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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 !



QRM Perspective

Read History and Analysis !



QRM Perspective

BANKS:  What is the Problem?

 Fail frequently and taxpayers “must” support

 Regulation to “prevent” failures is intrusive, 
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 !

Huge Leverage – Typical of Banks and Similar 
Financial Entities



QRM Perspective

BANKS:  Fail Frequently – RISKY !

Bank Leverage is Much Higher That That of Other 
Corporate Entities



QRM Perspective

BANKS:  Fail Frequently – RISKY !

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



QRM Perspective

BANKS:  Fail Frequently – RISKY !

Banks are JUNK !!

(Bank “Failure Rating” is below Investment Grade)



QRM Perspective

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.



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 !



Fractional Reserve Banking

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



Fractional Reserve Banking

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



Fractional Reserve Banking

http://ssrn.com/abstract=1589709



Full Reserve Banking

 “Reserve Requirement”   100%

 Drastic Change !

 All else equal, Money Supply  => Deflation

 Bank Deposits “Completely Safe”



Full Reserve Banking



Full Reserve Banking

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

“A”

“B”

All Deposits
+ Some Equity

All Other Bank Debt
& Equity

Cash & Reserves

All Other Bank Assets 
& Risky Activities

ASSETS LIABILITIES



Full Reserve Banking

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



Make Money Real !

What would the Central Bank buy in its QE?
More Government Debt?!



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”



Make Money Real !

Fiat Money  - Does it Make Any Sense ?



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



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 ?



Make Money Real !

Gold – Silver – Copper !
“You Can’t Eat Gold”

“What If Everybody Stops Liking Gold?”



Make Money Real !

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



Make Money Real !

The Gold Standard is a Restraint on Government



End

 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

Conclusion and ….



End

 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

Benefits


