ECON 2105: Sp 2015 Case Study Exercise Possible Pts: 30

Assignment: Read the 3 attached Case Studies on Macroeconomic topics and
answer the following questions. The questions for each case are worth up to 10
points total. Answers MUST be typed and submitted in Course Den via a Dropbox
as one Word Doc or one PDF.

Deadline: Friday, April 17*" at 5pm (in Course Den Dropbox)

Case 4: Ch 14, Health Care Reform

e (4, Q1: If the government attempts to reduce health care expenditures by
lowering the fees that physicians can charge for certain procedures, what
might be the result in the short run? In the long run?

e (4, Q2: What is special about health care that justifies so much government
intervention? (In other words, what problems would arise if the health care
sector were completely unregulated and unsubsidized?)

Case 5: Ch 16, Big Bucks for Bailout

e (5, Q1: Who benefits and who loses from our “too-bit-to-fail” policies?
e (5, Q2: Outline the scenario of what might have happened to GM had the
federal government allowed it to go bankrupt on its own several years ago.

Case 6: Ch 20, The Fed and Financial Panics

e (6, Q1. If the Fed continued to pay interest on required reserves but
stopped paying interest on excess reserves, how would bank lending
incentives be changed?

e (6, Q2: If the Fed had not injected reserves into the banking system in
2008, what would have been the consequences for the banks and for
Aggregate Demand?
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Health Care Reform

i ing “ ing is : important than your health”
The trite but true saying “Nothing is ro_.o _.H.nwo ant { :

should be replaced these days with another: ZoEE:m is more _Econww“
than who pays for health insurance and health care. The most Mﬂ.mm
change in the history of our nation’s health onaom _MmM.W:on M_mnnmowh.nm

occurred in 2010 with the passage of health car

mﬁhmﬁwmm are big. Americans spend 17 percent on..ﬂosn national EE:M_
income on health care—we are, indeed, the world’s health-care spend-

ing champions.

How ABouT THE UNINSURED?

So what about all those people who are said to be shut om..mnoE _MEE uom_&.w
care system because they lack health § urance? The typical c in
debate over health care reform was 15 c.nnoonm 1». >Bn=c nwumss_mnw&onn
coverage—but like many numbers you hear in political del wwommm
needs to be taken with a grain (or per mmmrwwnn. von.mm.nrnw.co Ho.nWana
million people said to lack health ¢ verage in America, - ul QE.o <
million were aged 18-34, a group fi : .iEo: health nxﬁn.:—nﬂmhom it
lower than average. About twelve on were fully eligib Bn”.n c.r o
provided (and paid-for) health insurance, but ..uromo not to __..Sn_.
among all of the uninsured, fully half were uninsured only part o ha
year. The bottom line is that only about .u mm_.nonﬁ of >Enﬂ8ﬂmnh_5 i~
than one in thirty) were likely to have a significant aoBgM or health B8
surance and yet be unable to get Emﬁpnon on a persistent basis. e
individuals, the lack of insurance was an Onerous, often SM.:@EW ot
life. But it is important to keep in mind that the number Mm M&wo»ﬂo .
group is a far cry from the numbers that are normally ban
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RisING HEALTH CARE COSTS IN AMERICA

Fifty years ago, spending on health care in this country was not even
6 percent of national income. Today it is 17 percent, about equally divided
between public spending and private spending. And there is no doubt that
even as we speak, health care costs have been rising in America. There
are at least four reasons why health care costs have gone up so much:

1. An aging population: The top 5 percent of health care users incur
more than 50 percent of all health care costs. Senior citizens (all of
them covered by Medicare) make up most of the top users. It is not
surprising, therefore, that as our population ages, we will be spending
more on health care. Currently, about 13 percent of U.S. residents are
over 65. By 2035, this number will have risen to 22 percent. Given
that the elderly consume in excess of four times as much per capita
health care services as the rest of the population, the demand for such
services is certain to go up with our aging population.

Of course, populations in Western Europe, Canada, Japan, and
other industrialized nations are rising as well. But there the elderly
have not played as big a role in pushing up health care costs as in
America. The reason is simple. In those other nations, which have
national health insurance systems, the elderly are sharply limited on
the amount of health care they are allowed to utilize. This is much
different from the U.S. Medicare system, which effectively lets se-
nior citizens choose to have whatever health care services they wish.

2. More expensive technologies: Each advance in medical technology
brings with it more expensive equipment and prescription drugs.
A magnetic resonance imaging (MRI) scanner costs at least
$2 million. A positron emission tomography (PET) scanner costs
over $4 million. Each time these machines are used, the fees range
to as high as $2,000 per procedure. New drugs for cancer can easily
cost $250,000 for one course of treatment. Innovation in medicine
has played a key role in improving the quality of health care in
America, and neither innovation nor spending on it is about to stop.
Therefore, we can expect increasing expenditures in medicine just
because of advances in equipment and drugs.

3. When someone else pays: Between the government (through
Medicare and Medicaid) and insurance companies, more than
80 percent of health care spending is paid for by someone else—a
third party. Less than 20 percent is paid directly by individuals. This

4 percent of health care expenditures.

was not always the situation. In 1930, third parties paid only about
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When someone else pays ffor medical services, we encounter

the problem of moral hazard} Payment by third parties creates a
larger quantity demanded. Yoy may think that people do not react
to the price of medical services, but they do. When Medicare went
into effect in 1965, the volume of federal government—reimbursed
medical services increased by more than 65 percent above what was
anticipated when the program was made into law. And when senior
citizens received new coverage for prescription medicines in 2003,
their spending on prescriptions ended up being double the forecast.
Consider an example: If you have a health insurance policy that
pays everything, then you Jw<o little incentive to reduce your
medical care purchases. Why!not see a doctor about every sniffle
“just in case”? If, in contrast, you have to pay the first $1,000
out of your pocket before an insurance company (or the govern-
ment) will start paying for your medical care expenses, you will
react differently. You will engage, at a minimum, in more well-
ness activities and you will te less inclined to seek medical care
for minor problems. Physicidns in hospitals face a type of moral
hazard problem, too. If they [are reimbursed for every procedure
by an insurance company or by the government, they will tend to
ask for more tests and procedures “just in case.” That means we

pay more for medical care.

4. Obesity: The Centers for Digease Control and Prevention (CDC)
have estimated that almost dne-third of Americans are obese. In
contrast, fifty years ago obegity was a rarity. The CDC estimates
that today about 10 percent of total U.S. medical expenditures are
attributable to obesity. About half of these expenditures are being
paid for by Medicare and M dicaid. Many expenditures for obese
people relate to obesity-caused type 2 diabetes—a disease that is ris-
ing at a record rate in the United States. As obesity rises, spending
on medical care will follow. (For the causes of increased obesity,

see Chapter 3.)

HeALTH CARE Wm%owz TO THE RESCUE?

A bitterly fought battle over n..f health care system occurred in the
U.S. Congress until new health care legislation was signed into law by
President Obama in 2010. After briefly reviewing the key aspects of the
two-thousand-plus pages of the new law on this matter, you will see that
not all of the promised results can actually come to fruition, especially

the promise that “spiraling :omi care costs will come down.”
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Here is a brief point-by-point
et s L PRt uW.OMa wB”mEuEmQ of the federal government’s

l. Health care regulations—H i
ions— ealth insurance companies
MHMWM“M ero %w_:o? including those with Emoxmmnhwcwmw%mmm
- (As explained below, this n i i i
(and expensively) on young people.) g e esrily

2, %MMMM&M“M Hsnﬁ_&&ml?mﬁ about everyone living in the United
etther purchase health care coverage or
up to $750 per year for an individual or mw.mmc vnw NMM_.»WMM

family (twenty- .
eral court). y-one states have challenged this mandate in fed-

3. . .
Employer mandate—Firms with more than 50 employees must offer

health insurance covera
verage or pay an annual fine of up t
employee who obtains federal subsidies for such no<omeomquc i

4. Health care insurance subsidies—A variety of subsidies and

tax credits wi i i
s ill be provided to lower-income people and smaller

5. Higher raxes—A special tax rate of 3.8 percent will apply to nearly

all income earnings abo indivi
gl i A vm_o. ve $200,000 for individuals and $250,000

THE MORAL HAZARD PROBLEM WiLL WORSEN

You have already been introd
\ < : uced to the moral hazard probl
M_N”M %“Mﬂ& E__u_d parties pay for medical care. Health oﬁw amow”“ @H
g mu»a.. O.:on the national health care program fully goes
ann:nnn%w. MMMWM». Em_ﬂﬂo:m %». U.S. residents are going to be bwﬁmm a
: e of their health care ex
2 : : penses themselves th
Bﬂn u“.ﬁﬂﬂm&@%ﬂnmﬂ:gn? the direct price paid by them mowwnﬂw_w
e W >_m= and thus the quantity of health care services de-
nuusmunonnxvnbana omum MM@MNN%M :oM.__E insurers will be required to cover
n of medical i i
__B_m. owmn o o ned services, total expenditures on
- MM : nwm_ Wﬂ.ﬂcm& hazard wno.c_oB 5: become worse because more
e ets Wil ace reduced incentives to make decisions that pro-
il . As .uoov_m have more health problems as a conse-
¢ s Increase 1n moral hazard, the demand for health care will
IAcrease, as you know, when demand rises, so too will prices and

expenditures.
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WHY YOUNG wmom.__.m WiLL PAY MORE

The new law means that soon m<Tv~o=n must buy health insurance.
The law also states that insurance ompanies must give full coverage
to those with preexisting illnesses, [but without charging them a higher
rate. What does that mean? Simply that healthy young people—who
will be required to buy insurance palicies—will not pay a low price that
reflects the low risk of them getting sick. One analysis conducted for the
Associated Press estimates that cn?:n:m in 2014 young adults seek-
ing coverage in the individual health insurance market wiil pay almost
20 percent more for the same oo<nﬁ_mo that they could buy today. To
see why this is likely to be an understated impact of the new rules,
consider this fact: Typically, insurance companies have charged six or
seven times as much to older customers as to younger ones in those
states that had no restrictions. The pew federal law limits this ratio to
three to one. That means that a oo-ﬁmﬁ..o_a can be charged only three
times as much as a 25-year-old. So, 'who gets stuck? Young adults will,
in the form of higher premiums.

WON'T EXTRA mLmSWZ,ESN CARE
Cut HEALTH CARE SPENDING?

Supporters of health care reform E.m__._n that it will encourage a lot more
preventive care, thereby reducing overall health care spending. But
Stanford University Medical Professor Abraham Verghese argues that
spending more on preventive care wi actually drive costs up, not down.
First of all, everyone knows what iliness prevention strategies we can do
as individuals—lose weight, eat better, exercise more, smoke less, and
wear a seat belt while driving a car. .Tamn are cheap, save lives, and cut
health care costs.

All other preventive strategies end up costing the economy more.
Increased medical screening leads to iscovering more potential medical
problems and therefore more expenses in the form of additional screen-
ing tests and medications. Professo Verghese uses the following ex-
ample. A test that discovers high chdlesterol in a person who is feeling
fine is really the discovery of a risk [factor and not a disease. Elevated
cholesterol levels mean that you havd a greater chance of having a heart
attack. You could reduce your choldsterol levels through weight loss,
better diet, and lots of exercise. Or, you can take a pill every day in the
form of a drug called a statin. .;mm—,w:_ will reduce your cholesterol
levels. Using a statin in the general population costs about $150,000 for
every year of life it saves in men and costs even more in women, Sorry,
no savings to be found here.

memeover
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THERE ARE INDEED NO FREE LUNCHES

From the onset, the health care debate was couched in absurd contradic-
tions, at least for those who understand limited resources versus unlim-
ited wants, budget constraints, and supply and demand. No legislation
that promises to subsidize tens of millions of U.S. residents who cur-
rently have no health care insurance can possibly lead to lower overall
medical care expenditures. That does not mean that such legislation is
wrong—that’s a value judgment and not a conclusion arising from eco-
nomic analysis. Nevertheless, it is past time that everyone who takes
place in the discussion of health care acknowledges one simple fact.
Throughout all recorded history, when any good or service becomes
cheaper to the person who uses that good or service, quantity demanded
will rise, no matter what the political arguments are to the contrary.

THE MACROECONOMIC EFFECTS
OF HEALTH CARE REFORM

Let there be no doubt about it—the most recent health care reform
legislation is going to impact the rest of the U.S. economy in signifi-
cant ways. It will have effects on labor markets, markets for goods and
services, and the budgets of federal and state governments. Let’s con-
sider these effects in order:

1. Labor market effects—The new legislation requires many firms to
provide health care insurance when they are currently not providing
it. The result will be an increase in the effective wage rates that these
firms must pay for each unit of labor. The increased effective wage
rate will induce firms to reduce the quantity of labor demanded.
The result: Other things being equal, U.S. employment will be
lower than it otherwise would have been had there been no mandate
requiring firms to pay for employee health care coverage.

2. Markets for goods and services—The increase in labor costs that
firms will incur in hiring each unit of labor will clearly increase
average and marginal costs of production. This will induce firms
to decrease their output in all prices. The result: Other things being
equal, equilibrium prices will rise in a number of markets and con-
sumers will pay higher prices for many goods and services.

3. The impact on government budgets—The new taxes for higher-
income people mentioned on page XX went into effect in 2011, so
tax revenues began flowing into the new federal health care program
immediately. Because federal government expenditures on this new
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program are c&:m phased in gradually, the program initially will be
financed by the revenues collected in advance. According to most
experts, though, the new tax revenues will be insufficient to cover
the increases in government health care spending that is going to
occur in future years. Ultimately, the federal government will have
to search for additional ways to reduce its health care expenditures—
such as price no+nnc_m on hospitals and physicians—or increases
in tax rates and ngw taxes. Note that the federal program does not
include revenues for states to cover the higher expenses of additional
people admitted to the Medicaid program, which state governments
administer. Conseguently, state governments will also face pressures
to increase tax Sm_wm or to reduce health care service costs.
|
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CHAPTER 16

Big Bucks
for Bailouts

tom, American International Group (AIG), Anglo Emw.wmbw. Bear
Wﬂ_nm»_.nm. Citigroup, General 30884675. Chrysler, mnnn.&n z_w.o. and
Fannie Mae. What do these companies—which are based in a variety of
nations and offer different productsr—all have in no=.5.5=..v They have
been “saved” by government ARK” Evmv..nc m_&m_&om. .;Q..iono.
according to proponents of these subsidies, just :So. big to fail. Zoi
that concept—too big to fail—coujd be looked at in the w:n—dmn.é.
Perhaps those companies were too big to save—at least from Em points
of view of taxpayers and the long-run ommo_oumw of each country’s econ-
omy. We shall first look at what “tog big to fail” means, and n.ﬁ: exam-
ine this concept in the context of what has been called industrial policy.

THE Logic (or ILLOGIC) BEHIND
Too-BiG-To-FAIL POLICIES

e people who support preventing very large corporations @o.B @_Ed.
Mﬂoﬁﬂﬂw&omn noawwanw are manufacturers n.v». high-speed trains, insur-
ance providers, investment banks, commercial cm:wm,. automobile pro-
ducers, or large guarantors of Bo:%mmnm. mEnm_.o_« believe .E»H a failure
of a very large corporation can create m«.mnn::n risk, that is, threaten a
widespread reduction in economic activity throughout an economy.

Consider two contrasting oxma_w_nm. Your local CD retailer is having
a tough time competing against onl ne downloads. Eventually, the com-
pany goes out of business, laying off its three employees mun.mcm:noeﬁ
the rented retail space in the local . There are no systemic risks with
such an event. A few people have tto look for jobs and the landlord of

100
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the rented space has to find another tenant, but that is the extent of the
impact of the firm’s closure.

Now consider GM. For years prior to its partial takeover by the
government, it was losing hundreds of millions, even billions, of dollars
per year. Over the past half century or so, during good economic times
GM routinely agreed to generous labor contracts. During bad economic
times, it was stuck with high labor costs, including high pension ben-
efits (see Chapter 17). By the time the recession of 2007-2009 rolled
around, GM was simply uncompetitive due to its high costs. Just as the
company was about to go under, it was saved by the U.S. government
(with subsequent help from the Canadian government). Those who ar-
gued for government intervention claimed that GM’s bankruptcy would
put several hundreds of thousands of people out of work and lead to a
vicious cycle of increasing unemployment throughout the United States
and elsewhere. In other words, GM was too big to fail and had to be
saved. The systemic risks were supposedly too great to let it go under.

THE MORAL HAZARD PROBLEM
WITH “SAVING” LARGE CORPORATIONS

When large corporations are “saved” by the government, the taxpayers
who actually pay the bill also face the possibility of a moral hazard
problem. Why? Consider how labor leadership and management in cor-
porations can reason if they believe they are candidates to be “saved.”
Believing that they will not be allowed to fail, they can engage in activi-
ties that are not necessarily in the long-term interests of the company.
(And, we should add, not in the interests of the taxpayers (that’s you and
us) who will be subsidizing them.)

When times are tough, the head of a labor union whose workers
produce GM’s cars knows that the union does not have to “give back”
very much to the company in terms of lowered fringe benefits and lower
wages. Why should it? The company is too big to fail, after all. The
managers of GM act the same way: They know that during tough times
they don’t have to institute dramatic cost-saving actions because—you
guessed it—GM is too big to fail.

This moral hazard problem influenced the behavior of all of the
large corporations that were saved by taxpayers in the United States—
Chrysler, Citicorp, Goldman Sachs, and AIG, among others. Those com-
panies’ workers and managers were no longer subjected to an unfettered

~competitive marketplace, and they acted accordingly. The result was
fand continues to be) the inefficient use of resources. Costs were not
wmmmed where and when they should have been, excessive risks were
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assumed, and so forth. As a result, resources were not employed in their
most productive uses. So, not only are taxpayers footing the bill, but also
the economy will in general grow less rapidly than it would have without
the subsidies to the too-big-to-fail corporations.

INDUSTRIAL POLICY mr BAcCK IN FASHION

The latest worldwide recession o»m&wrw lasted from 2007 to 2009, but its
reverberations may still be going on as you read this. The recession brought
back in vogue something called indpstrial policy. The too-big-to-fail
policies examined above are just an{example of this policy. The way
President Barack Obama put it in 2009 was this: The government must
make “strategic decisions about strategic industries.” The $300 billion
stimulus legislation in that year e ked billions of taxpayer dollars
for investment in “strategic” sectors, such as renewable energy, advanced
vehicles, and high-speed rail systenjs. But the United States was not
alone. At about the same time, Japan announced that it would create a
strategy to make sure that its key industries would not be “left behind.”
France declared that it would invest in|“strategic” industries, too, although
the government there used the phrase|“national champions.” The bottom
line is that an essential part of the new industrial policy in Europe and
Asia, as in America. has been to lavish taxpayer subsidies on banks, car-
makers, and other favored industries.

If we define industrial policy as attempts by governments to promote
the growth of particular industrial sectors and companies, history does
not shed a favorable light on these palicies. Simply claiming, as Obama
did when he visited Detroit in 2010, that taxpayer subsidies “saved jobs”
does not really tell us anything. After all, the correct analysis of any
industrial policy must compare costs with benefits. How much did those
“saved” jobs cost the economy? .

Consider the example of the semiconductor industry. Japan spent
somewhere between $20 and $50 billion (estimates differ) during the
early 1980s to make the Japanese firms in this industry competitive. All
that money was spent for naught. None of the Japanese firms appreciably
improved their market shares, and the two world leaders in the indus-
try today are American (Intel) and South Korean (Samsung). Singapore
spent about $15 billion in 1995 as part of a similar drive, as did China
in 1999. Both policies were failures—no companies from either nation
have managed to crack the top ten.

Britain tried similar maneuvers,just as it tried to prop up some of
its ailing car companies. Both efforts failed. France spent billions trying
to construct an information technology industry, a move that ultimately
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failed also. The simple fact is that the more globally competitive an in-
dustry is, the harder it is for government industrial policy to effectively
promote companies in that industry. And because virtually all major
industries are globally competitive, this means that industrial policy is
destined to fail.

PicKING WINNERS—NOT As EAsY As IT SEEMS

Most industrial policy is based on the belief of government officials
that they are able to pick winners. Whether the selection process is un-
dertaken in a poor country or in a rich country does not seem to matter,
for reasons that are easy to understand. Consider the incentives facing
government employees in charge of industrial policy compared to the
incentives of decision makers in the private sector. First, the government
policymaker is using other people’s money—taxpayer dollars, yen, or
euros. It is difficult for us to imagine that a government employee using
other people’s money is going to make better predictions about which
industries or companies are going to be winners in the future than some-
one who has “skin in the game.” After all, if the government employee
is wrong, the financial consequences are minimal. Her or his life savings
are not at stake.

There is also a certain amount of arrogance involved in a govern-
ment official deciding where best to move resources in the economy.
Under what circumstances would such an official have better informa-
tion about future demands for certain products or services than people in
the private sector? There are almost none of which we can think.! After
all, those who pick winners in the private sector are rewarded hand-
somely and can become millionaires or even billionaires. In contrast, a
government official who is successful in this endeavor might move up a
grade level in civil service rating or perhaps be mentioned as an exem-
plary employee. Small peanuts, we would say.

CREATIVE DESTRUCTION AND BANKRUPTCY

Do you know what a Polaroid camera is? Probably not, because that
good has virtually disappeared due to competition from a better instant
photography medium—digital cameras. Do you know what an eight-
track cassette tape is? Probably not. It was replaced by the compact disc,
which is now becoming obsolete because of competition from online
M_Emmo downloading. Have you ever heard of FedMart? Probably not.

1 The .Go.wmmc_& .oxnnvmo:m involve industries (such as aerospace) where correct decision
making is heavily dependent on “top secret.” government-held information.
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It was eventually put out of _u:mETm by innovative competitors, such as
WalMart. _

A Harvard economist named h_Omnvu Schumpeter (1883-1950) had a
term for the death of certain companies over time—creative destruction.
He used this term to describe the process by which the economy is trans-
formed by innovation. In his view (now generally shared by economists),
innovative entry by entrepreneurs is the economic force behind sustained
long-term economic growth. In the process of innovation, the value of es-
tablished companies (and many of their specialized workers) is destroyed.
Of course, at the same time, even Team value is created elsewhere by the
innovation. Indeed, the process of creative destruction is at the heart of
sustained economic growth.

We see most dramatically the¢ process of innovative destruction at
work when we see companies gojng bankrupt. Many companies sim-
ply disappear when they go b, pt, forcing employees to seek work
elsewhere. Other companies emerge from bankruptcy leaner and better
able to compete. When a bankrupf company emerges from bankruptcy,
most of its creditors and shareholders have lost considerable sums. Many
of its workers have been laid off +n have had to accept reduced salaries
and benefits, even if they previously had a union contract. That is what
would have happened, without taxpayer subsidies, for GM, Chrysler,
Citicorp, Goldman Sachs, and AIG.

But WHAT E%ce SAVING JoBSs?

Whether bankruptcy is involved of not, creative destruction necessarily
means that people will have to moyve from one job to another—old jobs
are eliminated, new ones created. Supporters of the too-big-to-fail theory
(and of industrial policy in general) always argue that they are only try-
ing to “save jobs.” It is true that such taxpayer subsidies may protect the
jobs of those in the subsidized companies or industries. But that is hardly
job-saving fiscal policy. Every ,ﬁﬂ sidy to save a job in a company or
industry has to be paid for. Either there is less government spending
(and presumably fewer jobs) elsewhere or taxes must be raised, which
means less taxpayer spending (and presumably fewer jobs) elsewhere.
Therefore, a job “saved” in one company or industry ultimately leads
to job losses in unsubsidized companies and industries. (In fact, there is
every reason to believe that the jobs lost will exceed the jobs saved—see
Chapter 25.) Economists are fond |of saying that there is no such thing
as a free lunch, and this principle applies to any fiscal policy justified as
being purportedly “job saving.”
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NEGATIVE INDUSTRIAL PoLiCY

Despite all the talk by politicians about “saving” jobs, governments
at all Ievels in the United States regularly have acted in ways that
reduce employment. Indeed, the tax and regulatory policies of the federal
government and many state governments have fostered a climate m.m
deindustrialization. We have the second highest corporate tax rate in
the world. Perhaps equally important, federal government regulations
add dramatically to the cost of production in this country. Estimates of
the annual costs go as high as $1.7 trillion for federal regulations, or
about 12 percent of annual national income.

Businesses in the United States today are also facing regulatory un-
certainty. They do not know whether there is going to be a tax on carbon
output. They certainly do not know how to estimate the costs of the
2,400-page health care law or the 2,300-page financial services law, both
passed in 2010. The latter requires that 243 new rules be written and no
one knows what they will be. The former involves over a hundred new
agencies, all of which will write new rules. All of this uncertainty puts
U.S. companies at a disadvantage to their competitors in other countries,
particularly in Asia.

The bottom line is simple. Despite their willingness to spend your
money on bailouts, politicians don’t actually seem too interested in pro-
moting the policies that would encourage long-run recruiting and retention
of workers. Once again, good politics makes bad economic policy.



CHAPTER 20

The Fed and Financial
Panics

The Panic of 1907 began after a failed attempt by Otto Heinze to “comer
the market” on shares of stock in the United Copper Company. Heinze
had expected the demand for United’s shares to increase in the near term
and thought that if he bought up enough shares quickly at low prices,
he could turn around and sell them at a handsome profit. His judgment
proved wrong, and Heinze had to sell out at devastatingly low prices.
Not only did his stock brokerage firm go out of business as a result.
More disastrously, the public’s confidence in the financial condition of
banks that had large holdings of United Copper shares evaporated. Con-
fidence also plummeted regarding the financial health of several banks
with whom Otto’s brother Augustus was associated.

All of these banks suffered bank runs, in which large numbers of
customers simultaneously withdrew their deposits, and some ultimately
failed as a result. The banking panic soon spread more widely, threaten-
ing the security of the entire financial system. It was eventually halted
only when the famed financier J.P. Morgan induced a large number
of banks to join a consortium and mutually stand behind each other’s
financial obligations.

BIRTH OF THE FED

The Panic of 1907 achieved notoriety at the time by causing the recession
of 1907-1908, but the panic’s longer-term importance lies elsewhere.
Hoping to avoid a repeat of 1907’s financial meltdown, Congress in
913 established the Federal Reserve System, commonly referred to
as the Fed. The Fed is now the nation’s monetary authority and, among
ather things, our first line of defense against financial panics.

125
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As had been true in prior financial panics, the crux of many banks’
woes in 1907 was their inability to convert their assets into the cash that
panicked depositors desperately want d. So the Fed was created to serve
as “lender of last resort” to the nation’s commercial banks. Congress
empowered the Fed to lend funds to E?_n to meet whatever demands that
depositors put on the banks, regardles of how great those demands might
be. The intention was that there io_..Ha never be another financial panic
in the United States, an objective that, if achieved, would significantly
reduce the number and severity of thé nation’s economic recessions.

OPPORTUNITY |AND FAILURE

The Fed’s first real chance to perform as lender of last resort—the
function for which it was created—came in 1930 when several prominent
New York banks got into financial difficulties. Customers of those and
other banks started withdrawing funds, fearing that their banks might be
weak. This spreading lack of confidence was exactly the scenario the Fed
was created to defend against—yet it{did nothing. The result was a bank-
ing panic and a worsening of the economic downturn already under way.
The next year, the Fed had two more opportunities to act as lender

of last resort when confidence in %wbwm sagged, yet in both cases it
again failed to act. The results wer recurring bank panics in 1931 and

an intensification of what was by then an extremely severe recession.

Early in 1933, eroding public confidence in the banking system gave

the Fed yet another opportunity to step in as lender of last resort, and

again it failed to do so. The namEaJW banking panic was disastrous and

ushered in the deepest stages of what has come to be known as the Great

Depression. It is little wonder that fn&nn Hoover, who was president

of the United States at the time, referred to the Fed as “a weak reed for

a nation to lean on in time of troubl

rmmmozmh.m;z_mu

Thirty years after the end of the Great Depression, Nobel laureate Miltoa
Friedman and Anna Schwartz published A Monetary History of the
United States. Among other things,|this book laid out in detail the story
of the Fed’s failings during the 1930s. The book’s lessons were absorbed
by at least two people who have since served as the head of the Fed—
Alan Greenspan, who was chair of the Fed from 1987 to 2006, and Ben
Bernanke, who succeeded Greensp

Greenspan’s opportunity to have the Fed serve as the banking system’s
lender of last resort came in September 2001, in the wake of the terrorist
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MHMM. M: MMMMM___.W Trade Center towers. Banks found themselves in
el M LA wm” of ?:& as panicked depositors made large-scale
el Tl : nw Fed quickly stepped in to provide funds to banks
ot e nnnnﬁ e %:.S:& of depositors without having to sell om...
8:88@58%3 5% WMHMMMHW_.H% QMMNMNWRM,"M o S
i e e e Fed. Zn<.na_m_omm, the Fed
objectives of mwwo_.owsnmlmamm”mﬁm%”m.”ﬁ mw:h%hmuwwﬁ_aw 5

THE PANIC OF "08

WMWM WMMMMM.W WM@MWW:A”M_@QO”@EWM: mm chair of the Fed, Ben Bernanke
; : ity put the ed to work. Late in 2008, rapi
T om». MMMMM_Q%M% w:amwﬂww_ MMEEMME system led to the near or SH.M“UM_N
: : - Many commercial banks, inves
mw.“”mhn%o Mwﬂ-o“mwﬂao:nn companies were suddenly in dire nonanM“w
e ss the country found themselves unable to obtain
e e ﬂwﬁ nm any rate of interest. Although circumstances differed
- aer i) »_uoﬁuhana_m_ cmn_n Wwere not at the center of the panic, there
e e one point: The Panic of *08 was just as threatenin to
grmm_noaw as its century-old predecessor had been. T
e nMMMM_M costs of inaction, the Fed moved swiftly to maintain
s o o :mmo in key components of the financial system. But
gyt a““__ rably broader than ever before. Historically, for
i 5 ek lent funds to commercial banks and to the mnmonm_
FaoEEn&nmo& - :o. ; M_”__n: 2008, E.n Fed also lent hundreds of billions of dol-
Rl Em:nubMo ' corporations around the country, including tens of
Rec > gtant AIG. The Fed also began purchasing obligations
S G e ponsored mortgage market giants Fannie Mae and Freddie
s monw Wom M_oﬁmﬁmmo more lending for home purchases. And finally
exchange mEonm of Mo%%ﬂmwﬁ%w MMEM_ON,BQQ& SEah soEa.
Bl o higi sk scomie = eral bonds it held for billions of
.  prive y held. In effect, the
Bnamnwﬂ” “nnum,n _.umr.:mw assets of questionable value WME EMM.M”MMMM
anng_ﬁ p ucing the chances that skittish depositors might suddenl
ge-scale withdrawals of funds from commercial banks f

THE SURGE IN EXCESss RESERVES

On BM-N %». their deposits, commercial banks are required to keep a mini-
S&E&n m.m% %.M reserves on hand, either in their vaults or on deposit
- These are referred to as required reserves. Any reserves
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above these minimum required levels are called excess reserves. Over
the past 70 years, bank holdings of excess reserves have generally been
quite small, amounting to no more|than a few billion dollars for the entire
banking system. And this is not sutprising. In normal times, banks gener-
ally keep only enough excess reserves to handle day-to-day transactions
with depositors because they can interest on any funds they lend out.

By 2009, excess reserves soared to more than $800 billion, and
eventually topped $1.2 rrillion. Total reserves (required plus excess)
were up sharply because the Fed was giving banks reserves in return
for other assets. Among the u:&:mmom were commercial paper (debts
issued by private companies), seclirities backed by credit card debt.and
home mortgages, and even home rso:mwmnm themselves. But almost all
of the Fed-provided reserves simply sat there—either in bank vaults or
on deposit with the Fed—because| banks lent almost none of them out.

Banks across the country held on to the excess reserves for three
reasons. First, the sagging economy meant that borrowers were riskier and
hence less profitable at any m?n:%nﬁnomﬁ rate. Second, depositors were
greatly concerned about the financial condition of commercial banks. The
banks therefore wanted plenty of funds on hand—in the form of excess
reserves—in case they had to meet increased withdrawal demands by
depositors. Oddly enough, the third reason for the failure of banks to lend
out reserves was a new policy implemented by the Fed itself.

PAYING Mz._,mzmme ON RESERVES

In 2008, the Fed began paying L:nnnmﬂ on the reserves held by com-
mercial banks, something it had rlever done before. And it was paying
interest not just on required resefves but on excess reserves as well.
This policy encouraged banks to hpld excess reserves rather than to lend
the funds to customers. Thus, theé payment of interest on commercial
bank reserves made it more difficult for companies and individuals to
get loans. (See Chapter 21 for more on this.)

On balance, it remains to be munn whether the Fed actions during the
last recession lived up to the oxw.wosno:m that the Fed’s founders had
more than a century ago. By providing funds to banks and other financial
institutions, the Fed helped reducej the impact of the financial panic and
helped prevent widespread runs on commercial banks. Nevertheless, the
Fed decision to pay interest on r¢serves markedly discouraged banks
from lending those reserves to companies and households across the
land. This surely slowed recovery from the recession. Only time and
further study will tell whether, on balance, the Fed’s actions during the
recession made us better off—or worse off.
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