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The maturation of monetary functions in the United States

ESTABLISHMENT | ESTABLISHMENT ngxﬁ':,m,'é g.F FULL
OF GOVERNMENT. | OF INSTITUTION TO : CENTRAL BANK
s MONITOR ECONOMY [DEPOSITINSURANCE| CENTRAL BAN
oy AND COUNTER  |and FEDAS LENDER A X
INSTABILITY OF LAST RESORT
1860s 1913 1934 1934-35
Civil War Panic of 1907 Great Depression Great Depression

need to raise huge
amounts of money
to prosecute war

need to be able to
react strongly to
stabilize during
bank panics

need to end bank
runs and enforce
banking stability

need to end
severe deflation

Elimination of
private bank notes

Currency issued
on gold standard

Federal Reserve
established as a
new entity distinct
from Treasury,
with technocratic
governance.

Deposit insurance
established after
banking industry
is devastated by
runs and panics.

The Fed begins
to act more
assertively as

to banks,
with much closer
bank supervision
and regulation

lender of last resort

Convertibility
to gold is ended,
effectively ending
the gold standard.
The US dollar is
devalued from
$20.67 to $35, to
stop deflation.
Everyone required
to sell their
monetary gold to
the government, to
prevent hoarding,
and to get money
to start circulating
more freely




Stock Prices, Earnings, Dividends, and Recessions 1871-2012

958,808 1 Why do the two sides of this graph look so different? |

) b : 1
There are three specific

ways that government

has been making the ' S&P 500 Index
US economy more stable, ] |

and with a higher |
sustained growth rate,

since 1940

Monetary policy stabilizing prices and avoiding
deflation, and direct crisis intervention and
mitigation as executed by the Federal Reserve

Stabilization of the banking sector through
government-backed deposit insurance, and the
Federal Reserve acting as lender of last resort

The increased size of the Federal government
as a s hare of the economy, which provides a
more significant element of overall stability
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US Annual Inflation Rate 1840-2019

— 8002

= 2002

= 9661

== 0861

—— basl

8.6l

= ——— = LBl

= 9961

1 = 0961
m.mmm.mw\\\ - pG61
g g wm 3 = 8v6l
EE N EEEE EEEEEESENEEENEETETTE HEE SN EEEEEEN NV@—.
961

061

L V6l

- 8161

= ZL6L

9061

0061

v6al

)

z88l

| 9.8l

= 0.8l

= vogl

— 858}

II\F 258l

oval

WII ovsl

30
25
20
15
10

5
0
.
10
15




The maturation of monetary functions in the United States

ESTABLISHMENT E St I MENE EREVENDION O,F FULL FED ASSERTS
OF INSTITUTION TO BANK PANICS:
OF GOVERNMENT- CENTRAL BANK INDEPENDENCE
MONITOR ECONOMY |DEPOSITINSURANCE
ISSUED OPERATIONS TO SET
CURRENCY AND COUNTER and FED AS LENDER BEGIN INTEREST RATES
INSTABILITY OF LAST RESORT
1860s 1913 1934 1934-35 1951
Civil War Panic of 1907 Great Depression Great Depression Korean War
need to raise huge need to be able to need to end bank need to end fiation
amounts of money react strongly to runs and enforce severe deflation need to end
to prosecute war stabilize during banking stability subordination
bank panics to Treasury

Elimination of
private bank notes

Currency issued
on gold standard

Federal Reserve
established as a
new entity distinct
from Treasury,
with technocratic
governance.

Deposit insurance
established after
banking industry
is devastated by
runs and panics.

The Fed begins
to act more
assertively as
lender of last resort
to banks,
with much closer
bank supervision
and regulation

Convertibility
to gold is ended,
effectively ending
the gold standard.
The US dollar is
devalued from
$20.67 to $35, to
stop deflation.
Everyone required
to sell their
monetary gold to
the government, to
prevent hoarding,
and to get money
to start circulating
more freely

Until 1951, interest
rates were held
artificially low to
help limit servicing
costs on the
massive WW2
national debt.
But the outbreak
of heavy inflation
causes the need
for the Fed to start
managing interest
rates so as to
stabilize the
currency value




What does a central bank
actually do?



Balance

between these
Total amount of ey i s Total

goods and services\ rriceleves [desire to buy those
offered for sale

ata given time ' at a given time

SUPPLY DEMAND
If supply goes down: If demand goes up:
> prices go up > prices go up
If supply goes up: If demand goes down:

> prices go down > prices go down



Balance

between these
Total amount of ey i s Total

goods and services\ rriceleves [desire to buy those
offered for sale

ata given time ' at a given time

SUPPLY DEMAND
4 - J
If supply goes down: PI'ICG.S By If demand goes up:
> prices go up as denominated > prices go up
If supply goes up: hOW77 If demand goes down:
> prices go down > prices go down

> In terms of units
of whatever you are
using as ‘money’



Equilibrium
among these
THREE things

determines

price levels

Total amount of
goods and services
offered for sale

at a given time at a given time

CHANGE ANY OF
ONE OF THESE
THREE THINGS,

AND PRICE LEVELS
WILL MOVE...

Total amount
of ‘money’
in circulation
ata given time

MONEY SUPPLY

- Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)




Equilibrium
among these
THREE things

determines

price levels

Total amount of
goods and services
offered for sale

at a given time

CHANGE ANY OF

at a given time

ALL THREE OF

Total amount

ONE OF THESE
i of ‘money’ THESE THINGS
THREE 7HINGS, Al ;
AND PXICE LEVELS in circulation ARE ALWAYS
'WILL MOVE.... ata given time IN MOTION,

RHHTHING

- Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)




Equilibrium
among these
THREE things

determines

price levels

Total amount of
goods and services
offered for sale

at a given time

at a given time

CHANGE ANY Total amount ALL THREE OF
OF THESE THREE
of ‘money’ THESE THINGS
THINGS AT JUST
A DIFFERENT PACE in circulation ARE ALWAYS
THAN THE OTHER ata given time IN MOTION,
T WILLMOVE | | SHIFTIRG

- Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)



What role does a central bank play, in all this?

ambng these
Total amount o_f THREE thinge
goods and services\ determines
offered for sale

price levels
at a given time

at a given time

CHANGE ANY Total amount ALL THREE OF
OF THESE THREE
of ‘money’ THESE THINGS
THINGS AT JUST
A DIFFERENT PACE in circulation ARE ALWAYS
THAN THE OTHER at a given time IN MOTION,
T WILLMOVE | | SHIFDRG

- Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)



Erodes the value of everyone’s savings

Messes with the value of debts, transferring value
from lenders to borrowers: fixed-interest-rate debts
become easier to pay, because future payments
will be made in dollars that are worth less

Makes it harder to plan for the future,
and to make long-term contracts

Tends to feed on itself and worsen, if it gets going, as
people start to expect more inflation, and act on that

Wipes out the value of everyone’s savings

Makes it nearly impossible for the economy
to function: at some point,

people ditch the hyperinflated currency
and switch to some other form of money

Virtually shuts down whole sectors of the economy,
forcing a severe recession or even a depression

Messes with the value of debts, transferring value
from borrowers to lenders: fixed-interest-rate debts
become more painful to pay, because future payments
must be made in dollars that are worth more

Makes it harder to plan for the future,
and to make long-term contracts

Causes layoffs, due to the problem of ‘sticky wages’

Tends to feed on itself and worsen, if it gets going, as
people start to expect more deflation, and act on that



Erodes the value of everyone’s savings  Virtually shuts down whole sectors of the economy,

Messes with the value of debts, transferring value forcing a severe recession or even a depression
from lenders to borro , transferring value
become easier to pay, ed-interest-rate debts

will be made in dollars If inflatian, defl ation 5 and ecause future payments

re worth more

hyperinflation are all BAD, [

Tends to feed on itsel ts

people start to expect then What Conditi on blem of ‘sticky wages’
- ,0f i ing,
would qualify as GOOD?  Hestindirin

Makes it harder to pla
and to make long-te

Wipes out the value of everyone’s savings

Makes it nearly impossible for the economy
to function: at some point,

people ditch the hyperinflated currency
and switch to some other form of money



Milton Friedman
“The Role of Monetary Policy’
1967

The first and most important lesson
that history teaches about what
monetary policy can do - and

it is a lesson of the most profound
importance - is that monetary policy
can prevent money itself from being a
major source of economic disturbance.




Milton Friedman
“The Role of Monetary Policy’
1967

There is therefore a positive and
important task for the monetary
authority - to suggest improvements in
the monetary machine that will reduce
the chances that it will get out of order,
and to use its own powers so as to keep
the machine in good working order.




Milton Friedman
“The Role of Monetary Policy’
1967

A second thing monetary policy can do
is to provide a stable background for
the economy.




Milton Friedman
“The Role of Monetary Policy’
1967

Our economic system will work best
when producers and consumers,
employers and employees, can proceed
with full confidence that the average
level of prices will behave in a known
way in the future - preferably, that it
will be highly stable.

Address to the American Economic Association, December 1967



What role does a central bank play, in all this?

Equilibri
Total amount of rte T
- three things
goods and services\ =<
offered for sale
at a given time

price levels
SUPPLY

at a given time

Central banks continuously Total amount ALL THREE
monitor supply, demand, and : 9 OF THESE
the size of the money supply, i of & mone)_( ARE ALWAYS

and manage the size in circulation CHANGING
of the money supply, ' ' ’
y supply ata given time DAY BY DAY

with the aim of maintaining
a stable currency value — MONEY SUPPLY

i-e-s stable prices - Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)



Generally, over the
long term, both
of these go up

Total amount of
goods and services
offered for sale

at a given time at a given time
SUPPLY DEMAND

Total amount
of ‘money’
in circulation
ata given time

MONEY SUPPLY

- Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)




Generally, over the
long term, both
of these go up

Total amount of

QOOdS and ser Generally, therefore, most
offered for s of the time, central banks

are managing the creation of 1S a“d services
aft 3 given {{ga: mMoney, to keepitata pacesoas :jp= given time
to grow the money supply at very

SUPPLY close to the same rate at which DEMAND

the economy itself is growing
Total amount
of ‘money’
in circulation
ata given time

MONEY SUPPLY

- Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)

re to buy those



Generally, over the
long term, both

Total amount of of these go up

goods and ser Generally, therefore, most

re to buy those
of the time, central banks | d -
offered for sai: IS~ tgeods and services

aft 3 given i{lgg: Money, to keep it at a pace so as ;j§=] g‘iven time
to grow the money supply at very

SUPPLY close to the same rate at which DEMAND

the economy itself is growing

Central banks do this primarily Total amount
by setting short-term interest rates 3 | 9 :
(i.e., the cost of borrowing money), § Of : mone¥ thc entr:l f,’ ar;lfs SRS

thereby affecting the pace n Cli rculatlon TougmIcecmg new moticy.

of lending, and influencing directly into the economy

: Zli =N l\=]aRilaa[=8 via ‘open market activities’,
the quantity of money created g mainly (but not exclusively)

by banks, as well as the total _ 2
amount of leverage present MONEY SUPPLY v;ao?; ::;re ‘;";a;:b:f
in the economy Currency in circulatio oo e
- Bank deposits ++ (money created by banks, through lending)
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The actions the Fed takes
— both in setting interest rates,

Total amount ¢ and in feeding money into Total
the economy directly, itself —

gOOdS and ser also affect the overall levels | L=JR1¢ bl.ly those
offered for sz pLUcHRaganT SUPDY Is and services

present in the economy...

AW (\IaMilggl: Al this is therefore a tricky ;1 & given time
process, with feedback loops,

SUPPLY and lags between when DEMAND

an action is taken, and when
its full impact may be felt

Central banks do this prima
by setting short-term interest Bottom line: the Federal Reserve

(i.e., the cost of borrowing mc — and every other central bank — ;
thereby affecting the pac: is really in the business of ugh feeding new money
of lending, and influencin managing expectations around 8¢tly into the economy

the quantity of money creai  the effects of its actions on all ~ 9P€N Mar ket activities’,
by banks, as well as the to. these moving parts — rather than nly (but not exclusively)

1tral banks also do this

via the purchase of
government debt

amount of leverage presel Jjust managing the money supply,
in the economy as a single dimension...

- Bank deposits ++ (money created by banks, through lending)




Generally, over the
long term, both

Total amount of of thesegoup 4 Total
goods and services ‘'desire to buy those
offered for sale - goods and services

at a given time
SUPPLY

Central banks do this primarily Total amount
by setting short-term interest rates I ;
(i.e., the cost of borrowing money), Of Central banks also do this

g = = through feeding new money
thereby affecting the pace n Cli ; .
of lending, and influencing directly into the economy

the quantity of money created ata give n tithe WL ‘open market activities’,
by banks, as well as the total mainly (but not exclusively)

amount of leverage present MONEY SUPPLY via the purchase of

. overnment debt
in the economy Currency in circulatio 2 oo e
- Bank deposits ++ (money created by banks, through lending)

at a given time

'. wiw \/



How does the Federal Reserve
directly feed money into the economy?

Mostly, government debt

but also other things

The Fed creates the money it spends
;. from scratch; so this money is new to the
economy, and adds to the money supply

as of 2022 A\
$8 trillion)
\ / 66%

" Treastry

segurities

. The assets the Fed buys,
accumzulate on the
Fed’s balance sheet




How does the Federal Reserve
directly feed money into the economy?

Mostly, government debt

but also other things

The Fed creates the money it spends
;. from scratch; so this money is new to the
economy, and adds to the money supply

\
as of 2022 '

$8 trillion)

\_ / 66%
~_ " Treasury

g tes Most of the time, the Fed

. The assets the Fed buys,
| accumzulate on the
Fed’s balance sheet

| . is immensely profitable,
Interest income generated by this portfolio returning typically
is returgid 14 ae WS Trearyry, $80 - 100 billion in profits
net of the Fed’s operating expenses,
including interest paid to banks to the US Treasury each year

on reserves deposited with the Fed



How does the Federal Reserve
directly feed money into the economy?

| Mostly, government debt

but also other things

The Fed creates the money it spends
 from scratch; so this money is new to the
| economy, and adds to the money supply

\

$8 trillio

| accumiulate on the
Fed’s balance sheet

as of 2022\  The assets the Fed buys,
.9

Notice that at no time does
the Fed ever ‘give money away’ -

No one benefits corruptly, from
the process of money creation




So — do central banks try to aim
for absolutely stable currency value —

zero inflation, zero deflation?

Erodes the value of everyone’s savings

Messes with the value of debts, transferring value
from lenders to borrowers: fixed-interest-rate debts
become easier to pay, because future payments
will be made in dollars that are worth less

Makes it harder to plan for the future,
and to make long-term contracts

Tends to feed on itself and worsen, if it gets going, as
people start to expect more inflation, and act on that

Wipes out the value of everyone’s savings

Makes it nearly impossible for the economy
to function: at some point,

people ditch the hyperinflated currency
and switch to some other form of money

 Virtually shuts down whole sectors of the economy,
forcing a severe recession or even a depression

» Messes with the value of debts, transferring value
from borrowers to lenders: fixed-interest-rate debts

become more painful to pay, because future payments

must be made in dollars that are worth more

« Makes it harder to plan for the future,
and to make long-term contracts

« Tends to feed on itself and worsen, if it gets going, as
people start to expect more deflation, and act on that



Generally, central banks try to aim
for continuous low, but not zero, inflation:
1% to 2% per year is considered ideal

« Managing the money supply to keep it in perfect sync with economic growth
iIs a challenging and inexact task, with feedback loops and time lags;
there’s a limit to how precisely you can expect to manage outcomes

- Because even a little bit of deflation can be so destructive (due to how it causes
a slowdown in economic activity that starts in real estate and durable goods,
and because of sticky wages), it is prudent to err just a bit on the side of inflation

* Interest rates, which are the powerful central-bank tool for controlling inflation,
are almost useless against deflation — which is another good reason to give yourself
a margin for error, to avoid the risk of ever slipping even slightly into deflation

« Inflation under 2% is low enough that people generally don’t bother to worry about it
in planning their economic activities: they treat it as if it was essentially zero

» To the extent that a little bit of inflation has any economic effect at all, it is probably
slightly stimulative: “go ahead and buy it... prices only tend to go up over time”



Generally, over the
long term, both
of these go up

Total amount of

goods and ser Generally, therefore, most

of the time, central banks
offered for s are managing the creation of

a3 given {lga[: money, to keep it at a pace so as
to grow the money supply at very

8 S & o [ 8 S LAA !

Over the last century, as the understanding of economics
has grown enormously, what we recognize as the goals

and responsibilities of a central bank have gradually evolved,
until they are now understood to be

- keep prices stable

- keep the overall economy stable, with special
focus on banking and the financial sector

- when the economy goes into crisis, react
so as to limit damage and restore stability )




Generally, over the
long term, both

Total amount of of these go up \
goods and ser Generally, therefore, most [ { M JT\TA {; [ L=

offered for s Sl - S e ads and services

are managing the creation of

aka given i{lga: Money, to keep it at a pace so as
to grow the money supply at very

Every central bank is continuously on the alert,
ready to react to capitalism’s bipolar mood swings:

> When the economy begins to overheat, with rising inflation and / or high
lending, leverage, and risk, or a dangerous asset price bubble, the central
bank starts raising interest rates, and may also sell assets on its balance

sheet, to reduce the money supply

> When the economy starts to fall into recession, the central bank lowers
interest rates and may also feed additional money into the economy,
to replace money lost through reduced bank lending, and to mitigate
and minimize the bust as much as possible - all while keeping a close
eye on prices, to be careful not to trigger a bout of inflation

is
ey
N




During a recession, demand
in the private-sector economy
drops rapidly, while the money

supply may decline, as well

Government may jump in

Generally, over the

long term, both

Total amount of of these go up
QOOdS and ser Generally, therefore, m

of the time, central ban with stimulus spending,
Offerec.l fOI'-S § are managing the creatic to make up for some of the drop
(8= We \V/=]gRi[jg[: money, to keep it at a pace in private-sector demand

to grow h ihein suply The central bank has to monitor
S ALES L all these changes closely, reducing
Every central bank is continuc interest rates and feeding money

ready to react to capitalism’s bi into the economy so as to
encourage an economic recovery

(i.e.) » When the economy begins to overheat, with — while maintaining price stability
lending, leverage, and risk, or a dangerous &ssc: prive vunwwuwic, uic voiu ar cy

bank starts raising interest rates, and may also sell assets on its balance pp
sheet, to reduce the money supply

QLIDDLYV.

> When the economy starts to fall into recession, the central bank lowers >eS
interest rates and may also feed additional money into the economy,
to replace money lost through reduced bank lending, and to mitigate
and minimize the bust as much as possible - all while keeping a close
eye on prices, to be careful not to trigger a bout of inflation




During a recession, demand
in the private-sector economy
drops rapidly, while the money

supply may decline, as well

Generally, over the
long term, both

Total amount of of these go up

QOOdS and ser Generally, therefore, my Government may jump in
of the time, central ban with stimulus spending,
offered fOI‘ Se are managlng the creatlc to make up for some of the drop

alalas - -~ -

at a glver Beyond aII this, an unusually severe crisis SECloRTCIanG

| Q1 1DDI sometimes presents new challenges ank has to mOﬂltC_)r
to the central bank, which may drive it es closely, reducing

Every to improvise or ‘innovate’ - and feeding money

c to react in ways that go onomy so as to
by s ready to beyond w_hat it h:_:s had .to do, economic recovery
(i.e.) > When the to deal with previous crises... ining price stability

lending, leverage, and risk, or a dangerous @issc: prive vuwmwIc; LIS Lo al cy
bank starts raising interest rates, and may also sell assets on its balance pp
sheet, to reduce the money supply

> When the economy starts to fall into recession, the central bank lowers >eS
interest rates and may also feed additional money into the economy,
to replace money lost through reduced bank lending, and to mitigate
and minimize the bust as much as possible - all while keeping a close
eye on prices, to be careful not to trigger a bout of inflation




During a recession, demand
in the private-sector economy
drops rapidly, while the money

supply may decline, as well

and therefore may shape enerally, therefore, m Government may jump in

R AL rerernoam the time, central ban with stimulus spending,
of those actions, managing _the creatic to make up for some of the drop

means that there are always = it in private-sector demand

tricky feedback loops in play W the one suply The central bank has to monitor

between expectations and actions, RSN all these changes closely, reducing
on the part of both ank is continuc interest rates and feeding money
tr_le central bank, apitali sm’s bi into the economy SO as fo
and private-sector actors... encourage an economic recovery

It’s a bit of an endless ins to overheat, with — while maintaining price stability

t.ahd ith isk, or a dangerous @ssci prive vunwwic; Ui Lo Al cy
Cal=angswouse |||e e : R rest rates, and may also sell assets on its balance pp
the central bank trying to maintain

s ; 3 phey supply
stability, and counter instability, ) )
while not creating perverse s to fall into recession, the central bank lowers >eS

] : x also feed additional money into the economy,
!ncentlves that might rewarq rough reduced bank lending, and to mitigate
private-sector acto_rs for-c_ausmg as much as possible - all while keeping a close

yet more future instability... eful not to trigger a bout of inflation

The fact that private-sector actors  Generally, over the

have a good bit of awareness long term, both
of the actions a central bank of these go up
might take in a crisis,




During a recession, demand
in the private-sector economy
drops rapidly, while the money

supply may decline, as well

The fact that private-sector actors
have a good bit of awareness
of the actions a central bank

might take in a crisis,

Generally, over the
long term, both
of these go up

and therefore may shape enerally, therefore, m Government may jump in

R T a T e the time, central ban with stimulus spending,
of those actions, mina And each new severe crisis  baRiLIC]

means that there are always = gl can require new, unprecedented [Radbiclll

tricky feedback loops in play W the

between expectations and actions, [l
on the part of both
the central bank,
and private-sector actors...

actions by the central bank, s to monitor
which then change the way sely, reducing
it operates, going forward eding money
— and those operational shifts so as to
then change expectations and  Jy[[e (={e)"/:13",

It’s a bit of an'endless ins to BNV BTl R (1 0 o1V Z I CR (= () glDrice stability
. isk, o © oLl cy
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the central bank trying to maintain

NS 2 23 pNney s
stability, and counter instability,

while not creating perverse s to fall into _rt_ecession, the_ central bank lowers 1=
] : x also feed additional money into the economy,
!ncentwes that might rewarq rough reduced bank lending, and to mitigate
private-sector aCto_rs for_c_ausmg 1S much as possible - all while keeping a close
yet more future instability... eful not to trigger a bout of inflation



US Annual Inflation Rate 1840-2019
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The Gold Standard?

« Constitutes an alternative to having a central bank manage
the stability of currency value, and react to economic crises

« If you are convinced that government central bankers will never
be competent to manage the value of the currency to be stable;
or, that the actions theytake in a crisis will inevitably result in
perverse consequences that will make the next crisis even worse,
or, you worry that central bankers will inevitably be corrupt;
or, if you just hate the idea of it being necessary for government
to perform such a central and vital economic function —

then the notion of going back to using gold as money
may instinctively appeal to you



The Gold Standard?

« Unfortunately, since by definition, under the gold standard
no one is managing the money supply so as to keep it in close,
deliberate pace with the growth of the economy, using gold
as money drives price fluctuations both up and down -
and most critically, there will inevitably be episodes of grave
economic destruction caused by uncontrolled deflation

 Since the mining of new gold has never kept pace with world
economic growth, gold imposes a long-term price trajectory
that is inexorably deflationary — which is murderous
to economic growth



How many countries in the world
are on the gold standard today?



How many countries
use a central bank,
to manage a fiat currency?



Generally, over the

\ long term, both
Total amount of N ~ricccgon. &
e LeLe X ERF- 11T Y- %™ Generally, therefore, most ‘re to buy those

of the time, central banks

o"ered fOI' eoie are managing the creation of
a3 given " lm money, to keep it at a pace soas -

to grow the money supply at very

close to the same rate at which i DEMAND

%, the economy itself is growing o

Total amouni:

of ‘money’
in circulation
at a given time

MONEY SUPPLY

- Currency in circulation (or, units of a specified commodity)
- Bank deposits ++ (money created by banks, through lending)



On your next trip to Washington,
consider taking the tour
of the Federal Reserve...
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Why do the two sides of this graph look so different?

Stock Prices, Earnings, Dividends, and Recessions 1871-2012
$10,000 . FTE
There are three specific
ways that government
has been making the

US economy more stable, | 24P 6ho tndes |
and with a higher TR T

sustained growth rate,

since 1940 A | )
Monetary policy stabilizing prices and avoiding I A..

deflation, and direct crisis intervention and

1 = _mitigation as executed by the Federal Reserve Three methods were cited here’
Stabilization of the banking sector through but actua"y we have to thIS point

government-backed deposit insurance, and the

2. Federal Reserve acting as lender of last resort menﬁoned four distinct things
The increased size of the Federal government governme nt can do S

as a s hare of the economy, which provides a

3. more significant element of overall stability
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Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

Government stabilizes the banking sector through direct
involvement (deposit insurance ++), and reduces instability

CONTINUOUS, in securities markets through financial regulation
QNGOING
SRcER - Banking contributes massively to the instability of every market-

capitalist economy, with bank panics historically being a prime trigger
of recessions, and of vast, recurrent wealth destruction. This problem

gEﬁXiﬁZ%@ has been largely solved, since the 1930s, by government-backed
and deposit insurance, and the role of the Fed as lender of last resort to
SECURITIES the banking industry, accompanied by bank regulation / supervision
FRAUD AND 4 ) - . )
MALPRACTICE Banking since the Great Depression therefore should not be viewed

simply as a private-sector industry: itis in fact a unique public/private
hybrid, with the private sector providing the capital and expertise
: to do lending, and the public sector providing the critical backstop
Delivers net i - :
economic of stability, to prevent bank runs and banking panics

value

« Since the 1930s, government has also been used to reduce fraud
and malpractice in the securities markets, starting with establishment
of the SEC. Such efforts are in perpetual, recurrent evolution, as
financial instruments, markets, and institutions evolve and change




Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

aaiar Government stabilizes the banking sector through direct
oncoing  |involvement (deposit insurance ++), and reduces instability
e in securities markets through financial regulation
« Banking contributes massively to the instability of every market-
capitalist economy, with bank panics historically being a prime trigger
PREVENTING of recessions, and of vast, recurrent wealith destruction. This problem
BANK PANICS has been largely solved since the 1930s through the govemment-
and backed deposit insurance, the role of the Fed as lender of last resori to
SECURITIES banks, accompanied by bank regulation and supervision
FRAUD AND « Banking since the Great Depression therefore shouldn't be viewed
MALPRACTICE simply as a private-sector industry: itis in fact a unigue public/private

hybrid, with the private sector providing the capital and expertise to do
lending, and the public sector providing the critical backstop of
stability to prevent bank runs and panics

« Since the 1930s, govemment has aiso been used to reduce fraud

Delivers net and malpractice in securities markets, starting with establishment of
economic value the SEC. Such efforts are in perpetual, recurent evolution, as financial

instruments, markets, and institutions evolve and change




Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

The Federal government provides
an element of stability in the economy

CONTINUOUS, through its inherent scale
ONGOING

since the 1940 |+ Increased from 4% of GDP in 1930, to 14% after WW2; then to 17-18%
during the following decades, and is now around 20-21%

- Because the Federal government does not generally react to
economic downturns by laying off hundreds of thousands of soldiers
‘BALLAST IN or other employees, and because some government programs
THE KEEL automatically tend to spend more during a recession even while tax
revenues go down and the government collects less tax as a share of
GDP, government automatically acts as a stabilizing economic force

« To whatever extent the federal government constitutes an

Carries a net incrementally larger vs smaller share of the overall economy, there
is presumably some cost to productivity growth and therefore GDP
growth... Since government is for the most part not subject to
competitive market discipline, as most of the private sector is, it’s
unrealistic to expect it to be nearly as innovative or nearly as efficient
as the private sector




Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns
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aaiar Government stabilizes the banking sector through direct
oncoing  |involvement (deposit insurance ++), and reduces instability
e in securities markets through financial regulation
« Banking contributes massively to the instability of every market-
capitalist economy, with bank panics historically being a prime trigger
PREVENTING of recessions, and of vast, recurrent wealith destruction. This problem
BANK PANICS has been largely solved, since the 1930s, through government-backed
and depositinsurance, and the role of the Fed as lender of last resort to the
SECURITIES banking industry, accompanied by bank regulation and supervision
FRAUD AND « Banking since the Great Depression therefore shouldn’t be viewed
MALPRACTICE simply as a private-sector industry: itis in fact a unigue public/private

hybrid, with the private sector providing the capital and expertise to do
lending, and the public sector providing the critical backstop of
stability to prevent bank runs and banking panics

* Since the 1930s, govemment has also been used to reduce fraud and
Delivers net malpractice in the securities markets, starting with establishment of
economic value the SEC. Such efforts are in perpetual, recurent evolution, as financial

instruments, markets, and institutions evolve and change

The Federal government provides

CONTINUOUS, ik
ONGOING an element of s}a!;nhty in the economy
since the 1940s through its inherent scale

« Increased from 4% of GDP in 1930, to 14% after WW2; then to 17-18%
during the following decades, and is now around 20-21%

+ Because the Federal government does not generally react to economic
downtums by laying off hundreds of thousands of soldiers or other
employees, and because some government programs automatically

‘BALLAST IN tend to spend more during a recession even while tax revenues
THE KEEL go down and the govemment collects less tax as a share of GDP,

government automatically acts as a stabilizing economic force

+ To whatever extent the federal government constitutes an
incrementally larger vs smaller share of the overall economy, there is
presumably some cost to productivity growth and therefore GDP
growth... Since governmentis forthe most part not subject to
compefitive market discipline, as most of the private sectoris, it's

Camies a net unrealistic to expectit to be nearly as innovative or nearly as efficient
economic cost =
as the private sector




Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

Government manages the money supply
and interest rates, and executes
direct interventions in times of crisis

« The Federal Reserve manages the supply of the national fiat currency,
monitoring various measures to understand aggregate money supply,
as created through banking and lending activities, etc.

» The Fed also controls interest rates through open-market activities,
adjusting these upwards and downwards to maintain stable price
levels (with 1-2% inflation per year considered ideal), while keeping
an eye on the overall economy, to try to maintain a stable and
sustainable growth rate, without tipping into either overheating or
recession

+ This is the realm of monetary policy, which is conducted by an
ostensibly independent central bank... but which is itself of course
ultimately accountable to political bodies

» Since the 1950s, the American Federal Reserve has established itself
as perhaps the world’s premiere example of a highly sophisticated,
strongly independent, and technocratically competent central bank

CONTINUOUS,
ONGOING
with improving
policies and
effectiveness
since the mid-
20 century
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Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

CONTINUOUS,
ONGOING
since 1934

PREVENTING
BANK PANICS
and
SECURITIES
FRAUD AND
MALPRACTICE

Delivers net
economic value

Government stabilizes the banking sector through direct
involvement (deposit insurance ++), and reduces instability

in securities markets through financial regulation

Banking contributes massively to the instability of every market-
capitalist economy, with bank panics historically being a prime trigger
of recessions, and of vast, recurrent wealth destruction. This problem
has been largely solved, since the 1930s, through government-backed
depositinsurance, and the role of the Fed as lender of last resort to the
banking industry, accompanied by bank regulation and supervision
Banking since the Great Depression therefore shouldn’t be viewed
simply as a private-sector industry: itis in fact a unigue public/private
hybrid, with the private sector providing the capital and expertise to do
lending, and the public sector providing the critical backstop of
stability to prevent bank runs and banking panics

Since the 1930s, govemment has also been used to reduce fraud and
malpractice in the securities markets, starting with establishment of
the SEC. Such efforts are in pempetual, recurent evolution, as financial
instruments, markets, and institutions evolve and change

Government manages the money supply
and interest rates, and executes
direct interventions in times of crisis

The Federal Reserve manages the supply of the national fiat currency,
monitoring various measures to understand aggregate money supply
as created through banking and lending activities, etc.

The Fed also controls interest rates through open-market activities,
adjusting these upwards and downwards to maintain stable price
levels (with 1-2% infiation per year considered ideal), while keeping an
eye on the overall economy, to try to maintain a stable and sustainable
growth rate, without tipping into either overheating or recession

This is the realm of monetary policy, which is conducted by an
ostensibly independent central bank... but which is itself of course
ultimately accountable to political bodies

Since the 1950s, the American Federal Reserve has established itself
as perhaps the worid's premiere example of a highly sophisticated,
strongly independent, and technocratically competent central bank

effediveness since
the mid-20" century
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Camies a net
economic cost

The Federal government provides
an element of stability in the economy
through its inherent scale

Increased from 4% of GDP in 1930, to 14% after WW2; then to 17-18%
durning the following decades, and is now around 20-21%

Because the Federal government does not generally react to economic
downtums by laying off hundreds of thousands of soldiers or other
employees, and because some government programs automatically
tend to spend more during a recession even while tax revenues go
down and the govemment collects less tax as a share of GDP,
government automatically acts as a stabilizing economic force

To whatever extent the federal government constitutes an
incrementally larger vs smaller share of the overall economy, there is
presumably some cost to productivity growth and therefore GDP
growth... Since governmentis forthe most part not subject to
compefitive market discipline, as most of the private sectoris, it's
unrealistic to expectit to be nearly as innovative or nearly as efficient
as the private sector
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Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

Government can act as
5 ) POIN T-IN-TIME,
an active counterweight, to pull DISCRETIONARY
back against economic downturns
: : i ‘CREW
- Usually thought of, per Keynes, as a strategy of deliberate deficit-fueled
: 2 b . : ’ JUMPING
stimulus spending, to activate idle labor and productive capacity, and ONTO THE
thereby minimize the depth and duration of recessions. The Federal WINDWARD
government is unique in being the only institution in the country that RAIL,
has the capacity to act in this kind of counter-cyclical way PULLING AT
i - - . THE SHEETS
 Deficit-fueled stimulus spending can also take the form of direct money AND LEANING
payments to citizens, or tax cuts. Such actions may be more quickly THEIR WEIGHT
executable than ramped-up government spending, but may or may not INTO THE
be as stimulative, depending on whether recipients spend the money or WIND,
sit on it; nor do direct payments or tax cuts yield the ‘public goods’ of TO MINIMIZE
: . : HEELING’
spending-for-value (e.g. infrastructure investment)
« This is an exercise of fiscal policy, requiring political / legislative action. .
- 5 . : Delivers net
Government stimulus spending to counteract recessions remains ecCroriic
controversial and often sloppily executed: only in very recent history has value
such action been taken in an acknowledged way, although there are many
examples of de facto stimulus spending, dating back to the Hoover admin



Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

CONTINUOUS,
ONGOING
since 1934

PREVENTING
BANK PANICS
and
SECURITIES
FRAUD AND
MALPRACTICE

Delivers net
economic value

Government stabilizes the banking sector through direct
involvement (deposit insurance ++), and reduces instability
in securities markets through financial regulation

« Banking contributes massively to the instability of every market-
capitalist economy, with bank panics historically being a prime trigger
of recessions, and of vast, recurrent wealth destruction. This problem
has been largely solved, since the 1930s, through government-backed
depositinsurance, and the role of the Fed as lender of last resort to the
banking industry, accompanied by bank regulation and supervision

« Banking since the Great Depression therefore shouldn’t be viewed
simply as a private-sector industry: itis in fact a unigue public/private
hybrid, with the private sector providing the capital and expertise to do
lending, and the public sector providing the critical backstop of
stability to prevent bank runs and banking panics

« Since the 1930s, govemment has also been used to reduce fraud and
malpractice in the securities markets, starting with establishment of
the SEC. Such efforts are in pempetual, recurent evolution, as financial
instruments, markets, and institutions evolve and change

Government manages the money supply
and interest rates, and executes
direct interventions in times of crisis

The Federal Reserve manages the supply of the national fiat currency,
monitoring various measures to understand aggregate money supply
as created through banking and lending activities, etc.

The Fed also controls interest rates through open-market activities,
adjusting these upwards and downwards to maintain stable price
levels (with 1-2% infiation per year considered ideal), while keeping an
eye on the overall economy, to try to maintain a stable and sustainable
growth rate, without tipping into either overheating or recession

This is the realm of monetary policy, which is conducted by an
ostensibly independent central bank... but which is itself of course
ultimately accountable to political bodies

Since the 1950s, the American Federal Reserve has established itself
as perhaps the worid's premiere example of a highly sophisticated,
strongly independent, and technocratically competent central bank
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The Federal government provides
an element of stability in the economy
through its inherent scale

« Increased from 4% of GDP in 1930, to 14% after WW2; then to 17-18%
durning the following decades, and is now around 20-21%

+ Because the Federal government does not generally react to economic
downtums by laying off hundreds of thousands of soldiers or other
employees, and because some government programs automatically
tend to spend more during a recession even while tax revenues
go down and the govemment collects less tax as a share of GDP,
government automatically acts as a stabilizing economic force

+ To whatever extent the federal government constitutes an
incrementally larger vs smaller share of the overall economy, there is
presumably some cost to productivity growth and therefore GDP
growth... Since governmentis forthe most part not subject to
compefitive market discipline, as most of the private sectoris, it's
unrealistic to expectit to be nearly as innovative or nearly as efficient
as the private sector

Government can act as
an active counterweigh, to pull
back against economic downturns

 Usually thought of, per Keynes, as a strategy of deliberate deficit-fueled
stimulus spending, to activate idie labor and productive capacity, and
thereby minimize the depth and duration of recessions, The F ederal
government is unique in being the only institution in the country that
has the capacity to actin this kind of a counter-cyclical way

« Deficit-fueled stimulus spending can also take the form of direct money
payments to citizens, or tax cuts. Such actions may be more quickly
executable than ramped-up government spending, but may or may not be
as stimulative, depending on whether recipients spend the money or sit
on it; nor do direct payments or tax cuts yield the purchased ‘public
goods’ of spending-for-value (e.g. infrastructure investment)

« This is an exercise of fiscal policy, requiring political and legislative
action. Government stimulus spending to counteract recessions remains
controversial and often sloppily executed: only in very recent history has
such action been taken in an acknowied ged way, although there are many
examples of de facto stimulus spending, dating back to the Hoover admin
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Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

CONTINUOUS,
ONGOING
since 1934

Government stabilizes the banking sector through direct
involvement (deposit insurance ++), and reduces instability

PREVENTING
BANK PANICS
and
SECURITIES
FRAUD AND
MALPRACTICE

Delivers net
economic value
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action. Government stimulus spending to counteract recessions remains
controversial and often sloppily executed: only in very recent history has
such action been taken in an acknowied ged way, although there are many
examples of de facto stimulus spending, dating back to the Hoover admin
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Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns
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The economic good that the Federal government is doing,

appears to significantly outweigh the inefficiencies that are inherent
in carrying this larger government




Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns
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Four ways the Federal government stabilizes the economy, and prevents or mitigates economic downturns

Government stabilizes the banking sector through direct
involvement (deposit insurance ++), and reduces instability
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The permanent improvement in the performance of the economy
during the postwar era suggests that the net economic contributions
of the Federal government significantly outweigh

not just the costs of incremental government,

these economic contributions also significantly outweigh the net costs
of all incremental government regulation imposed since World War Il -

the mid-20" century
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including all new federal, state and local regulations
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