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Banking Reforms 10 Stop
periodic Liquidity Crises

By ROBERT de FB.EMEBY
San Anselme, California

More concerned than ever pefore with the growing
Wiquidity of baunks, the writer urges they be placed on 2
100 per cent reserve hasis and stopped from the practice

Federal Reserve’s failure in making banks panic-prou_l in
1929 and notes that the FIDC at most insures one-third of

deemed necessary, and says such a policy would deprive

no one of & single dollar to which he now has access. The

writer als¢ takes exception to Milton Ariedman’s thesis

that & constant money supply growth call e achieved
with fractional reserves.

pitton Friedman has proposed
iwo solutions to our money
problems. Both have the same
objective: 1o stabilize the rafe of
increase in the money supply-
But in one case he would try todo
this within the sramewnork of the
existing system of fractional
reserve banking; in the other he
would have us convert to a
system of 100 per cent reserve
banking. .

There is a world of difference
between these two remedies for
monetary instability- One 1s
radical; the other is pot. The
purpose of this article is 10 show
why the radical remedy — the
100 per cent reserve proposal —
does in fact go 10 the root of the
problem whereas the other Robert de Fremery
remedy does not and therefore
cannot be expected to stabilize ;
money satisfactorily.
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Quotes Letter From Friedman

Friedman says either remedy
will work. If he is wrong, the
consequences could be tragic.
This whole matter deserves
public debate. To further this,
Friedman has given me
permission te guote from a letter
which, to my knowledge, is the
most recent statement he has
made on this subject: ‘

“Iam as you say in favor of the
100 per cent reserve scheme. I
have been and I have written in
favor of it in my Program for
Monetary Stability and
elsewhere. However, 1 do not
attribute to ‘this reform the
imiportance that you atiribute to
it. I believe it would be a
desirable reform but a relatively
minor one. Without. the 100 per
cent reserve reform:1 helieve it is
possible to prevent depressions,
liquidity crises, and the resi.
Indeed as I said in a talk givenin
1953, reprinted in my Dollars and
Deficits, ‘Why the American
Economy is Depression Proof,” 1
helieve that the leglslatlon
enacted in the 1930’s, in
particulas the estabhshment of
the FDIC, has made almost
impossible a ‘major liquidity
crigis ‘and monetary collapse of
the kind we had in 1929-1933.

*1 nonetheless favor fthe 100
per cent reserve plan for two
reasons. The first is that under
100 per cent reserves it would be
easier to get rid of government
regulation of borrowing and
lending. The second is that under
100 per cent reserves it would be
easier and more mechanical for
the Federal Reserve or a
corresponding agendy {0 control
the behavior of the guantity of
money. However, even without
this reform there is -no great

technical ditffculty in the
Federal Reserve making the
quantity of money behave in any
way that it desires in¢luding a
steady rate of increase in the
quantity of money. The only
problem raised by fractional
reserves is that the authorities
must offset changes in the
reserve ratio and chlianges in the
ratio of currency -to deposits.
. Since in the abseénce of crises
these temd to move very slowly
there is no sighnificant
technical problem.’” (letter,
January 21, 1969}

Bauking’s Fatal Error

First a word about how
fractional: reserve hanks
operate. Most people da not know
that the bulk of our mongy supply
is “privately created”’ by our
commercial banks. The process
is called “borrowing shiort and
lending long.”” It works as
follows: Binks borrow the
money depogited with them in
checking and savings accounts
and lend it for anywhere freom
one day to several years. They
are borrowing money
customarily available to the
depositer on dernand and lending
it for a longer period. Hence the
phrase ‘“‘borrowing short and
lending long.” ‘When a banker
makeés a loan, he credits the
checking account of the borrower
by the amouit of the loan ~ thus
increasing the bank's total
“deposits.” As checks aredrawn
against fhese new “deposits’ to
pay for goods dnd Services and
then redeposited in a checking or
savings account withthe same or
another banker, the receiving
banker repeats the process

-(assuming he has sufficient legal

reserves). He borrows short and

lends long — increasing
“deposits’ still further.
The direct result of this

" practice is a maultiplication of

“deposits”’ that exist only as
book eniries. Bankers become
obligated to pay out on demand,
or on 30 days' netice, many times
rore roney than exists. Herice
the terms “fractional reserve
banking’’ and “’private creation
of money."”

Tt should not be surprising that
the system has collapsed
periodically ever since its
origin. (2) Banks cannot promise
to pay out a larger and larger
number of nonexistent dollars
without causing a loss of
confidence. Then Gresham’s
I.aw operates —i.e., deposits are
converted into cash for hoarding
purposes.

The panic of 1907 led teo
demands for reform. But instead
of facing up to the cause of the
trouble we installad the so:called
“panic-proof” Federal Reserve
System {(Fed). The idea was to
pool the cash reserves of all
banks and use this pool for
massive loans to banks that
needed more cash in a hurry. The
Fed was also given the power 1o
create more cash and lend it to
mermber banks on the security of
ceriain assets designated by law,
We found — during 1929-33 — that
the system was still not panic-
proof.

Henry Simons Proposal

After that debacle, the 100 per
cent reserve proposal was made
by Henry Simons in A Pesitive
Program for Lalsser Faire.(3).
The purpose of this reform was to
prohibit the practice of
borrowing short and lending long
-~ thus stopping the private
creation of money by banks. As

more money is needed in our
country it would be the
government’s responsibility to
provide it ‘‘under simple,
definite rules laid down in
legistation.””(4). Our supply of
money would henceforth be
homogeneous. Gresham's Law
would cease to bother us. This
reform weuld have gone to the
root of the probleim.

Instead, Congress created the
Federal Deposit Insurance
Corporation {FDIC). Bahks
continued borrowing short and
lending long. They did so to such
an extent that by the end of
March, 1970, total bank deposits
of all banks (demand plus time,
adjusted) had rmulfiplied to
$355.9 billion when there wais only
$56 billion in coin and currency
in existence. {(5). The Treasury
held an additional $11.3 billion in
gold which is not available to
us) Over-83 per ceni ($46.9
billion) of our coin and curréncy
was already outside the banking
system - Le. in our walléts,
cash registers, and private safes,
ete. This left $9.1 billion of dctual
cash held by our banks
{including Federal Reserve
Banks and Agents) as cash
reserves behind total deposits of

355.9 billion. {(6)

Federal Reserve As &
Last Resort Lender

Bankers ate unruffled by the
above statistics. They first point
‘to their inveéstments which can
bé soid, and ‘to their ioans that
can be called in order to meet
demands for cash. But obviously
in a real crisis those fortunate
enough to have cash are not
going to buy — and those so
unfortunate as to have cailable
loans are going to have difficulty
repaying. Bankers then point to
the Federal Reserve Banks with




the implication they can get all
the cash they need from them.
But they cannot. Current laws
governing the Fed’'s
rediscounting powers narrowly
limit the amount of cash banks
can get from that source. (That
is why eiforts are being made
now to “‘liberalize” these laws.
See the Monthly Review, Federal
Reserve Bank of Kansas City,
May, 1970, pp. 14-15.) As a last
defense bankers will point to the
FDIC — as did Friedman — and
claim that it has made major
liquidity crises ‘“*almost
impossible."

Limited FDIC Protection

But has it” ‘the Annual Report
of the FDIC for 1357 states:

“There is no question that the
present deposit insurance would
be entirely inadequate should,
for example, a situatior similar
to that of 1930-33 recur.”” (pp. 62-
63)

Their conclusion follows
inescapably from the fact that at
that time (1957) there were $225.5
billion deposits in insured banks
of which only 56.3 per cent were
insured, and by a fund of omnly
$1.8 billion. This means there
was $1.46 in the insurance fund
behind every $100 of insured
deposits.(7)

Since then the situation has
deteriorated further, By the end
of 1968 there was only $1.26 in the
insurance fund behind every $100
of insured deposits. It is true that
the percentage of deposits
insured had increased from 56.3
per cent {0 60.2yper cent. But can
anybody feel safer when an
insurance company increases its
potential liability while
decreasing the ratio of its
insurance fund to that liability?
It would be different if banks had

strengthened their Iliquidity
positions during the last ten
years, but they have not. They
are now even less liguid than
they were then.

We should heed the warning
given by the Economic Policy
Commission of the American
Bankers Associationin 1957:

“*Certainly, federal deposit
insurance has greatly reduced
the danger of widespread
currency withdrawals. It should
be recognized, however, that the
realization on the part of large
depositors that their deposits are
not fully covered might cause
them in a time of uncertainty to
shift some of their deposits. In
this connection, it may be noted

that while the proportion of
accounts fully protected by
deposit insurance is about the
same (98 per cent) for all size
classes of banks, the proportion
of dellar totals covered by
insurance varies greatly,
ranging from bout 90 per cent in
the smallest.size banks to
roughly a third in the very large
ones.” {8) (emphasis added)
There were 31948 billion of
uninsured deposits in banks
insured by the FDIC at the end of
1968. The possibility of a
significant shift of sorne of these
deposits could well be the cause

-rather than the result of some of

the uncertainty existing in our
financial markets.

Usually bankers, confronted
with the facts about the FDIC
and asked what would happen in
the event of trouble, shrug their
shoulders and reply that the
government would simply print
more money in a hurry to save
the situation. But wouild it ?
Following the collapse of the
stock market in 1929, President

" Hoover twice assured the

American people that the
Federal Reserve System had
made our banks “‘panic proof.”
Yet 5,099 banks suspended
payment during the next three
years.(9). :
Growing Miquidity

i stated earlier that banks are
less liguid now than they were in
1957 -~ at which time the FDIC
acknowledged its inability to
cope with a situation similar to
that of 1930-33. ‘What is the
evidence? One of the two ways of
measuring a bank’s liquidity is
by its ratio of loass to deposits.
Prior t¢ about 1955 a loan deposit

ratio of 55 per cent was

considered high enough for
prudent banking. The rest of a
bank’s deposits not held as a
legal reserve are usually
invested in treasury bills,
government bonds and
municipals. These investments
are secondary reserves which
can be sold on short notice to
meet any excessive dermnands for
cash.

In 1957 the average loan
deposit (L/D) ratio of all
member banks was 51 per cent.
By the end of 1960 it had climbed
to 56.5 per cent. In May, that
year, Alfred Hayes, President of
Federal Reserve Bank of New
York, in an address to the New
Jersey Bankers Association,
said: o ' o

“. . .at some point, banks and
their customers qguite naturally
feel a bit uneasy with their high
loan deposit raties, raising
guestions as to whether their
banks can contribute their share
toward further needed growth in
the economy.”’

By January 28, 1970, the L/D
ratio of all member banks had
risen to 76.5 per cent. The L/D

ratio for Reserve City Banks in
New York Citv had climbed in
the same period (1960 fo
January, 1970 from 65.9 per cent
te 102.9 per cent. How can the
L/D ratios get that high? The
Reserve City Banks were so
squeezed for funds to support
their loan portfolios that they had
been borrowing Euro-dollars on
a large scale from their foreign
branches. They do not show these
sums on their books as deposits.
Instead they show them as
“Habilities due to own foreign
branches.” (1¢)

Unfortunately Euro-dollars
are highly volatile. By February,
1970, of a total of 24.7 billion Euro-
dollar deposits, $3.7 billion
matured ‘“‘overnight” or “on

call”” — and another $8 hillion
matured in ene month.(11). At
that time our large banks had
borrowed $13.4 billion of those
volatile funds to susiain their
toan and investment
portiolios.(12) The overnight
withdrawal of a large amount of
Euro-dollars from the foreign
branches of our banks could
easily precipitate a considerable
sell-off of secondary reserves of
our New York banks and/or a
sudden calling of loans.

Some government bankers and
economists “‘see the Euro-dollar
market as an uncontroiled, and
some believe uncontrollable,
source of ‘hot money
threatening the very foundations
of the international monetary
system.”(13) They have geod

cause for worry. The Russians
are big operators in Euro-dollars
— both as borrowers and
lenders.(14).

The frightening picture that
confronts us. therefore, is that




our largest banks in New York
City (1) have dangerously high
loan-deposit ratios,” (2) have
loan and investmenf portfolios
currently depending fapon their
access to Euro-dollars which are
highly volatile, (3)- have only
about cone-third of théir deposits
insured by the FDIC, and
{4) have been warned by the
American Bankers Association
that “‘the realization on the part
of large depositors ‘that their
deposits are not fully covered
might cause them in a time of
uncertainty to shift some of their
deposits.”
Stock Market Factor

These facts along with the
realization that the FDIC would
be unable to cope with another
panic could well be an underlying
cause of the weakness in the
stock market.

Jack M. Guttentag, Professor
of Finance, Wharton Schooal, in a
recent address to the Investment
Bankers Association, defined a
financial panic as:

“A general loss of faith in the
capacity of those who have
promised to provide cash under
stipulated conditions todeliver on
their promise - and a consequent
rush by those to whom the
promises have been made to
convert them quickly, before
others do so and before the
resources of the promisor are
exhausted.”’ (15)

He added: *‘In days past the
main promise at issue during
financial panics was the promise
of cornmereial banks to convert
deposits inte currency, it this is
not at issue today.”

Isn’t it? What about the
warning in his concluding note:

‘“‘In addition, increasing
attention will have to be paid to
defensive open market

operations. In this connection,
the content of the directive given
by the FOMC to the manager
requires careful study. As I read
the proviso clause that is now
incorporated in the directive, it
could cause the manager to
désert the markét, even to
withdraw reserves if there is an
unexpected bulge in panie
borrowing.' (emphasis added)

As things now stand the
premise of commercial banks to
convert deposits into currency is
still the main promise at issue
today. Jusf bhecause large
depositors are not yet asking for
cash doesn’t mean they now have
confidence in the commercial
bankers’ promises to pay cash if
called upon to do so. It is more
plausible that they are not vet
asking for cash because they
know fuli well how shaky the
whole structure is. Most large
depositors are corporations that
hope to contiriue doing business
on a profitable basis. They also
wish to maintain good banking
relations. So when they first fear
a liquidity crisis, they evidence
that fear in ways other than
withdrawing their money from
the banks. They engage in
anticipatory borrowing - thus
causing interest rates to rise.
These rising rates - like a falling
barometer - have always
heralded an approaching
financial storm. And no storm
was ever prevented by tinkering
with the barometer.

Giant -Squeeze Play

More needs to be said about the
offects of ~this anticipatory
borrowing. When a corporation
or a utility floats a large bond
issue, the net effect is a transfer
of deposits from many small
banks (from savings accounts of
individuals attracted by the

higher yields on bonds) to a large
bank with whom the corporation
or utility does business. Isn’t it
possible that some of the
anticipatory borrowing actually
may be encouraged by the large
banks for this express purpose?

In other words, a gigantic

squeeze play could be going on
between the 1arge banks and the
smail banks for deposits. It isn’t
too difficult to see who would win
that struggle. It would be tragic
for many small bainks. And the
resulting failures could very
readily trigger a genersl loss of
confidence that would soon be
felt by the larger banks that are
even more vulnerable than the
small ones.

Many frown. upon such blunt
talk. They say it may precipitate
the very panic that is feared. But
we certainly cannot expect to
make a rational improvement in
the systemn without tatking about
the problem. And a system that
is so fragile it can’t be ialked
about certainly needs improving.

Discount Window

Friedman’s proposal to have
the Fed keep the suppiy of money
expanding at a given rate per
annum via open market
operations would remove . the
possibility of a collapse of the
supply of money. But banks
would still be subje¢t to runs
because of their method of
operating. Andif the Fed’s power
{o rediscount were abolished - as
Friedman recommends (16) - the
Fed would no longer be a *“lender
of 1ast resort.”” Wouldn’t this tend
to invite a panic?

Presumably in the event of
another panic, the Fed - under
Friedman’s prescription - would
be pumping money into the

country via open market
operations at the same rate as
dollars were being extinguished
by bank failures. And, as
Friedman pointed out in his
letter, the authorities would have
to offset changes in the reserve
ratio and changes in the ratio of
currency {o deposits. This does
not appear to be a very practical
means of achieving monetary
stability.

Would it help if the Fed kept its
power to rediscount? Not much.
Banks do not like to borrow from
the Fed. It is a sign they have not
conducted their affairs with
prudence. It also frightens large
depositors who know the Fed has
first claim against a bank’s
assets in case of Jiquidation,

Even if banks were willing o
borrow on a large scale from the
Fed, there is some question
whether the Fed would oblige.
J.L. Robertson, Vice-Chairman,
Federat Reserve Board, in an
address before the Ohio Bankers
Association, said:

‘““The discount window will, of
course, always be there to
protect communities and to meet
the emergency needs of banks.
But it would not be wise to count
on its being there to save bankers
from the consequences of going
goverboard in borrowing short
and lending long.”’ {(17)

There is no doubt that banks
have gone overboard. Let us face
that fact and put our banks on a
100 per cent reserve basis now -
thus making ceitain a banking
crisis cannot occur,

Friedman said that one reason
he would favor the 100 per cent
reserve proposal is “it would be
easier to.get rid of government
regulation of borrowing and
lending.”” That is certainly a
desirable goal. But the fact is




there is not the remotest
possibility of getting rid of
such government regulation
under a system of fractional
reserve banking. Marriner
Eccles, former Chairman of the
Federal Reserve Board saw this
clearly

“Credit must pnmanly be
controlled at the source of its
creation, the banking system.
This cannot be done on a basis of
voluntary agreements in a
competitive business invelving
fifteen thousand banks. There
must be adequate powers in the
Federal Reseérve System tobring
about the needed restraint on the
part of banks as well as on the
part of borrowers.”’(18)

Eccles redlizes that the supply
of money is a Congressional
responsibility that has been
delegated to the Federal Reserve
System. Therefore, if we use
bank credit as money, the
Federal Réserve System must
have the power to control the
banking system. Bui do we
realize the extent of the controls
that will be required? Says Louis
B. Lundborg, Chairman of the
Board, Bank of America:

‘““The time has come to
seriously consider expansion of
Federal Reserve control. Control
over only commercial banks is
no longer sufficient for effective
control of credit availability. The
eredit market in the United
States is made up of much more
than the e¢ommercial banking
system.”' (19)

The essence of a free market
economy is that men are free to
work where they please and
produce what they think is
wanted by their fellow-men.
Freedom to produce what you
want requires a free banking
system that mobilizes the

veluntary savings of the
communily and makes these
savings available on a sound
basis to’ the highest bidder.
Centralized control of borrowing
and lending means financial
dictatorship. The Russians eall it

“*control by the ruble.’”{20)

Where the Blame Lies

Do we want “control by the
dollar”’? We are headed in that
direetion. We are blaming our
troubles wrongly on our free
enterprise system instead of our
unsound banking system. A
dollar is a standard of value and
a stable supply of dollars is
therefore extremely important,
Our society is as dependent on
the accuracy of that standard as
it is on the accuracy of our
standards of length or weight.
We foolishly allowed our banks to

. debase our dcllars by theée

unsound practice of berrowing
short and lending long. That led
to 50 many economic ills that our
whole economic system is now
threatened.

Some say reform is not
politically feasible. But can our
republic survive without a
reliable standard of value? Let’s
admit that when something is
causing trouble, nothing is more
tmpractical than to worry about
the effects while ignoring the
cause. Borrowing short and
terding long - when combined
with the clearing operations of a
commercial banking system
give us an unreliable standard of
value. It is therefore imperative
that we (1) put our banks on a
sound basis now so they won't
collapse again, (2) insist that
banks operate on a sounder basis
in the future, and (3) pass a
constitutional amendment that
will keep our supply of money at
whatever level is deemed

necessary to support our
economy. This can be
accomplished without depriving
anyone of a single dollar he has
access lo today - and without
adding to the supply of
money.(21)

To whom should we lock for
leadership to bring about this
much needed reform? To our
bankers. They shoilld see the
handwriting on the wall more
clearly than anybody. They know
the problems that arise from
borrowing short and lending
long. They know the long arm of
government will control them
more and more if they persist in
continuing this practice. And
they know there is a sounder
method of intermediation - the
method suggested by George S.
Moore, President, First National
City Bank of New York. His bank
first introduced the negotiable
certificate of deposit (CD) in the
early 1960’s.

Misuse of CDs led to the credit
crunch in 1966. Banks had been
making five year loans with
funds obtained by the sale of one
year CDs. This led to a runoff of
CDs when the return on good
commercial paper exceeded the
interest rate banks were
permitted to pay. The resulting
liquidity squeeze was so acute
even during 1965 that there was
some talk of restricting the Issue
of CDs. It was then that Moore
proposed a more sensible
solution:

“It would reduce the risk of
being illiquid if there could be a
‘back-to-nack’ relationship
between term loans and CDs -
i.e., a five-year loan with a 51
per cent yield would be based on
a five-year CD paying a 4} per
cent interest rate. That way the
banks could budget their income

and obligations more prec-
isely.” (22)

This is refreshing rationality.
Although Moere was referring
only to CDs as currently being
used, he stated a principle upon
which all financial
intermediation by banks should
be based. Al funds loaned by
banks should come from the
issue of negotiable CDs with
maturities and yields taflored to
meet the needs of borrowers and
savers. And hanks should be
reguired to maintain a ‘“‘back-to-
back” relstion between loans
and CDs.Banks would then have
100 per cent cash reserves béhind
their checking accounis. There
would be me savings accounts.
Those with savings would buy
negotiable 'CDs. Liquidity
squeezes such as we have had in
the past would then be an
impossibility. There would be no
more borrowing short and
lending long — none of the
multitude of problems and
changing expectations caused
by that unsound paracice - and no
excuse for any conirels of
borrowing and lending except to
maintain the ‘‘back-to-back”
relation between loans and CDs.

When the above suggestions
were brought to the attention of a
member of the Federal Reserve
Board, he replied:

“I certainly have no quarrel
with the commercial bank.
any other financial intermediary
that succeeds in meshing the
maturity profile of its assets and
liabilities. More power to it!
Every step in that direction has a
stabllizing effect on the economy
whenever the economy is
confronted with real or fancied
disturbances affecting people's
desire for liquidity.” (leiter, May
18, 1966. Emphasis added)



Any responsible cifizen must
mesh the maturity profile of his
assets and labflities. How else
can he keep from going
bankrupt? Shouldn't we éxpect
an equally high standard of our
bankers - those who are
entrusted with the life savings of
so many of our citizens?

‘The Panic of 1307 led to the
Federal Reserve System - which
did not selve the problem. The
collapse of 1933 led to the FDIC -
which still has not solved the
problem. Ii is the responsibility
of our bankers to spare us
another such calamity. They can
do it. Congress will pass the
necessary legislation when our
bankers ask for it. If that
legislation 1s not passed before
another calamity occurs, there is
grave danger of our being swept
into complete ‘‘control by the
dollar” or, worse still, of losing
our financial sovereignty.

Will oiur bankers rise to the
challenge?
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Sidney Brown, Economics Editor of the Commercial
& Financial Chronjcle has diagnosed and given a

suggested solution for our liquidity problems in
his weekly columm for June 25, 1970. His column
is called "THE STATE OF TRADE AND INDUSTRY".

The last three paragraphs (see below) will sound
familiar to anyone who has read my "Periodic
Liquidity Crises: The Real Cause and Cure',
appearing in that paper October 20, 1966 - or

my current article (7/9/70).

Cardiac Arrest from Borrowing
Short and Lending Long

For years, mongtary
academicians and bankers have
preached, successfully, against
matching borrowing and lending
maturities. They disdaired such
back-to-back habits. Their
argument was liquidity is not
lessened when an economic
collapse occurs, and that money
borrowed for one purpose (short
term) would go undetected into
uses which whould be financed

longer term. Therefore, the:‘y'

argued, there is no point to
attempting such matcmng to
prevent simultaneous short term
liabilities and long term: loans.
Anyway, they added, the Federal
Reserve is a lender of 1ast resort,
and lodns are made with partial
repayment schedules so that
there is always repayments
coming in. Why worry?.

““The State of Trade’ is
worried. Loose money supply
creation based 6n government

rather than productive private
debt, oblivicus of the dictum of
attuning borrowings to lending
maturities, has again come home
to roost. Inflation has thrown a
road block preventing the ease
with which even the “‘nearpanic”
of 1966 was averted in time. Cost-
push inflation today compounded
with ap economic halt and a
gloomier balance of payments
picture than even last year has
made matters worse.
The Suggested Solution
This problem can only be
solved if we get back to the
pattern of reducing unit costs,
and increasing productivity. This
progress can only be abbeted by
the kind of credit controls which
pressures productivity gains, by
changing the way we create
money, from monetizing
governments to monetizing
private productive debt, and by
aligning borrowing with lending
maturities.
— Sidney Brown.

1f banks were truly matching borrowing with
lending maturities they would no longer be
monetizing any debt - government oOT private,

The lending of money would be completely divorced
from the creation of monmey. That is as is should
be. No private corporation should have the power

to alter the supply of money.

10 f
' o Robert de Fremery



