for another burst of

inflation.
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Chapter IV, Part VI: The Financial Traumas of 74, 75

In the world inhabited by establishment economists and Central Bankers
nothing sﬁcceeds like failure. The failure of monetary constraint to
achieve more than transitory success fn halting inflation in 1966 and
1970 and tﬁ; success of monetary constraint in triggering financial traumas
that threatened a deep depression in these years meant that monetaryv con-

straint was sure to be the principal weapon of an anti-inflationary policy

in 1973/74. :

The detalls of these traumatic years were detailed in Chapters II and
III. The familiar pattern in which the corporate purchase of physical

assets and the proportion of such spending that was extérnally financed
' (L 3 o &
increased at very rapid rates was ewddeat. The explosive growth in

Ie‘l"# ’
exterval financing meant that—there—was—a-great—deatof upward pressure

—
cn market interest rates, La—&ddéeéen—ihe abrupt removal of controls in

early 1973 by the victoriocus Nixon administration meant that inflation was 4on_r
VIV“‘-/(—'M I
adéed—tothe—risinr—interest—rates.as.a factor stripping units of the liquid

——

asset marginfof safety. As—ds to be-expeetad the "boom" in investment was

facilitated by a financial innovation in 1972 and 1973{ The Real Estate

Investment Trusts were the new fimamedal miracle child that finance® this
boom, %%mmﬁmmmmmmmm

borrowing -from-tha--opea-market-through-commercial papar-and from bhanks.

As a result of the high interest rates eaused—by the—corination of .
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run._away--and-ineltastie-demamd-for-finameing by units-that-were- engaged-in-lacge

seale—dnvestment projects and memetary—comstratmt financial institutions which

54 depended upon refinancing their position were in great difficulties in 1973/74.

. . . .
i In particular, in 1974 virtually all real estate investment trusts became
' O WS RS A R

walking bankrupts. Furthermore, im these years three—banlt—ip—tlre=buddddrr

Lacio Bwhwu._
3 d3}iar—e%asﬂ—and—one—éive—béééioa—dn1lﬂr bank beca E-hﬂﬂﬂﬂuﬁf

The Federal Deposit Insurance Corporation was established in 1935,

e Lnmigr At Qs tingy
From that date until the 1970's the banks that failed were Ly very

|
4 small banks. In 1973, 74, and 75 four banks in the billion dollar,class
failed, were "merged", or were sustained by extraordinary Federal Deposit !

d ; Insurance/éorporation action. In each of these cases the first "emergency"

v

A occurred when the bank was unable to refinance its position through normal
... Q/o
3 market channels. —This meant that the discount facilities of the Federal
a3 P

Reserve were called im&e—pdes, The priority of the Federal Reserve in

T e

dealing with the problem of large banks was established in this episode

and the superfluous nature of both Federal Deposit Insurance Corporation
Lo bon O
and the Comotroller of the Currency became evident. -Phe—Trred—of lzrge banks
"-L_A_hett( Gﬁnr"u_M(ﬂ-,
£o:—£unds,,nhen‘xhau-a§e subjected to a run,is so large that only the Federal

S S T Er s B ¥ o S

$ Reserve can undertake the refipancing , tershe

:‘ [ d

¥ The-nost-important—thing-thateweshave-to-wotive.about fhe 1974/75
Q wirteel debacle is ,that it conformed to the pattern of the 1966 and the

5 sy ia—man .

£ SR L

i 1969/70 episodes. 1In each case a run on some institutions or instrument

required Federal Reserve action. In each case the Federal Reserve acting

as a lender of last resort aborted what looked like the beginnings of a
finanecial crisis\eaégfk each case the repercussions of big governmentc

backed up the Federal Reserve action by sustaining income, generating conditions

conducive to profits, and feeding secure imstrumants into portfolios.

- TR R 1 SV T St A T R



i s Tl R b

S N Y i

B s e

i B i

s A

eI

e b o S

4-56

Chavter V, Part VII: The Lessons from the Runs

\ In the decade following 1965 three serious runs occurred on financial
markets or banks.. Ia-}966-aTUA otcurred on bank CEFTIPITATER 6 deposte,
in 1970 one“occurred on“thé“comm@ré&gi"pﬁper‘ﬁéfﬁéfj”ﬁﬁﬁ“iﬁ”f@7ﬁ775“Eﬁé
runs occurred,. one..on-the commercial»paper4o£;%E{T's“and‘thefsecond on

the overseas deposits of the FranklinaNationaini;Ei Each time a run
occurred aan instrument or an institution that had grown rapidlv over the
preceding boom was the focal point of the disturbance. Each time a run
occurred the Federal Reserve intervened to facilitate the refinancing of
the threatened position. Thus the Federal Reserve legitimized by its
protection the new instrument or thé new institution, ig 1966 and 1970
minor institutional and usage reforms were ventured after the near crisis.
No serious effort at reform of the overseas operations of United States
banks occurred after the 1974 Franklin National fiasco. Nothing has

been done since 1974 to prevent the emergence of new financial institutions,

which aza like the REIT'E,in—ihe&_&hey are based upon covert bank liabilities.

Every time the Federal Reserve protects.a financial instrument it

" legitimizes the use of this instrument to finance activity., This means

that not only does Federal Reserve action abort an incipient crisis but
it sets the stage for the resumption of the type of financing that is a
necessary but not 8 sufficient condition for an investment boom.
Econonists are parrots who have been taught how to say "supply and
demand". The Federal Reserve action in legitimizing past financing
experimentation sets the stage for a resumption in the growth of the
instrunent which was "threatened" and for the introduction of new instru-

ments. The big Federal Government, by sustaining aggregate demand

w—



p— iﬁ:’ e L i

ek s

4=57

sustains corporate profits and furthermore its deficits feeds secure

assets into portfolios., These effects of big government mecan that an

investment boom will occur quite soon. The investment boom generates

>

the demand for finance.

// Thus what we seem to have is a system that maximizes instabilirtv

even as it prevents the deep depressions that have characterized history,
Instead of a financial crisis and deep depressions being separated by
decadei,threats of crisis and deep depression occur every few years;
instead of deep depressions we now have chronic inflation., 1In terms of
preventing deep depression; we certainly have done betéer than hitherto,

but—tiret—is small consolation in the increasinply unstable econonv.
\
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Chapter IV, Part VIII: Coda - and Overview of Things to Come

o e

In our detailed examination of the events of 1974/75 and the briefer historv

F
of the evolution of financial practices and relations since the Second World Har

i}

we have stated our view of what happened. We now need to try and understand why
.l‘
i;

f
]

it happened. But the why question is interesting onlv 1f our explanation

offers us handles that can be used to make results better than they would é
' i
be in the absence of such prescribed manipulations. But the validity of proposition

of the nature "if you do this, then that will follow" rests upon an under—

standing of how the—methanisms—of—the—rea%—we*&é—wefkr——ﬂnw in fact our

econony funetions. Larm~tua

The understanding of how an economy works is the subject of econormic

theory. Economic theory today is a formidable enterprise; the journals

that specialize in economic theory are replete with arcane mathematics.
The test§ of propositions-about how the econony works most often use
sophisticated statistical techniques - the field of étudy of how one does
this tvpe of research is called econometrics. Econometrics is a technicue
for extracting fine inferences from fuzzy data; economic theory in its
mathematical garb is an instrument for making nice dlgtlnctlons and for
drawing fine inferences even as obvious economic behavior 1s ignored.

But the phenomena we have described are neither fine nor nice; thev
are grosé aéd vulgar, "Why is our economy so given to fluctuations?, Vhy |
is it now inflatioﬁary when for long periods of our his£ory prices trended
dOWrward7, ﬁhy do we need three‘rescue operations by the federal Reserve
within a‘decade whén no such operations were needed earlier in the pest-war
era and, ¥hy do we now have a chronic surplus of iabor?," are some of the

. !
gross questions that need answering. '
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In truth economic theory is too important to be left ta the economists,
/As long as economics is a professional and academic discipline the emphasis
in research will be on fine and nice details, Only if economic theory 1is
engaged in controversy about the~fu5damencal nature of the economy will it
be concerned with the gross and vulgar questions that concern citizens.

Economic policy affects what happens., Inept policy can adverselyv
affect the outcome, But policy is based upon a diagnosis of what is wrong,
a view as to what is better, an understanding of how the economy works
which defines both what is attainable and how the attainable better can
be achieved. Economic theory is important exactly as it leads to policy
prescriptions - even if it leéds to the dismal conclus£onlthat the best
attainable 1Is not very good,

By important measures such as unemployment rates, inflation rates,
and the stability of the financial system the best that was obtained in the
past is significantly better than recent experience. Something is obviously
different -~ and our examination of the post-war period and the recent past
indicates that one cause of the disappointing behavior.of the economy rests
in the current structure of financial relations.

Thus theory must be considered before we can get to the nitty-gritty
of policy. And . it appears that theory must explici£ly relate financial
factors to system behavior if it is to be relevant to our problems., And
this theory must be so phrased and étated, its arguments must be so clear,

that it is available to citizens who are not professional economists.
Therefore our path is through theory to policy now tha? we have [

the question: '"Why is our economy S0 unstable?"

R ——
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~Furthermore fhe money question — the

w WSJAA{LR—& 1 Nea J‘s&j be-_
of-hoWv the monetary ‘and financial system. oé—ehe-eew,’&_prg_anlmjﬁ-’—

Cermbneis s .
was a had-hrg 45sue in our political history. %&-Ees—bme—:-u—ptag—&f ‘:he
Setond Bank of the United States im.lacksnn..a_um ehe—efo "wildeat banking,

the National Banking Acc nf Lincoln's Administration, the eeﬁtrwers-y—m—ehe

coinage of——&i% ct.lm::nattng in the Willfam Jennings-Bryan campaisms with-its
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