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Introduction

In the midst of great abundance our leaders promote privation. We are told that
national health care is unaffordable, while hospital beds are empty. We are told that
we cannot afford to hire more teachers, while many teachers are unemployed. And
we are told that we cannot afford to give away school lunches, while surplus food
goes to waste.

When people and physical capital are employed productively, government spending
that shifts those resources to alternative use forces a trade-off. For example, if
thousands of young men and women were conscripted into the armed forces the
country would receive the benefit of a stronger military force. However, if the new
soldiers had been home builders, the nation may suffer a shortage of new homes.
This trade-off may reduce the general welfare of the nation if Americans place a
greater value on new homes than additional military protection. If, however, the new
military manpower comes not from home builders but from individuals who were
unemployed, there is no trade-off. The real cost of conscripting home builders for
military service is high; the real cost of employing the unemployed is negligible.

The essence of the political process is coming to terms with the inherent trade-offs
we face in a world of limited resources and unlimited wants. The idea that people can
improve their lives by depriving themselves of surplus goods and services contradicts
both common sense and any respectable economic theory. When there are
widespread unemployed resources as there are today in the United States, the trade-
off costs are often minimal, yet mistakenly deemed unaffordable.

When a member of Congress reviews a list of legislative proposals, he currently
determines affordability based on how much revenue the federal government wishes
to raise, either through taxes or spending cuts. Money is considered an economic
resource. Budget deficits and the federal debt have been the focal point of fiscal
policy, not real economic costs and benefits. The prevailing view of federal spending
as reckless, disastrous and irresponsible, simply because it increases the deficit,
prevails.

Interest groups from both ends of the political spectrum have rallied around various
plans designed to reduce the deficit. Popular opinion takes for granted that a
balanced budget yields net economic benefits only to be exceeded by paying off the
debt. The Clinton administration claims a lower 1994 deficit as one of its highest
achievements. All new programs must be paid for with either tax revenue or
spending cuts. Revenue neutral has become synonymous with fiscal responsibility.

The deficit doves and deficit hawks who debate the consequences of fiscal policy both
accept traditional perceptions of federal borrowing. Both sides of the argument
accept the premise that the federal government borrows money to fund
expenditures. They differ only in their analysis of the deficit's effects. For example,
doves may argue that since the budget does not discern between capital investment
and consumption expenditures, the deficit is overstated. Or, that since we are
primarily borrowing from ourselves, the burden is overstated. But even if policy
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makers are convinced that the current deficit is a relatively minor problem, the
possibility that a certain fiscal policy initiative might inadvertently result in a high
deficit, or that we may owe the money to foreigners, imposes a high risk. It is
believed that federal deficits undermine the financial integrity of the nation.

Policy makers have been grossly misled by an obsolete and non-applicable fiscal and
monetary understanding. Consequently, we face continued economic under-
performance.

Statement of Purpose

The purpose of this work is to clearly demonstrate, through pure force of logic, that
much of the public debate on many of today's economic issues is invalid, often going
so far as to confuse costs with benefits. This is not an effort to change the financial
system. It is an effort to provide insight into the fiat monetary system, a very
effective system that is currently in place.

The validity of the current thinking about the federal budget deficit and the federal
debt will be challenged in a way that supersedes both the hawks and the doves. Once
we realize that the deficit can present no financial risk, it will be evident that
spending programs should be evaluated on their real economic benefits, and weighed
against their real economic costs. Similarly, a meaningful analysis of tax changes
evaluates their impact on the economy, not the impact on the deficit. It will also be
shown that taxed advantaged savings incentives are creating a need for deficit
spending.

The discussion will begin with an explanation of fiat money, and outline key elements
of the operation of the banking system. The following points will be brought into
focus:

Monetary policy sets the price of money, which only indirectly determines the
quantity. It will be shown that the overnight interest rate is the primary tool of
monetary policy. The Federal Reserve sets the overnight interest rate, the price
of money, by adding and draining reserves. Government spending, taxation,
and borrowing can also add and drain reserves from the banking system and,
therefore, are part of that process.
The money multiplier concept is backwards. Changes in the money supply
cause changes in bank reserves and the monetary base, not vice versa.
Debt monetization cannot and does not take place.
The imperative behind federal borrowing is to drain excess reserves from the
banking system, to support the overnight interest rate. It is not to fund
untaxed spending. Untaxed government spending (deficit spending) as a
matter of course creates an equal amount of excess reserves in the banking
system. Government borrowing is a reserve drain, which functions to support
the fed funds rate mandated by the Federal Reserve Board of Governors.
The federal debt is actually an interest rate maintenance account (IRMA).
Fiscal policy determines the amount of new money directly created by the
federal government. Briefly, deficit spending is the direct creation of new
money. When the federal government spends and then borrows, a deposit in
the form of a treasury security is created. The national debt is essentially equal
to all of the new money directly created by fiscal policy.
Options over spending, taxation, and borrowing, however, are not limited by
the process itself but by the desirability of the economic outcomes. The amount
and nature of federal spending as well as the structure of the tax code and
interest rate maintenance (borrowing) have major economic ramifications. The
decision of how much money to borrow and how much to tax can be based on
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the economic effect of varying the mix, and need not focus solely on the mix
itself (such as balancing the budget).

Finally, the conclusion will incorporate five additional discussions:

What if no one buys the debt?
How the government manages to spend as much as it does and not cause
hyper-inflation.
Full employment AND price stability
Taxation.
A discussion of foreign trade.

Fiat Money

Historically, there have been three categories of money: commodity, credit, and fiat.
Commodity money consists of some durable material of intrinsic value, typically gold
or silver coin, which has some value other than as a medium of exchange. Gold and
silver have industrial uses as well as an aesthetic value as jewelry. Credit money
refers to the liability of some individual or firm, usually a checkable bank deposit.
Fiat money is a tax credit not backed by any tangible asset.

In 1971 the Nixon administration abandoned the gold standard and adopted a fiat
monetary system, substantially altering what looked like the same currency. Under a
fiat monetary system, money is an accepted medium of exchange only because the
government requires it for tax payments.

Government fiat money necessarily means that federal spending need not be based
on revenue. The federal government has no more money at its disposal when the
federal budget is in surplus, than when the budget is in deficit. Total federal expense
is whatever the federal government chooses it to be. There is no inherent financial
limit. The amount of federal spending, taxing and borrowing influence inflation,
interest rates, capital formation, and other real economic phenomena, but the
amount of money available to the federal government is independent of tax revenues
and independent of federal debt. Consequently, the concept of a federal trust fund
under a fiat monetary system is an anachronism. The government is no more able to
spend money when there is a trust fund than when no such fund exists. The only
financial constraints, under a fiat monetary system, are self imposed.

The concept of fiat money can be illuminated by a simple model: Assume a world of a
parent and several children. One day the parent announces that the children may
earn business cards by completing various household chores. At this point the
children won't care a bit about accumulating their parent's business cards because
the cards are virtually worthless. But when the parent also announces that any child
who wants to eat and live in the house must pay the parent, say, 200 business cards
each month, the cards are instantly given value and chores begin to get done. Value
has been given to the business cards by requiring them to be used to fulfill a tax
obligation. Taxes function to create the demand for federal expenditures of fiat
money, not to raise revenue per se. In fact, a tax will create a demand for at LEAST
that amount of federal spending. A balanced budget is, from inception, the MINIMUM
that can be spent, without a continuous deflation. The children will likely desire to
earn a few more cards than they need for the immediate tax bill, so the parent can
expect to run a deficit as a matter of course.

To illustrate the nature of federal debt under a fiat monetary system, the model of
family currency can be taken a step further. Suppose the parent offers to pay
overnight interest on the outstanding business cards (payable in more business
cards). The children might want to hold on to some cards to use among themselves
for convenience. Extra cards not needed overnight for inter-sibling transactions would
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probably be deposited with the parent. That is, the parent would have borrowed back
some of the business cards from the children. The business card deposits are the
national debt that the parent owes.

The reason for the borrowing is to support a minimum overnight lending rate by
giving the holders of the business cards a place to earn interest. The parent might
decide to pay (support) a high rate of interest to encourage saving. Conversely, a low
rate may discourage saving. In any case, the amount of cards lent to the parent each
night will generally equal the number of cards the parent has spent, but not taxed -
the parent's deficit. Notice that the parent is not borrowing to fund expenditures, and
that offering to pay interest (funding the deficit) does not reduce the wealth
(measured by the number of cards) of each child.

In the U. S., the 12 members of the Federal Open Market Committee decide on the
overnight interest rate. That, along with what Congress decides to spend, tax, and
borrow (that is, pay interest on the untaxed spending), determines the value of the
money and, in general, regulates the economy.

Federal borrowing and taxation were once part of the process of managing the
Treasury's gold reserves. Unfortunately, discussions about monetary economics and
the U. S. banking system still rely on many of the relationships observed and
understood during the time when the U. S. monetary regime operated under a gold
standard, a system in which arguably the government was required to tax or borrow
sufficient revenue to fund government spending. Some of the old models are still
useful in accurately explaining the mechanics of the banking system. Others have
outlived their usefulness and have led to misleading constructs. Two such vestiges of
the gold standard are the role of bank reserves (including the money multiplier) and
the concept of monetization. An examination of the workings of the market for bank
reserves reveals the essential concepts. (Additional monetary history and a more
detailed explanation is provided in the appendix.

The Inelasticity of the Reserve Market:
 Lagged versus Contemporaneous Accounting

The Fed defines the method that banks are required to use in computing deposits and
reserve requirements. The period which a depository institution's average daily
reserves must meet or exceed its specified required reserves is called the reserve
maintenance period. The period in which the deposits on which reserves are based
are measured is the reserve computation period. The reserve accounting method was
amended in 1968 and again in 1984 but neither change altered the Fed's role in the
market for reserves.

Before 1968 banks were required to meet reserve requirements contemporaneously:
reserves for a week had to equal the required percentage for that week. Banks
estimated what their average deposits would be for the week and applied the
appropriate required reserve ratio to determine their reserve requirement. The
reserve requirement was an obligation each bank was legally required to meet. Bank
reserves and deposits, of course, continually change as funds are deposited and
withdrawn which confounded the bank manager's task of managing reserve balances.
Because neither the average deposits for a week nor the average amount of required
reserves could be known with any degree of certainty until after the close of the last
day it was "like trying to hit a moving target with a shaky rifle." Therefore, in
September 1968, lagged reserve accounting (LRA) replaced contemporaneous
reserve accounting (CRA). Under LRA the reserve maintenance period was seven
days ending each Wednesday (see Figure 1a). Required reserves for a maintenance
period were based on the average daily reservable deposits in the reserve
computation period ending on a Wednesday two weeks earlier. The total amount of
required reserves for each bank and for the banking system as a whole was known in
advance. Actual reserves could vary, but at least the target was stable.



3/27/2018 Soft Curency Economics paper

https://web.archive.org/web/20060904234833/http://epicoalition.org:80/docs/soft0004.htm 5/26

In 1984 the Board of Governors of the Federal Reserve System reinstated CRA. The
reserve accounting period is now two weeks (see Figure 1b). Reserves on the last
day of the accounting period are one-fourteenth of the total to be averaged. For
example, if a bank borrowed $7 billion for one day it would currently add 1/14 of $7
billion, or $500 million, to the average level of reserves for the maintenance period.
Although this system is called contemporaneous it is, in practice, a lagged system
because there is still a two-day lag: reserve periods end on Wednesday but deposit
periods end on the preceding Monday. Thus even under CRA the banking system is
faced with a fixed reserve requirement as it nears the end of each accounting period.

The 1984 adoption of CRA occurred as federal officials, economists, and bankers
debated whether shortening the reserve accounting lag could give the Fed control of
reserve balances. The change was consciously designed to give the Fed direct control
over reserves and changes in deposits. Federal Reserve Chairman Volcker favored the
change to CRA in the mistaken belief that a shorter lag in reserve accounting would
give the Fed greater control over reserves and hence the money supply. Chairman
Volcker was mistaken. The shorter accounting lag did not (and could not) increase
the Fed's control over the money supply because depository institutions reserve
requirements are based on total deposits from the previous accounting period. Banks
for all practical purposes cannot change their current reserve requirements.

Under both CRA and LRA the Fed must provide enough reserves to meet the known
requirements, either through open market operations or through the discount
window. If banks were left on their own to obtain more reserves no amount of
interbank lending would be able to create the necessary reserves. Interbank lending
changes the location of the reserves but the amount of reserves in the entire banking
system remains the same. For example, suppose the total reserve requirement for
the banking system was $60 billion at the close of business today but only $55 billion
of reserves were held by the entire banking system. Unless the Fed provides the
additional $5 billion in reserves, at least one bank will fail to meet its reserve
requirement. The Federal Reserve is, and can only be, the follower, not the leader
when it adjusts reserve balances in the banking system.

The role of reserves may be widely misunderstood because it is confused with the
role of capital requirements. Capital requirements set standards for the quality and
quantity of assets which banks hold on the quality of its loans. Capital requirements
are designed to insure a minimum level of financial integrity. Reserve requirements,
on the other hand, are a means by which the Federal Reserve controls the price of
funds which banks lend. The Fed addresses the quantity and risk of loans through
capital requirements, it addresses the overnight interest rate by setting the price of
reserves.

The Myth of the Money Multiplier

Everyone who has studied money and banking has been introduced to the concept of
the money multiplier. The multiplier is a factor which links a change in the monetary
base (reserves + currency) to a change in the money supply. The multiplier tells us
what multiple of the monetary base is transformed into the money supply (M = m x
MB). Since George Washington's portrait first graced the one dollar bill students have
listened to the same explanation of the process. No matter what the legally required
reserve ratio was, the standard example always assumed 10 percent so that the
math was simple enough for college professors. What joy must have spread through
the entire financial community when, on April 12, 1992, the Fed, for the first time,
set the required reserve ratio at the magical 10 percent. Given the simplicity and
widespread understanding of the money multiplier it is a shame that the myth must
be laid to rest.

The truth is the opposite of the textbook model. In the real world banks make
loans independent of reserve positions, then during the next accounting
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period borrow any needed reserves. The imperatives of the accounting
system, as previously discussed, require the Fed to lend the banks whatever
they need.

Bank managers generally neither know nor care about the aggregate level of
reserves in the banking system. Bank lending decisions are affected by the price of
reserves, not by reserve positions. If the spread between the rate of return on an
asset and the fed funds rate is wide enough, even a bank deficient in reserves will
purchase the asset and cover the cash needed by purchasing (borrowing) money in
the funds market. This fact is clearly demonstrated by many large banks when they
consistently purchase more money in the fed funds market than their entire level of
required reserves. These banks would actually have negative reserve levels if not for
fed funds purchases i.e. borrowing money to be held as reserves.

If the Fed should want to increase the money supply, devotees of the money
multiplier model (including numerous Nobel Prize winners) would have the Fed
purchase securities. When the Fed buys securities reserves are added to the system.
However, the money multiplier model fails to recognize that the added reserves in
excess of required reserves drive the funds rate to zero, since reserve requirements
do not change until the following accounting period. That forces the Fed to sell
securities, i.e., drain the excess reserves just added, to maintain the funds rate
above zero.

If, on the other hand, the Fed wants to decrease money supply, taking reserves out
of the system when there are no excess reserves places some banks at risk of not
meeting their reserve requirements. The Fed has no choice but to add reserves back
into the banking system, to keep the funds rate from going, theoretically, to infinity.

In either case, the money supply remains unchanged by the Fed's action. The
multiplier is properly thought of as simply the ratio of the money supply to the
monetary base (m = M/MB). Changes in the money supply cause changes in the
monetary base, not vice versa. The money multiplier is more accurately thought of as
a divisor (MB = M/m).

Failure to recognize the fallacy of the money-multiplier model has led even some of
the most well- respected experts astray. The following points should be obvious, but
are rarely understood:

1. The inelastic nature of the demand for bank reserves leaves the FED no
control over the quantity of money. The FED controls only the price.

2. The market participants who have a direct and immediate effect on the
money supply include everyone except the FED.

The Myth of Debt Monetization

The subject of debt monetization frequently enters discussions of monetary policy.
Debt monetization is usually referred to as a process whereby the Fed buys
government bonds directly from the Treasury. In other words, the federal
government borrows money from the Central Bank rather than the public. Debt
monetization is the process usually implied when a government is said to be printing
money. Debt monetization, all else equal, is said to increase the money supply and
can lead to severe inflation. However, fear of debt monetization is unfounded, since
the Federal Reserve does not even have the option to monetize any of the
outstanding federal debt or newly issued federal debt.

As long as the Fed has a mandate to maintain a target fed funds rate, the
size of its purchases and sales of government debt are not discretionary.
Once the Federal Reserve Board of Governors sets a fed funds rate, the Fed's
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portfolio of government securities changes only because of the transactions that are
required to support the funds rate. The Fed's lack of control over the quantity of
reserves underscores the impossibility of debt monetization. The Fed is unable to
monetize the federal debt by purchasing government securities at will because to do
so would cause the funds rate to fall to zero. If the Fed purchased securities directly
from the Treasury and the Treasury then spent the money, it's expenditures would be
excess reserves in the banking system. The Fed would be forced to sell an equal
amount of securities to support the fed funds target rate. The Fed would act only as
an intermediary. The Fed would be buying securities from the Treasury and selling
them to the public. No monetization would occur.

To monetize means to convert to money. Gold used to be monetized when the
government issued new gold certificates to purchase gold. In a broad sense, federal
debt is money, and deficit spending is the process of monetizing whatever the
government purchases. Monetizing does occur when the Fed buys foreign currency.
Purchasing foreign currency converts, or monetizes, that currency to dollars. The Fed
then offers U.S. Government securities for sale to offer the new dollars just added to
the banking system a place to earn interest. This often misunderstood process is
referred to as sterilization.

Operating Procedure for the Federal Reserve:
 

How Fed Funds Targeting Fits Into Overall Monetary Policy

The Federal Reserve is presumed to conduct monetary policy with the ultimate goal
of a low inflation and a monetary and financial environment conducive to real
economic growth. The Fed attempts to manage money and interest rates to achieve
its goals. It selects one or more intermediate targets, because it believes they have
significant effects on the money supply and the price level.

Whatever the intermediate targets of monetary policy may be, the Fed's primary
instrument for implementing policy is the federal funds rate. The fed funds rate is
influenced by open market operations. It is maintained or adjusted in order to guide
the intermediate target variable. If the Fed is using a quantity rule (i.e., trying to
determine the quantity of money), the intermediate target is a monetary aggregate
such as M1 or M2. For instance, if M2 grows faster than its target rate the Fed may
raise the fed funds rate in an effort to slow the growth rate of M2. If M2 grows too
slowly the Fed may lower the fed funds rate. If the Fed chooses to use the value of
money as its intermediate target then the fed funds target will be set based on a
price level indicator such as the price of gold or the Spot Commodities Index. Under a
price rule the price of gold, for example, is targeted within a narrow band. The Fed
raises the fed funds rate when the price exceeds its upper limit and lowers the rate
when the price falls below its lower limit in hopes that a change in the fed funds rate
returns the price of gold into the target range.

Open market operations offset changes in reserves caused by the various factors
which affect the monetary base, such as changes in Treasury deposits with the Fed,
float, changes in currency holdings, or changes in private borrowing. Open market
operations act as buffers around the target fed funds rate. The target fed funds rate
may go unchanged for months. In 1993, the target rate was held at 3 percent
without a single change. In other years the rate was changed several times.

Mechanics of Federal Spending

The federal government maintains a cash operating balance for the same reason
individuals and businesses do; current receipts seldom match disbursements in
timing and amount. The U. S. Treasury holds its working balances in the 12 Federal
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Reserve Banks and pays for goods and services by drawing down these accounts.
Deposits are also held in thousands of commercial banks and savings institutions
across the country. Government accounts at commercial banks are called Tax and
Loan accounts because funds flow into them from individual and business tax
payments and proceeds from the sale of government bonds. Banks often pay for their
purchases of U. S. Treasury securities or purchases on behalf of their customers by
crediting their Tax and Loan accounts.

The Treasury draws all of its checks from accounts at the Fed. The funds are
transferred from the Tax and Loan accounts to the Fed then drawn from the Fed
account to purchase goods and services or make transfer payments. Suppose the
Treasury intends to pay $500 million for a B-2 stealth bomber. The Treasury transfers
$500 million from its Tax and Loan accounts to its account at the Fed. The
commercial banks now have $500 million less in deposits and hence $500 million less
reserves. At the Fed, reserves decrease by $500 million while Treasury deposits have
increased by $500 million. At this instant the increase in U. S. Treasury deposits
reduces reserves and the monetary base but when the Treasury pays for the bomber
the preceding process is reversed. U. S. Treasury deposits at the Fed fall by $500
million and the defense contractor deposits the check received from the Treasury in
its bank, whose reserves rise by $500 million. Government spending does not change
the monetary base when reserves move simultaneously in equal amounts and
opposite directions.

Figure 2 compares the T-accounts of the banking system, the Treasury and the
Federal Reserve for a $100 million expenditure. Figure 2a shows the net change for
an expenditure offset by tax receipts. Figure 2b shows the net change when the
expenditure is offset by borrowing. In either case reserve balances are left
unchanged. There is no net change in the banking system when the bomber is paid
for with tax receipts. When the Treasury issues securities to pay for the bomber,
deposits in the banking system increase by $100 million. The Federal Reserve's use
of offsetting open market operations to keep the funds rate within its prescribed
range is primarily applied to changes in government deposit balances.

Federal Government Spending, Borrowing, and Debt

The Fed's desire to maintain the target fed funds rate links government spending,
which adds reserves to the banking system, and government taxation and borrowing,
which drain reserves from the banking system. Under a fiat monetary system, The
government spends money and then borrows what it does not tax, because
deficit spending, not offset by borrowing, would cause the fed funds rate to
fall.

The Federal Reserve does not have exclusive control of reserve balances. Reserve
balances can be affected by the Treasury itself. For example, if the Treasury sells
$100 of securities, thereby increasing the balance of it's checking account at the Fed
by $100, reserves decline just as if the Fed had sold the securities. When either
government entity sells government securities reserve balances decline. When either
buys government securities (in this case the Treasury would be retiring debt)
reserves in the banking system increase. The monetary constraints of a fed funds
target dictate that the government cannot spend money without borrowing (or
taxing), nor can the government borrow (or tax) without spending. The financial
imperative is to keep the reserve market in balance, not to acquire money to spend.

The Interest Rate Maintenance Account (IRMA)

Over the course of time the total number of dollars that have been drained from the
banking system to maintain the fed funds rate is called the federal debt. A more
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appropriate name would be the Interest Rate Maintenance Account (IRMA). The IRMA
is simply an accounting of the total amount of securities issued to pay interest on
untaxed money spent by the government.

Consider the rationale behind adjusting the maturities of government securities.
Since the purpose of government securities is to drain reserves from the banking
system and support an interest rate, the length, or maturity, of the securities is
irrelevant for credit and rollover purposes. In fact, the IRMA could consist entirely of
overnight deposits by member banks of the Fed, and the Fed could support the fed
funds rate by paying interest on all excess reserves. One reason for selling long-term
securities might be to support long-term interest rates.

Fiscal Policy Options

The act of government spending and concurrent taxation gives the illusion that the
two are inextricably linked. The illusion is strengthened by the analogy of government
as a business or government as a household. Businesses and households in the
private sector are limited in how much they may borrow by the market's willingness
to extend credit. They must borrow to fund expenditures. The federal government,
on the other hand, is able to spend a virtually unlimited amount first, adding
reserves to the banking system, and then borrow, if it wishes to conduct a
reserve drain.

Each year Congress approves a budget outlining federal expenditures. Congress also
decides how to finance those expenditures; in fiscal 1993 for example, government
expenditures were $1.5 trillion. The financing was made up of $1.3 trillion in tax
receipts and $0.2 trillion in borrowing. The total revenue must equal total
expenditures to maintain control of the fed funds rate. The composition of the total
revenue between taxes and borrowing is at the discretion of Congress. The economic
impact of varying the composition of government financing between taxes and
borrowing is worthy of much research, discussion and debate. Unfortunately, sober
discussion of the deficit's economic implications have been dominated by apocalyptic
sermons on the evils of deficit spending per se.

Since the federal budget deficit became an issue in the early eighties the warnings
abound over the severe consequences of partaking in the supposedly sinister practice
of borrowing money from the private sector. Enough warnings about the federal
deficit have been made by Democrats, Republicans and other patriotic Americans to
fill a new wing in the Smithsonian. The following is but a small sample:

"The national deficit is like cancer. The sooner we act to restrict it the healthier our
fiscal body will be and the more promising our future." Senator Paul Simon (D-IL).

"...because of the manner in which our debt has been financed, we are at great risk if
interest rates rise dramatically, or even moderately. The reason is that over 70
percent of the publicly- held debt is financed for less that five years. That's suicide in
business, that's suicide in your personal life, and that's suicide in your government."
Ross Perot.

"Our nation's wealth is being drained drop by drop, because our government
continues to mount record deficits...The security of our country depends on the fiscal
integrity of our government, and we're throwing it away." Senator Warren
Rudman.

"...a blow to our children's living standards." The New York Times.

"...this great nation can no longer tolerate running runaway deficits and exorbitant
annual interest payments..." Senator Howell T. Heflin, (D-AL).
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"The federal deficit...will continue to erode our capacity to respond to the economic
and social challenges of the 21st century." "...we are broke when we have to borrow
to pay interest on the debt." Senator Frank Murkowski, (R-AK).

"...fiscal child abuse." Senator William H. Cohen, (R-ME).

"This problem [government debt]...will precipitate an economic nightmare that will
dwarf the Great Depression." "The country's impending financial crisis is nearly upon
us. The time for polite debate has passed. Our national debt crisis can and will bring
the United States to its knees..." Harry E. Figgie, Bankruptcy 1995.

All of this over a simple reserve drain! Real economic consequences, like inflation, are
generally never even mentioned. The concerns are financial. Many of the drastic
comments made about the deficit come from intelligent, competent, well-
accomplished citizens. The concern for the welfare of America and for the nation's
future is genuine. However, in their haste to renounce financing decisions which
would, in fact, be very harmful if not impossible for a private business or a
household, they overlook the important differences between private finance and
public finance. If you refer back to the parent child analogy, it is the difference
between spending your own business cards and spending someone else's.

ADDITIONAL DISCUSSIONS

What if No One Buys the Debt?

It is not possible to adequately address every question raised by debtphobes. One of
the most common concerns, however, clearly illustrates the unfounded fear that
arises from confusing private borrowing with public borrowing. The question is based
on an image of Uncle Sam being turned away by lenders and being stuck without
financing.

Fear the government will be unable to sell securities overlooks the mechanics of the
process itself. The imperative of borrowing is interest rate support. By issuing
government securities, the government offers banks an opportunity to exchange non-
interest bearing reserves for interest bearing securities. If all banks would rather earn
zero interest on their assets than accept interest payments from the government, the
refusal to accept interest becomes a de facto tax on the banking system. From the
Treasury's point of view the government's inability to attract any lenders would
actually be a benefit. Imagine, the government spends money and the banking
system, in a sense, lends the money at zero interest by refusing to accept interest on
the new deposits which the government spending created. Instead, the banking
system is content to leave the money in a non-interest bearing account at the Fed.
The money is held at the Fed either way - it has no other existence. If the money is
left as excess reserves it sits in an non-interest bearing account at the Fed. If the
money is loaned to the government by purchasing government securities it again is
held at the government's account at the Fed.

Savings and Investment:
 

How the Government Spends and Borrows As Much As It Does Without
Causing Hyperinflation

Most people are accustomed to viewing savings from their own individual point of
view. It can be difficult to think of savings on the national level. Putting part of one's
salary into a savings account means only that an individual has not spent all of his
income. The effect of not spending as such is to reduce the demand for consumption
below what would have been if the income which is saved had been spent. The act of
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saving will reduce effective demand for current production without necessarily
bringing about any compensating increase in the demand for investment. In fact, a
decrease in effective demand most likely reduces employment and income. Attempts
to increase individual savings may actually cause a decrease in national income, a
reduction in investment, and a decrease in total national savings. One person's
savings can become another's pay cut. Savings equals investment. If investment
doesn't change, one person's savings will necessarily be matched by another's'
dissavings. Every credit has an offsetting debit.

As one firm's expenses are another person's income, spending equal to a firm's
expenses is necessary to purchase it's output. A shortfall of consumption results in an
increase of unsold inventories. When business inventories accumulate because of
poor sales: 1) businesses may lower their production and employment and 2)
business may invest in less new capital. Businesses often invest in order to increase
their productive capacity and meet greater demand for their goods. Chronically low
demand for consumer goods and services may depress investment and leaves
businesses with over capacity and reduce investment expenditures. Low spending can
put the economy in the doldrums: low sales, low income, low investment, and low
savings.

When demand is strong and sales are high businesses normally respond by
increasing output. They may also invest in additional capital equipment. Investment
in new capacity is automatically an increase in savings. Savings rises because
workers are paid to produce capital goods they cannot buy and consume. The only
other choice left is for individuals to "invest" in capital goods, either directly or
through an intermediary. An increase in investment for whatever reason is an
increase in savings; a decrease in individual spending, however, does not cause an
increase in overall investment. Savings equals investment, but the act of
investment must occur to have real savings.

The relationship between individual spending decisions and national income is
illustrated by assuming the flow of money is through the banking system. The money
businesses pay their workers may either be used to buy their output or deposited in a
bank. If the money is deposited in a bank, the bank has two basic lending options.
The money can be loaned to: 1)someone else who wishes to purchase the output
(including the government), or 2) to businesses who paid the individuals in the first
place for the purpose of financing the unsold output. If the general demand for goods
declines the demand for loans to finance inventories rises. If, on the other hand,
individuals spent money at a high rate the demand for purchase loans would rise,
inventories would decline and the level of loans to finance business inventories would
fall.

The structural situation in the U. S. is one in which individuals are given powerful
incentives not to spend. This has allowed the government, in a sense, to spend
people's money for them. The reason that government deficit spending has not
resulted in more inflation is that it has offset a structurally reduced rate of private
spending. A large portion of personal income consists of IRA contributions, Keoghs,
life insurance reserves, pension fund income, and other money that compounds
continuously and is not spent. Similarly, a significant portion of business income is
also low velocity; it accumulates in corporate savings accounts of various types.
Dollars earned by foreign central banks are also not likely to be spent.

The root of this paradox is the mistaken notion that savings is needed to provide
money for investment. This is not true. In the banking system, loans, including those
for business investments, create equal deposits, obviating the need for savings as a
source of money. Investment creates its own money.

Once we recognize that savings does not cause investment it follows that the solution
to high unemployment and low capacity utilization is not necessarily to encourage
more savings. In fact, taxed advantaged savings has probably caused the private
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sector to desire to be a NET saver. This condition requires the public sector to run a
deficit, or face deflation.

Full Employment AND Price Stability

There is a very interesting fiscal policy option that is not under consideration,
because it may result in a larger budget deficit. The Federal government could offer a
job to anyone who applies, at a fixed rate of pay, and let the deficit float. This would
result in full employment, by definition. It would also eliminate the need for such
legislation as unemployment compensation and a minimum wage.

This new class of government employees, which could be called supplementary,
would function as an automatic stabilizer, the way unemployment currently does. A
strong economy with rising labor costs would result in supplementary employees
leaving their government jobs, as the private sector lures them with higher wages.
(The government must allow this to happen, and not increases wages to compete.)
This reduction of government expenditures is a contractionary fiscal bias. If the
economy slows, and workers are laid off from the private sector, they will
immediately assume supplementary government employment. The resulting increase
in government expenditures is an expansionary bias. As long as the government does
not change the supplementary wage, it becomes the defining factor for the currency-
the price around which free market prices in the private sector evolve.

A government using fiat money has pricing power that it may not understand. Once
the government levies a tax, the private sector needs the government's
money so it can pay the tax. The conventional understanding that the government
must tax so it can get money to spend does not apply to a fiat currency. Because the
private sector needs the government's money to meet its tax obligations, the
government can literally name its price for the money it spends. In a market
economy it is only necessary to define one price and let the market establish the
rest. For this example I am proposing to set the price of the supplementary
government workers.

This is not meant to be a complete analysis. It is meant to illustrate the point that
there are fiscal options that are not under consideration because of the fear of
deficits.

Taxation

Taxation is part of the process of obtaining the resources needed by the government.
The government has an infinite amount of its fiat currency to spend. Taxes are
needed to get the private sector to trade real goods and services in return for the fiat
money it needs to pay taxes. From the government's point of view, it is a matter of
price times quantity equals revenue.

Given this, the secondary effects of taxes can now be considered before deciding on
the tax structure. A sales tax will inhibit transactions, as will an income tax. This
tendency to restrict trade and transactions is generally considered a detriment. It
reduces the tendency to realize the benefits of specialization of labor and
comparative advantage. Furthermore, transaction taxes offer large rewards for
successful evasion, and therefore require powerful enforcement agencies and severe
penalties. They also result in massive legal efforts to transact without being subject
to the taxes as defined by the law. Add the this the cost of all of the record keeping
necessary to be in compliance. All of these are real economic costs of transactions
taxes.

A real estate tax is an interesting alternative. It is much easier to enforce, provides a
more stable demand for government spending, and does not discourage transactions.
It can be made progressive, if the democracy desires.
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How much money one has may be less important than how much one spends. This
not a common consideration. But having money does not consume real resources.
Nor does one person's accumulation of nominal wealth preclude another's, since the
quantity of money available is infinite. Fiat money is only a tax credit.

Perhaps those in favor of a progressive tax system should instead be concerned over
the disproportionate consumption of real resources. Rather than attempting to tax
away one's money at source, luxury taxes could be levied to prevent excess
consumption (not to raise revenue). The success of the luxury tax should be
measured by how little money it raises.

Foreign Trade

By the tenor of recent trade discussions it is apparent that the modern world has
forgotten that exports are the cost of imports. Under a gold standard, each
transaction was more clearly defined. If one imported cars, and paid in currency, the
cars had been exchanged for gold. Cars were imported and gold was exported. Fiat
money changed this. If a nation imports cars, and pays in its own fiat currency, cars
are still imported but no commodity is exported. The holder of that money has a very
loosely defined currency. In fact, the holder of currency is only guaranteed to be able
to buy something from a willing seller at the seller's offered price. Any country
running a trade surplus is taking risk inherent in accumulating fiat foreign currency.
Real goods and services are leaving the country running a surplus, in return for an
uncertain ability to import in the future. The importing country is getting real goods
and services, and agreeing only to later export at whatever price it pleases to other
countries holding its currency. That means that if the United States suddenly put a
tax on exports, Japan's purchasing power would be reduced.

Inflation vs. Price Increases

Little or no consideration has been given to the possibility that higher prices may
simply be the market allocating resources and not inflation.

Prices reflect the indifference levels where buyers and sellers meet. The market
mechanism allows the participants to make their purchases and sales at any price on
which they mutually agree. Market prices tend to change continuously. If, for
example, there is a freeze in Brazil, the price of coffee may go up. The higher price
accommodates the transfer of the remaining supply of coffee from the sellers to the
buyers.

Prices going up and down can be the market allocating resources, not a problem of
inflation. Inflation is the process whereby the government causes higher prices by
creating more money either directly through deficit spending, or indirectly by
lowering interest rates or otherwise encouraging borrowing. For example, when a
shortage of goods and services causes higher prices, a government may attempt to
help its constituents to buy more by giving them more money. Of course, a shortage
means that the desired products don't exist. More money just raises the price. When
that, in turn, causes the government to further increase the money available, an
inflationary spiral has been created. The institutionalization of this process is called
indexing.

Left alone, the price of coffee, gold, or just about anything may go up, down, or
sideways. Goods and services go through cycles. One year, there may be a record
harvest, and the next a disaster. Oil can be in shortage one decade, and then in
surplus the next. There could, conceivably, be years, or even decades when the CPI
grows at, say, 5% without any real inflation. There may be fewer things to go
around, with the market allocating them to the highest bidder.
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As the economy expands and the population increases, some items in relatively fixed
supply are bound to gain value relative to items in general supply. Specifically, gold,
waterfront property, and movie star retainers will likely increase relative to
computers, watches, and other electronics.

If the Fed should decide to manage the economy by targeting the price of gold, they
would respond to an increase in the price of gold with higher interest rates. The
purpose would be to discourage lending, thereby reducing money creation. In effect,
the Fed would try to reduce the amount of money we all have in order to keep the
price of gold down. That may then depress the demand for all other goods and
services, even though they may be in surplus. By raising rates, the Fed is saying that
there is too much money in the economy and it is causing a problem.

Presumably there is some advantage to targeting gold, the CPI, or any other index,
rather than leaving the money alone and letting the market adjust prices. Interest
rates can be too low and lead to excess money creation relative to the goods and
services available for sale. On the other hand, higher commodity prices may
represent the normal ebbs and flows in the markets for these items.

If there are indeed price increases due to changing supply dynamics, Fed policy of
restricting money may result in a slowdown of serious proportions which would not
have occurred if they had left interest rates alone.

Conclusion

The supposed technical and financial limits imposed by the federal budget deficit and
federal debt are a vestige of commodity money. Today's fiat currency system has no
such restrictions. The concept of a financial limit to the level of untaxed federal
spending (money creation/deficit spending) is erroneous. The former constraints
imposed by the gold standard have been gone since 1971. This is not to say that
deficit spending does not have economic consequences. It is to say that the full range
of fiscal policy options should be considered and evaluated based on their economic
impacts rather than imaginary financial restraints. Current macroeconomic policy can
center around how to more fully utilize the nation's productive resources. True
overcapacity is an easy problem to solve. We can afford to employ idle resources.

Obsolete economic models have hindered our ability to properly address real issues.
Our attention has been directed away from issues which have real economic effects
to meaningless issues of accounting. Discussions of income, inflation, and
unemployment have been overshadowed by the national debt and deficit. The range
of possible policy actions has been needlessly restricted. Errant thinking about the
federal deficit has left policy makers unwilling to discuss any measures which might
risk an increase in the amount of federal borrowing. At the same time they are
increasing savings incentives, which create further need for those unwanted deficits.

The major economic problems facing the United States today are not extreme. Only a
misunderstanding of money and accounting prevents Americans from achieving a
higher quality of life that is readily available.

Appendix

The U. S. Banking System
 

The Gold System as the Basis for Bank Reserves



3/27/2018 Soft Curency Economics paper

https://web.archive.org/web/20060904234833/http://epicoalition.org:80/docs/soft0004.htm 15/26

The gold standard was established in the U. S. in 1834. Under a gold standard the
price of gold is set in terms of the dollar. The dollar was defined as 23.22 fine grains
of gold. With 480 grains to the fine troy ounce, this was equivalent to $20.67 per
ounce. The monetary authority was then committed to keep the mint price of gold
fixed by being willing to buy or sell the gold in unlimited amounts.

The gold standard was suspended from 1861 to 1879 due to the Civil War. The
variant which prevailed in the U. S. from 1880 to 1914 was a fractional reserve gold
coin standard. Under that standard both government issued notes and notes issued
by commercial banks (also deposits) circulated alongside gold coins. These forms of
currency were each convertible on demand into gold. Gold reserves were held by the
issuers to maintain convertibility.

In 1934 the Gold Reserve Act devalued the dollar by increasing the monetary price of
gold from $20.67 to $35.00 an ounce. The Act put the U. S. on a limited gold bullion
standard under which redemption in gold was restricted to dollars held by foreign
central banks and licensed private users.

As a domestic monetary standard, gold reserves regulated the domestic money
supply. In a fractional reserve gold standard the money supply was determined by
the monetary gold stock and the ratio of the monetary gold stock to the total money
supply which consisted of gold coins, fiduciary notes and bank deposits. Money
creation was determined by the amount of gold reserves. Bank deposits depended on
1) the level of gold reserves held by commercial banks and the central bank, 2) the
preferences of the public for gold coins relative to other forms of money, and 3) legal
gold reserve ratios.

The primary attraction of gold as a basis for a monetary system is that its supply is
limited, or at least increases slowly, whereas fiat money is limited only by the
judgments of presumably fallible people. While the gold standard provided a stable
monetary framework during much of its reign as the prevailing world monetary
standard, the gold standard itself is not immune to problems of inflation and
deflation. For example, an increase in the gold supply brought about by a major gold
strike could increase prices and disrupt financial markets.

Under gold standard rules and regulations, gold set the ultimate barrier to the
expansion of bank reserves and the supply of Federal Reserve Notes. Gold set the
upper limit to liabilities of the Federal Reserve Banks. For example, in 1963 the note
and deposit liabilities of the Federal Reserve Banks could not exceed four times their
holdings of gold certificates, a special form of currency backed 100 percent by gold
actually held in the Treasury vaults at Fort Knox, Kentucky. If the total Federal
Reserve Bank liabilities were $50 billion then a least $12.5 billion of the total would
have to be in gold certificates. If the Fed were to reach the upper limit the Fed would
be unable to purchase any more government securities on balance or to increase
loans to member banks. This would mean that bank reserves could no longer
increase and would even have to shrink if the public wished to hold more currency. In
this case the upper limit in the money supply would have been reached. If a further
increase in the money supply appeared desirable the Fed had two options. First, the
Federal Reserve could lower the banks' requirements so that with the same volume of
reserves banks could lend larger sums. Second, the Board of Governors of the
Federal Reserve System could suspend the 25 percent gold certificate reserve
requirement.

The actual movement of gold into and out of the Treasury was a unique process
because of the status of gold as a monetary standard. A description of the process of
acquiring gold explains how gold certificates found their way into Federal Reserve
Banks. The term monetize means that the Treasury simply creates new money when
they acquire gold. When the Treasury wished to purchase a gold brick from a gold
mine they printed a gold certificate.
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In the actual process of monetizing gold the Treasury buys it from a gold mine. The
gold bars are delivered to Fort Knox. The government pays by issuing a check. The
gold mine deposits the check in its commercial bank. The commercial bank, in turn
sends the check to the Federal Reserve Bank for deposit to its reserve account there.
The Reserve Bank then reduces the Treasury's balance by the amount of the check.
The original outlay by the government has increased the gold mine's account without
reducing any other private account in the commercial banking system, and, the
commercial bank has gained reserves while no other bank has lost reserves. In
effect, the Treasury's balance at the Federal Bank has been shifted to a commercial
bank. Both the money supply and commercial bank reserves have been increased.

Note that this type of government spending which increases reserves and the money
supply is unique to the purchase of gold under a gold standard. When the
government buys anything other than gold they have to have, so to speak, money in
the bank to pay for it. The money the government spends on missiles, cement, paper
clips or the President's salary has to be raised by taxation or by borrowing. The
government, like everyone else, is prohibited from simply printing money to pay for
the things it buys. If the government assigned other commodities the role held by
gold only then would the government acquire cement or paper clips by printing
cement certificates or paper clip certificates. Everything else on which the
government spends is covered by taxes or borrowing. Therefore, expenditures by the
government from its account at the Fed are continuously offset by receipts of taxes
or borrowed funds.

Reserve Requirements, History, Rationale, Current Practice

Laws requiring banks and other depository institutions to hold a certain fraction of
their deposits in reserve, in very safe, secure, assets has been part of the U. S.
banking system since 1863, well before the establishment of the Federal Reserve
System in 1913. Prior to the existence of the Fed, reserve requirements were thought
to help ensure the liquidity of bank notes and deposits. But as bank runs and
financial panics continued periodically, it became apparent that reserve requirements
did not guarantee liquidity. The notion of reserve requirements as a source of liquidity
vanished completely upon creation of the Federal Reserve System as lender of last
resort.

Since 1913 there have been two primary roles associated with reserve requirements:
money control and a revenue source for the Treasury. The Federal Reserve has
viewed reserve requirements as a mechanism to stabilize the money supply. The Fed
has sought to set reserve requirements as part of the process of controlling the
money supply. The Fed's objective is to control the supply of reserves. In the theory
based on the gold standard an increase in the amount of reserves provided to the
banking system should be associated with an increase in reservable deposits in an
amount that is a multiple of the reserve increase. (Today, however, banks make loans
independent of their position. This critical departure will be discussed later.)

Reserve requirements also result in an implicit tax on banks because reserves held at
the Fed do not earn interest. Therefore, reserve requirements reduce the revenues of
the member banks. The burden of a given level of reserve requirement depends
heavily on the level of nominal interest rates: the higher the rates the greater the
earnings foregone. The magnitude of the reserve tax has varied considerably over the
last several years. When the nominal interest rate soared to over 10 percent in the
early 1980s foregone interest reached $4 billion per year. In the fourth quarter of
1992 the effective tax was at a rate of $700 million per year. Although the amount of
the reserve tax has declined in recent years as nominal interest rates have fallen the
impact of the reserve tax depends on the effective rate of taxation rather than the
total amount. The higher the effective tax rate on banks the lower the net return on
loans.
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As implied by basic tax theory, the higher the rate of taxation on the production of
any product the greater will be the price paid by the demanders of that product and
the lower will be the price received by the suppliers of that product. Taxes introduce a
wedge between prices paid and prices received. Borrowers pay more and banks
receive less for loans. A simple way in which the Fed could eliminate the reserve tax
on banks is to pay interest on the reserves. If the Fed paid a market- based rate of
interest on required reserve balances, the reserve tax would essentially be eliminated
as would the distortion of the tax on resource allocation. In the past, proposals to
pay interest on required reserve balances have encountered resistance because they
would reduce the earnings remitted by the Fed to the Treasury.

The reserve tax has always discouraged membership in the Federal Reserve System.
To reduce the burden of the tax, legislation was enacted to allow banks to use vault
cash to satisfy their reserve requirements. This change was phased-in beginning
December 1959. At the end of 1992, 56 percent of required reserve balances were in
the form of vault cash. Despite the efforts of the Federal Reserve System the
membership declined steadily. In 1959 approximately 85 percent of all transaction
deposits were at member banks. By 1980 the portion of transaction deposits at
member banks had fallen to less than 65 percent.

In response to declining membership the Fed sought changes, other than the
elimination of the reserve tax, to prevent membership attrition from further
undermining the efficacy of monetary policy. In 1980 Congress adopted legislation to
reform the reserve requirement rules. The Monetary Control Act of 1980 mandated
universal reserve requirements to be set by the Federal Reserve for all depository
institutions, regardless of their membership status. The act also simplified the
reserve requirement schedule.

The Discount Window: History and Operation

The role of the discount window changed considerably between the founding of the
Federal Reserve in 1913 and the 1930s as open market operations gradually replaced
discount window borrowing as the primary source of Federal Reserve credit. Then,
between 1934 and 1950 the discount window fell into disuse. Since the creation of
the Fed, Regulation A has set the procedures that banks must follow to gain access to
the discount window. Reserve banks may lend to depository institutions either
through advances secured by U. S. government securities or by discounting paper of
acceptable quality such as mortgage notes, local government securities and
commercial paper. The rate on the loans from Federal Reserve banks to depository
institutions is set administratively by the Fed. The Board of Governors initiates a
discount rate and the 12 regional Federal Reserve Banks adopt it within a two-week
period. Although we speak of the discount rate there are actually several rates
depending on the collateral offered by the borrower. Each Federal Reserve Bank's
board of directors sets its discount rates subject to approval of the Board of
Governors. Since the 1950s the Fed's stated policy discourages persistent reliance on
borrowing. Borrowing from the discount window is supposed to represent only a
modest share of total reserves. The actual amount of borrowed reserves is total
reserves demanded by the banking system minus the amount of unborrowed
reserves provided by the Fed through open market operations. Officially the Fed
fashions the discount window as a safety valve, a temporary source of resources
when they are not readily available from other sources. The discount window is
simply a means of accommodating the reserve requirements of the banking system -
the same reserves provided through open market operations but with a slightly
different price and slightly different packaging. Both the 1980 and 1990 versions of
Regulation A state as a general requirement that "Federal Reserve credit is not a
substitute for capital." But all along, fed policy has determined the amount of
borrowing. To the extent that immediate reserve needs are not provided through
open market purchases they must be provided through the discount window. In this
context the window's role is in meeting known reserve needs.
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Throughout its history the Fed has used the discount window for much more than its
stated purpose. To accommodate Treasury financing needs in World War I, the
Reserve Banks were empowered to extend direct collateral loans to member banks.
Continuous borrowing year in and year out was not uncommon in the 1920s. The
availability of the discount window was expanded in 1932 by the Emergency Relief
and Construction Act. The act opened the discount window to non-banks. It
permitted the Reserve Banks to lend to individuals, partnerships and corporations,
with no other source of funds or notes eligible for discount at member banks. The Act
of June 19, 1934 authorized Reserve Banks to make advances to established
commercial or industrial enterprises for the purpose of supplying working capital if
the borrower was unable to attain assistance from the usual sources. It is unclear
whether the Act had any impact on the net amount of lending. Essentially, Federal
Reserve Banks were authorized to make loans on behalf of the taxpayers. When a
Federal Reserve Bank made a direct business loan the loan created a new deposit in
the banking system. The new deposit added bank reserves which could be used to
purchase government bonds from the Fed. The net change to the banking system's
balance sheet was an increase in deposits matched by an increase in government
securities. Reserve Banks continued to make and co-finance working capital industrial
loans until authorization to do so was repealed by the Small Business Investment Act
of 1958.

Since the 1980s, Federal Reserve lending to institutions with a high probability of
insolvency in the near term represents a major departure from its historic mandate
to provide loans to illiquid, but not insolvent, banks. A study conducted at the
request of the House Banking Committee collected data on all depository institutions
that borrowed funds from the discount window from January 1, 1985 through May
10, 1991. Regulators grade banks on their performance according to a scale of 1 to
5. The grades are based on five measures known by the acronym CAMEL, for Capital
Adequacy, Asset Quality, Management, Earnings, Liquidity. The Federal Reserve
reported that of 530 borrowers that failed within three years of the onset of their
borrowings, 437 were classified as most problem- ridden with a CAMEL rating of 5,
the poorest rating; 51 borrowers had the next lowest rating, CAMEL 4. At the time of
failure 60 percent of the borrowers had outstanding discount window loans. These
loans were granted almost daily to institutions with a high probability of insolvency.

The Fed's use of the discount window has expanded to cover a wide range of reserve
needs. The frequency of borrowing from the discount window has no explicit
restrictions. The banks using the discount window are not held to any financial
strength standards. The de facto criterion for eligibility for discount loans is simply
need. Experience has consistently shown that the Fed will not allow a bank to fail
when a bank requires a loan to cover its reserve requirement. The cost of discount
borrowing may vary considerably as the discount rate changes and as administrative
costs and/or penalties change. Nevertheless, the discount window remains accessible
to any bank's reserve needs.

The Fed's allocation of borrowed reserves as a percent of total reserves has been less
than 1 percent since 1986. Since 1950 borrowed reserves have fluctuated from near
zero to as high as 6-1/2 percent of total reserves. The bank failures during the mid-
eighties heightened the public's awareness of discount window borrowing as a sign,
accurate or not, of fiscal weakness. Banks have become more hesitant to go to the
window so as to not damage their reputation.

Failure to Meet Reserve Requirements

Another form of borrowed reserves occurs when a bank has a reserve deficiency. If a
bank fails to meet its reserve requirement it is subject to a reserve-deficiency charge.
Reserve banks are authorized to assess charges at a rate of 2 percent above the
discount rate. Thus, the Fed provides a third minor source of reserves for banks
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unable to acquire the required level of reserves from the fed funds market or the
discount window.

Open Market Operations:
 

How the Fed Provides Reserves to the Banking System

There are two ways by which the Fed can provide additional reserves to the banking
system: 1) it can make loans to the bank through the discount window or 2) it can
purchase government securities.

Suppose the Fed makes a $100 discount loan to the First National Bank (Figure 3a).
Once the Fed makes the loan it immediately credits the proceeds from the loan to the
account of the First National Bank at the Fed. The bank's reserves rise by $100, while
its borrowings from the Fed have increased by $100.

When the Fed buys securities it increases reserves (Figure 3b). Suppose the Fed buys
$100 worth of bonds from the First National Bank and pays for them with a check
written on the New York Federal Reserve Bank. The First National Bank then deposits
the check with the Fed and it is credited to the First National Bank's reserve account.
The net result of the open market operation on the First National Bank's balance
sheet is that it reduces its holdings of securities by $100 while it has gained $100 in
reserves.

If the Fed wishes to decrease reserves, i.e., drain excess reserves, it sells
government securities (Figure 3c). When the Fed sells $100 of bonds to a bank or the
nonbank public, reserves decline by $100. For example, if the Fed sells a bond to an
individual the check the individual writes to the Fed reduces deposits in his bank by
$100 which reduces the bank's reserves by $100. The individual adds $100 in
government securities to his assets and subtracts $100 in deposits. The banking
system loses $100 of reserves.

The Fed Funds Market

The Fed funds market is a means by which banks can obtain funds from other banks
or nonbank lenders such as U. S. government agencies, savings and loan
associations, mutual savings banks, or an agency or branch of a foreign bank.
Federal funds are unsecured bank loans. Federal funds do not belong to the federal
government as the name might suggest. Fed funds are not subject to reserve
requirements, they are, in effect, reserves traded among financial institutions.

Member banks have reserves in the Fed which are also known as immediately
available funds since they can be transferred almost instantaneously over Fedwire.
Fedwire is the Federal Reserve's system that electronically transfers funds and
securities on its communications network. Money and securities are no more than
accounting data. A bank can access its account at its Reserve Bank to transfer funds
or securities to any other depository institution that has a Reserve Bank account.
When banks borrow fed funds they are actually borrowing deposits from other banks.
The transfer of fed funds increases the deposits at the borrowing bank and reduces
deposits at the lending bank. Most fed funds borrowing is for one day, essentially
these borrowings are one-day unsecured loans.

Banks could obtain funds by selling Treasury bills, either outright or as reverse repos,
but for one day or a few days such sales are less convenient and slightly more costly
than fed funds. No matter what the method of acquiring funds, bank reserves are
simply transferred from one bank to another. Interbank reserve transactions change
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the location of reserves but do not alter the total amount of reserves held in the
banking system.

Banks may obtain funds in the fed funds market to maintain their reserve
requirement. They have lines of credit with each other to enact direct transfers of
funds. Banks have been known to borrow fed funds continuously and in excess of
their reserve requirement when it is profitable to do so. Banks may borrow beyond
their reserve requirement and lend the borrowed funds at higher rates than the cost
of borrowing. The difference between a bank's cost of money and the return on loans
determines its willingness to lend. The cost of money defines the cost of loans, and
thus the demand for loans.

The Repurchase Agreements Market (Repos)

The transfer of funds is also facilitated by the market for repurchase agreements (the
repo market). Banks use repurchase agreements (RPs) to obtain short-term funds or
as a means of investing funds on a very short-term basis. Banks are the temporary
recipients of funds; other banks or the Fed may supply funds. RPs are quite flexible;
they can be issued for one day or they may be continuing contracts. In an overnight
repurchase agreement, a security, such as a U. S. Treasury bill, is purchased from a
bank which agrees to repurchase the security at the same price plus interest the next
day. In effect the 'buyer' is making a loan to the bank.

Repurchase agreements may also be made by corporations or individuals. For
example, a large corporation such as General Motors, may have some idle funds in its
bank account, say, $1 million, which it would like to lend overnight. GM uses this
excess $1 million to buy Treasury bills from a bank which agrees to repurchase them
the next morning at a price slightly higher than GM's purchase price. The effect of
this agreement is that GM makes a loan of $1 million to the bank and holds $1 million
of the bank's Treasury bills until the bank repurchases the bills to pay off the loan.
Commercial banks often provide corporate depositors with sweep accounts which
automatically invest deposits in overnight RPs. Although the checking account does
not legally pay interest, in effect the corporation is receiving interest on balances that
are available for writing checks.

Since 1969 repurchase agreements have developed into an important source of funds
for banks. The volume of RPs exceeds $140 billion. The interest on RPs is not
determined by the interest on the Treasury bill used as collateral but rather by the
interest in the market for repos which is closely associated with the fed funds rate.
Since repos have collateral and federal funds do not, the repo rate is generally a little
lower than the fed funds rate.

While the trading has its eye on the funds rate the actual open market transactions
are made in the repo market. The Fed is thereby able to manage the fed funds rate
within a reasonably narrow band.

Matched-Sale Purchases

Matched-sale purchase transactions (MSPs) have been used since 1966. MSPs, also
known as reverse RPs, allow the Fed to sell securities (Borrow money) with an
agreement to repurchase them (pay off the loan) within a short time. The use of
MSPs is preferred to direct sales followed later by purchases because of the
temporary nature of the market for reserves. For example, an increase in the float
that temporarily increases reserves may result when transportation facilities are
halted by a snowstorm. The excess reserves may be temporarily reduced by MSPs.

The Fed in the Repo Market
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Occasionally the Fed conducts open market operations by carrying out straight
forward purchases or sales of securities, but these outright transactions are rare. At
the New York Fed's trading desk where open market operations are executed, the
desk executes outright security transactions only when it perceives a permanent
change in reserve needs. In 1992 the desk entered the market to buy securities
outright only six times.

Ordinarily, the New York Fed's trading desk arranges self-reversing transactions to
meet temporary reserve needs. The great bulk of the purchases are done under
repurchase agreements in the repo market. While most of the Fed's security sales are
executed by MSPs (also known as reverse repos), with the Fed pledging to buy these
securities back at a particular time. When the funds rate rises above the desired level
more reserves for the banking system are needed. The Fed uses repos to buy
securities, adding reserves to the system until the funds rate falls back to the desired
level. When the funds rate dips below the prescribed rate the Fed sells securities with
reverse repos, which drain reserves from the banking system, until the funds rate
climb to the target rate. The Fed uses the repo market to manage the daily level of
reserves in the banking system because open market operations are intended to
affect reserves for only a very short time. Repo transactions enable the Fed to offset
the many market fluctuations which change the amount of reserves. The Fed does
not need to know the exact nature of a monetary disturbance, by watching the fed
funds rate the Fed knows when to offset any shock in the money market with open
market operations.

The desk's activity is shown graphically in Figure 4. Fed economist Joshua Feinman
tracked daily transactions of the open market desk from June 1988 through
December 1990. Figure 4 depicts the likelihood of the desk's use of RPs and MSPs in
the repo market. The graph also plots the probability that the desk will abstain from
participating in the market.

Figure 4 also shows the probability of the desk's use of RPs and MSPs based upon the
average reserve need of the banking system. Note the slight bias of the no
transaction line. The desk is somewhat more willing to allow a reserve deficiency to
persist than an equal amount of reserve excess. The presence of the discount window
as a source of reserves accounts for the desk's slightly smaller aversion to reserve
deficiency versus reserve excess.

Using the fed funds rate as its daily guide the Fed uses open market operations
continuously to stabilize the funds rate. In theory and in practice the trading desk has
an easy task. Once the desired fed funds rate has been determined, conducting
offsetting open market operations is as simple as driving a car within the bounds of a
straight, clearly marked lane. When the vehicle starts to drift a minor adjustment is
made to correct its path, if the vehicle drifts in the opposite direction the driver uses
the opposite correction.

Controlling the Fed Funds Rate

The supply of reserves consists of three parts: vault currency, reserves supplied
through fed open market transactions, and loans from the Fed's discount window
(Figure 5a). To the extent the Fed leaves the banking system short of reserves
through open market operations, banks short of reserves try to borrow from each
other and bid up the fed funds rate. As the spread between the fed funds rate and
the discount rate widens more banks will borrow from the discount window.
Borrowing from the discount window carries some administrative costs as well as a
stigma of financial weakness. Nevertheless, as the funds rate rises higher and higher
above the discount rate more banks will go to the window. Banks are, after all, profit
making businesses and the financial incentives to borrow from the window increase
as the spread between the funds rate and the discount rate widens. Figure 5a shows
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that when interest rates on fed funds rise above the discount rate, depository
institutions borrow from the Fed. In other words, the Fed supplies the needed
resources to the banking system by purchasing securities in the open market or
lending at the discount window. By adjusting the composition of the reserves
between borrowed and non-borrowed the Fed sets the spread between the fed funds
and the discount rate. The Fed uses open market operations to adjust reserve
balances so as to keep the banking system in a net borrowed position. To reduce the
spread between the fed funds rate and the discount rate the Fed provides more
unborrowed reserves through open market purchases. To increase the spread the Fed
provides fewer unborrowed reserves which requires banks to bid up the price of fed
funds and borrow more heavily from the discount window.

The fed funds rate is closely watched by the trading desk of the Federal Reserve Bank
of New York as the indicator of the reserve position of the banking system. Every
depository institution with a reserve requirement ends its reporting period and must
come up with its required reserves (an average for the period) by the close of
business on every other Wednesday. A perceived surplus sends the funds rate
plummeting downward; an expected shortage sends the rate shooting upward.
Perceptions sometimes shift rapidly on Wednesday afternoon, the last day of the 14
day reserve accounting period.

Figure 5b shows a case in which the supply of reserves exceeds the demand for
reserves. Depository institutions have more non-borrowed reserves than they need
hence the funds rate would fall sharply. In April 1979, for example, the rate fell from
double-digit levels to 2 percent in one day.

Open market operations are carried out by the Federal Reserve Bank of New York
under the direction of the Federal Open Market Committee (FOMC). The voting
members of the FOMC are the seven members of the Board of Governors of the
Federal Reserve System, the President of the Federal Reserve Bank of New York, and
four of the Presidents from the other eleven Federal Reserve Banks who serve on the
FOMC on a rotational basis. The FOMC meet in Washington, D. C. about every six
weeks to assess the current economic outlook. The FOMC votes on intermediate
policy objectives and issues a directive to the trading desk manager of open market
operations in the New York Federal Reserve Bank. The directive stipulates the target
fed funds rate.

Further Discussion of Inelasticity

The fed funds rate can be very volatile because the market for reserves is inelastic in
the very short run. The banking system has no immediate way to rid itself of excess
reserves. A system-wide excess of reserves would push the funds rate to zero. Even
if banks were able to increase their volume of lending, excess reserves would persist.
Within the current accounting period each new loan creates a deposit somewhere in
the banking system, but each new loan absorbs only a tiny fraction of the excess
reserves. Furthermore, lending decisions are generally independent of reserve needs.

With a system-wide shortage of reserves the Fed is the only source of immediate
funds. In the extreme, banks short of their reserve requirement fail if unable to
acquire the required reserves. Faced with imminent failure banks would bid up the
funds rate trying to borrow from each other. As the funds rate rose more banks would
go to the discount window. Banks may try to reduce their reserve requirement by
reducing the volume of their outstanding loans. However, Forcing the repayment of
loans is an ineffective method of meeting reserve requirements within the banking
system. When a bank is deficient by, say $10,000, a $10,000 loan may be called in to
increase the amount of reserves by $10,000. However, the loan repayment lowers
the deposits in another bank. The deficiency has merely shifted from one bank to
another. Repayment of loans reduces the reserve requirement only marginally within
the banking system. A huge reduction in the volume of outstanding loans brings
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about only a small reduction in the banking systems' total reserve requirement.
Reserve positions must be settled immediately not months later. The banking system
can obtain reserves on a day-to-day basis from only one source, the Fed. Within a
given accounting period the banking system has no other practical means of reducing
its reserve requirement by a significant amount.

Lead Accounting

Out of a more desperate quest for control of total reserves emerges the concept of
lead accounting. The concept is more of an academic ideal than a workable
proposition. In a lead accounting system the maintenance period would actually be
prior to the computation period. Such a system would result in a very restrictive and
highly unstable environment. A reserve deficiency under a lead accounting system
could be more accurately labeled a deposit excess. In such a case the banking
system would have to undergo drastic changes in its loan portfolio. A single bank
may have a small degree of latitude to adjust its loan portfolio in order to meet its
reserve requirement. For example, if Bank A has a $10 million reserve deficiency, and
if it were able to force repayment of $10 million of loans, Bank A's reserve balance
would increase by the needed $10 million. However, the loan repayment reduces the
deposits in other banks by $10 million. By calling in loans Bank A has not eliminated
the reserve deficiency but merely transferred the deficiency to other banks. When
banks call loans the amount of total deposits in the banking system declines, but the
reduction of total deposits reduces the amount of required reserves only marginally.
The reserve requirement is one- tenth of the total deposits; a large reduction in the
amount of total deposits would cause only a small reduction in the level of required
reserves. The words "call in loans" roll easily off the word processor, but what does
this imply? First, the portion of outstanding loans which are callable is small.
Therefore, the U.S. banking system does not have the immediate ability to expand or
contract deposits to meet short-term reserve requirements. Second, forcing changes
in loan portfolios through lead accounting would inflict a sever disruption and
unnecessary volatility, as individuals and firms would be forced to sell off assets to
reduce their borrowing on a day's notice, regardless of their equity or credit standing.

The desire to implement lead reserve accounting is a rash reaction to the Central
Bank's lack of direct control of total bank reserves. It is a banking version of the
mountain moving to Mohammed. Even if lead reserve accounting were enacted its
effect would be far too disruptive to be used. The Federal Reserve's use of lead
accounting methods to control bank lending would be like a local police force using
tactical nuclear weapons to quell a domestic disturbance. In either case, the power of
the corrective action is so grossly disproportionate to the situation that it is unusable.

More on Why Lead Accounting is Unworkable:
 

Inelasticity of the Demand for Loans

Financial intermediation has developed into a sophisticated and essential institution in
the modern economy. Lending is a practical reality of economic growth and the
demand for loans is very inelastic in the very short run. Even as interest rates change
the volume of outstanding loans adjusts on the margin, gradually. Many loans have a
fixed rate and are not affected by interest rate changes. In the long run, loan
demand and thus reserve demand, become somewhat more elastic as individuals and
businesses respond to interest rate changes.

Many commodities share the property of short-run inelasticity. That is the demand for
these goods does not change with a change in the price of the good. Consider, for
example, a group of scuba divers' demand for air. If the divers were down to their
last few breaths of air and were unable to surface they would surely be willing to pay
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any price for a tank of air. The only options for the divers are buy more air or perish.
The imaginary seller of air would be able to set any price for his air. The quantity of
air, however, depends entirely on what the divers need. Once the divers have enough
air additional air is of no value. The buyers determine the quantity, and the seller sets
the price. The inelasticity of the banking system's demand for reserves is somewhat
analogous to the inelastic demand for a scuba diver's air. The Federal Reserve can set
the price of reserves but the quantity is determined by the banking system. The
market for reserves is not perfectly inelastic because the Fed allows some spill-over
in the accounting of bank reserves from one period to the next. This practice allows
banks to smooth out some of the volatility of their reserve positions but it does not
change the inelastic nature of the market for reserves. Efforts to force the market to
accept fewer loans than are demanded would be nearly as disruptive as forcing the
divers to make do with no air. The banking system would have to reduce their
outstanding loans by forcing customers to immediately sell off assets financed
through the banking system. The senseless dislocation of assets caused by forced
disintermediation makes such an action unthinkable. Central bankers who understand
the intractable nature of the banking system's loan portfolio recognize the necessity
of lagged reserve accounting. A sensible approach to changing the money supply
employs a change in the fed funds rate to gradually bring about the desired result.
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