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Outline

>  Quantitative Risk Manager’s Perspective

> Problem: Leverage; Fractional Reserve
Banking; & Guarantees

>  Solution: Full Reserve Banking

>  Monetary Policy - Make Money Real !
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(QRM Perspective

BANKS: What is the Problem?

<> Fail frequently and taxpayers “must” support

<> Regulation to “prevent” failures is intrusive,
p
expensive, and ineffective

<~ Failing, weak, or zombie banks reduce lending
which decreases money supply => deflation

Why are Banks Different ?



(QRM Perspective

BANKS: Fail Frequently - RISKY !

Lehman Consolidated Balance Sheet
(May 2008)

$307 billion ~ Assets Liabilities
“Low Risk”

sabillion g0 titlion $613 billion
Goodwill/

Intangible

$328 billion

“Net Assets” .
Equity  $26 billion

Huge Leverage - Typical of Banks and Similar
Financial Entities



BANKS: Fail Frequently - RISKY !

(QRM Perspective

Company/Bank To:a$l I;IITiI::;'es EI::IL:::)‘L? L/E Date of 10-K
Citigroup 1,670 204 8.19 Dec-13
JP Morgan Chase 2,160 211 10.2 Dec-13
Walmart 122 76.0 1.61 Jan-14
Target 28.3 16.2 1.75 Jan-14
JC Penney 8.71 3.09 2.82 Jan-14
Kellogg Company 11.9 3.55 3.35 Dec-13
Campbell Soup Tk 1,22 5.83 Jul-13
Clorox 4.17 0.15 28.6 Jun-13
Amazon 30.4 9.75 3.12 Dec-13
Intel 34.1 58.3 0.585 Dec-13
United Parcel Service 29.7 6.47 4.59 Dec-13
Merck B3 49.8 1.070 Dec-13
General Electric 520 131 3.97 Dec-13
Deere & Company 49.3 10.30 4.79 Oct-13
Procter & Gamble 70.6 68.1 1.04 Jun-13
Google 23.6 87.3 0.270 Dec-13
American Airlines 45.0 (2.73) NM Dec-13
United Continental 33.8 2.980 11.3 Dec-13
Goldman Sachs 833.0 78.500 10.6 Dec-13

Bank Leverage is Much Higher That That of Other

Corporate Entities



(QRM Perspective

BANKS: Fail Frequently - RISKY !

The Value of Support: Bank Failure vs. Default Rates (1990-2012)
Failure rates YE89-YE12

s Bank failure s Bank default Corporate default

(Cumulative rate)
8
6
4
2
0 — —

1yr 2yr 3yr dyr oyr
Source: Fitch

Bank Failure Rate is DEFAULT Rate in the absence
of government rescue / bailout




(QRM Perspective

BANKS: Fail Frequently - RISKY !

Fitch Global Corporate Finance Average Cumulative Default
Rates: 1990-2012

(%) One-Year Two-Year  Three-Year Four-Year Five-Year |  10-Year
AAA 0.00 0.00 0.00 0.00 0.00 0.00
AA 0.03 0.03 0.07 0.13 0.19 0.18
A 0.08 0.24 0.41 0.57 0.76 1.93
BEB 0.20 0.68 1.23 1.84 245 473
BB 1.05 2.80 4.46 2.97 6.91 11.55
B 2.02 4.79 7.24 9.50 10.52 11.60
CCCte C 24.88 31.87 35.59 38.32 36.84 43.75
Investment Grade 0.12 0.36 0.64 0.92 1.22 2.29
Speculative Grade 2.99 5.53 7.66 9.51 10.25 14.14
All Corporates 0.74 1.45 2.08 263 2.95 4.14
Source: Fitch.
Banks are JUNK !!

(Bank “Failure Rating” is below Investment Grade)
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QRM Observations

<> Need much lower leverage — see Admati and
Hellwig Bankers’ New Clothes

<> Mismatch of assets and liabilities is historical
mistake

<> Regulation has failed and will fail - see Sheila
Bair Bull by the Horns - purported capital models
are entirely wrong; regulators are “trapped” - also
see Calomiris and Haber Fragile by Design



Fractional Reserve Banking

<> Bank Deposits are Debt Obligations of the Bank

<> Depositors may withdraw funds at ANY TIME

with NO advance notice

<> Yet Banks DO NOT HOLD CASH (or reserves)
to Pay Depositors

< “Reserve Requirement” is 10% in the U.S.

10



Fractional Reserve Banking

< Risk Manager: UNSAFE and UNSOUND !!

<> Depositors are thus DEBT INVESTORS in the
Bank and have Risk to Bank Activities

< “Those Dishonest Goldsmiths”

<> Government Deposit Insurance - Not a
Solution !

1



Fractional Reserve Banking

Deposits are Bank Debt with Daily Maturity
Risky and Unstable !
“Run on the Bank”

12



Fractional Reserve Banking

More certificates than actual gold

“Ancient History” Depiction of Fractional Reserve
Banking or Gold Standard - Creates More Money !
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Fractional Reserve Banking

Those Dishonest Goldsmiths

George Selgin
Professor of Economics
Terry College of Business
University of Georgia
Athens GA 30602
Selgin@uga.edu

Revised
January 20, 2011

Abstract: London's 17th-century goldsmiths are supposed to have invented fractional-reserve
banking by clandestinely lending coin they were supposed to store. But this claim is neither
supported by contemporary testimony nor consistent with English law of the time, which generally
gave goldsmiths title to any loose coin handed over to them. In short, the goldsmiths were almost
certainly innocent of the crime for which they are so frequently accused. The myth to the contrary
may have resulted from the confusion of (1) crimes other than embezzlement of which goldsmiths
were accused by their contemporaries with (2) documented embezzlement of stored coin not by
goldsmiths but by the British crown and by some merchants’ servants.

Keywords: 100 percent reserves, bailment, banking, fractional reserves, fraud, goldsmiths.

JEL Classifications: G21, K12, N23

http://ssrn.com/abstract=1589709

14




Full Reserve Banking

< “Reserve Requirement” = 100%
<> Drastic Change !
< All else equal, Money Supply W => Deflation

<> Bank Deposits “Completely Safe”

19



Full Reserve Banking

The Chicago Plan Revisited

Author/Editor:
Publication Date:

Electronic Access:

Narrow Banking

George Pennacchi

IBE Professor of Finance, University of Illinois, Champaign, Illinois

61820; email: gpennacc@illinois.edu

Abstract

This review discusses the history of narrow banks, reform proposals

Benes, Jaromir ; Kumhof, Michael

August 01, 2012 FullReserveBanking.com

Full reserve banking is also known as 100% reserve banking

Free Full text (PDF file siz:
Use the free Adobe Acrobs

A collection of for any interested in this alternative monetary system.

Some people dismiss Full Reserve Banking (the opposite of Fractional Reserve Banking) as a crazy
system not taken seriously by any leading economists. This is entirely false. As recently as 2010,
Mervyn King, the governor of the Bank of England, said in a letter to a full reserve banking
supporter...

You might be aware that | have said publicly that | think ideas in this spirit - such as
those advocated by John Kay - certainly merit serious consideration in the debate as
to how we reform our financial system. | remain sympathetic to these views.

BI1BLIOGRAPHY

involving narrow banks, and theory and empirical evidence regarding Allen, William R. ““Irving Fisher, F.D.R.. and the Great Depression.”” History
whether narrow banks should play a more prominent role in the of Political Economy 9 (1977): 560-87.

financial system. Prior to the early-twentieth century, US banks tended Daly, Herman E. ““The Economic Thought of Frederick Soddy.” History of
to be much narrower than they are today. Common modern banking Political Economy 12 (1980): 469-88

practices, such as maturity transformation and explicit loan Fisher, Irving. 100% Money. Rev. ed. New York: Adelphi Company, 1936.

commitments, arose only after the creation of the Federal Reserve and
the FDIC. My review nf thenrv and emmirieal evidence finde it laroelv

The University of Chicago y. New York: Fordham Uni-

supportive of narr
banking system co
hazard and reducit
financial system.

Fisher, Irving Norton. A Bibliography of the Writings of Irving Fisher. New

on, D.C.: Brookings Institu-

Keywords Irving Fisher and the 100 Percent Reserve Proposal
Author(s): William R. Allen
Source: Journal of Law and Economics, Vol. 36, No. 2 (Oct., 1993), pp. 703-717 iety. Chicago: University of

bank regulation, o

al Banking Reform. Unpub-
Bard College, Jerome Levy

companies, deposi - pypished by: The University of Chicago Press

JEL codes: G21,'

Stable URL: http://www jstor.org/stable/725805 in Mathews & Marrot, 1931.

Accessed: 11/05/2011 08:22 rge Routledge & Sons, 1934,




Full Reserve Banking

ASSETS LIABILITIES
All Other Bank Assets “p All Other Bank Debt
& Risky Activities € T & Equity
Cash & Reserves “AY it All Deposits

+ Some Equity

Split Each Bank into “Bank A” and “Bank B”
11



100%

80%

60%

40%

20%

Full Reserve Banking

1 2 3 4 5 yrs

Transition to 100% Reserve over Five Years
Banks already have Excess Reserves !

>
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Make Money Real !

DEFLATION PROBLEM !

<> Full Reserve Banking decreases Money Supply

<> Deflation would be “confusing” and
detrimental to debtors

< Solution: “Quantitative Easing” to maintain
price level during transition period ONLY

19



Make Money Real !
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Strip private banks of their power to
create money

Q By Martin Wolf  Author alerts ~

VIDEOS

Small's getting ugly

The giant hole at the heart of our market economies needs to be

plugged - \ "g‘ :

PN g e

P rinting counterfeit banknotes is illegal, but creating private money is not. The WVf - W\T\-’IM e
interdependence between the state and the businesses that can do this is the ] o LI

source of much of the instability of our economies. It could — and should — be
terminated.

I explained how this works two weeks ago. Banks create deposits as a byproduct of
their lending. In the UK, such deposits make up about 97 per cent of the money
supply. Some people object that deposits are not money but only transferable private
debts. Yet the public views the banks’ imitation money as electronic cash: a safe

Small's getting Bitcoin after Changes at the

source of purchasing power. ugly the Bubble.  Tasco beard

What would the Central Bank buy in its QE?

More Government Debt?!

20



Make Money Real !

MARVELOUS OPPORTUNITY !

<> Buy Gold! Move to Gold Standard Policy!

<> Quantitative Easing with Gold Purchases would
be Revolutionary and Controversial!

< “Extreme” - “Fringe” - “Barbarous Relic”

21



Make Money Real !

Hans-Peter Gramatke contributes this elegant design to our museum that takes advantage of the
"dog chasing its tail" principle. The magnet at the front of the car pulls on the steel anvil, moving
the car forward. When the driver wishes to slow or stop the vehicle, he pulls the lever that rotates
the magnet to a less effective position. Then he may apply the brake.

Fiat Money - Does it Make Any Sense ?

22



Make Money Real !

FIAT MONEY

<> Worthless Tokens or Paper are Defined and

Decreed to Have Value by Government

< It “Works” while People Have Confidence (?)
<> Global Fiat Money for > 40 Years as of 2014

<> Long History .... Always a Failure

23



Make Money Real !

REQUIREMENTS FOR “MONEY”

< “Certainty” that all people will value
<> Can save for future years with “known value”

<> Can transmit over long distance for payments

Is There ANY Solution ?

24



Make Money Real !

Gold - Silver - Copper !
“You Can’t Eat Gold”
“What If Everybody Stops Liking Gold?”
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Make Money Real !

Fed "Gold Purchase Plan"
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Gold Purchased (Thousand Metric Tonnes)

Gold Price begins at $1,200 per ounce
At tangent point, Gold is Fully Convertible
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Make Money Real !

James Madison, one of the architects of the U.S.
Constitution and later the fourth President, wrote his famous

line “if men were angels, no government would be necessary”

70

in the Federalist Papers. Within this same document,

Madison also wrote:27!

“In framing a government which is to be administered by
men over men, the great difficulty lies in this; you must
first enable the government to control the governed; and
in the next place oblige it to control itself. A dependence
on the people is, no doubt, the primary control on the
government; but experience has taught mankind the
necessity of auxiliary precautions.”

We view a true gold standard to be one effective and
appropriate “auxiliary precaution” to bind the monetary policy

of government.

The Gold Standard is a Restraint on Government

21
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End

Conclusion and ....

Banks’ Weakness due to High Leverage,
Fractional Reserve, and Gov’t Guarantees

Impose Full Reserve Banking, Remove
Guarantees, Split Banks into “A” and “B”

Fix the Deflation Consequence with Gold QE

Gold Standard Mitigates Monetary Risk

28
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Benetfits

Simpler

Preserves the Payment System

Eliminates Gov’t Guarantees and Lending
Permits Banks to Fail Without Harm

Breaks Link Between Sovereign & Bank Risk
Eliminates Banks’ Role in Money Supply
Greatly Reduces Bank Regulation

Eliminates Bank Runs

Eliminates Systemic Risk

Costs Nothing

End
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