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2 INTRODUCTION

One View of the Challenge

It is useful to begin by discussing a subject that might initially seem unre-
lated to monetary system design: “shadow banking.” This term has taken
on a variety of meanings lately, but I will use it in a very precise way.
For our purposes, a shadow bank is an entity that uses large quantities
of short-term debt to fund a portfolio of financial assets and that is not a
chartered deposit bank. The shadow banking system is just the set of enti-
ties that meet these two criteria.*
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INTRODUCTION 3

The concept of shadow banking, as used here, is more or less inter-
changeable with the (nondeposit) short-term debt of the financial sector.
Practically speaking, they are the same thing. The markets for this short-
term debt—often called the short-term funding markets, the wholesale
funding markets, or just the funding markets—are described in some de-
tail in chapter 1. These markets are huge, and they were at the center of
the recent financial crisis. In 2007 and 2008 the short-term funding mar-
kets unraveled in a series of classic panics. From the perspective of finance
practitioners and policymakers, these panics were virtually synonymous
with the financial crisis. The panics themselves were the emergency, and
they coincided with the start of a severe economic slump.

This book argues that, when it comes to financial stability policy,
panics—widespread redemptions of the financial sector’s short-term
debt—should be viewed as “the problem” (the main one, anyway). More
to the point: panic-proofing, as opposed to, say, asset bubble prevention
or “systemic risk” mitigation, should be the central objective of financial
stability policy—at least insofar as financial stability policy is about pre-
venting macroeconomic disasters. I will have much more to say about this
later.

We do of course have a policy response to panics, but it has major prob-
lems. The modern answer to panics consists of an implicit commitment of
open-ended public support for the financial sector’s short-term debt, via
the lender of last resort and other facilities. The very prospect of public
support introduces potentially severe distortions into the financial sys-
tem. It encourages the growth of individual financial firms and the finan-
cial sector as a whole; it rewards high degrees of leverage and generates
an oversupply of credit; and it perversely subsidizes the financial sector
through artificially low funding costs. These are not novel claims, but they
do suggest that our modern approach to fighting panics might itself bear
substantial responsibility for many of the apparent pathologies of modern
finance.

So what does the financial sector’s short-term debt (shadow banking)
have to do with the monetary system? Gary Gorton, a leading expert in
this area, has said that “the shadow banking system is, in fact, real bank-
ing.”’ This is an important insight. Shadow banking clearly bears a close
resemblance to ordinary deposit banking. Both shadow banks and deposit
banks hold portfolios of financial assets that they fund largely with very
short-term IOUs. In deposit banking those IOUs take the form of deposit
liabilities. In shadow banking those IOUs consist of the myriad instru-
ments of the short-term funding markets. But the basic structure is the
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same. Because of this heavy reliance on short-term debt funding, both
business models are inherently susceptible to a liquidity crisis or “run” in
which short-term claimants simultaneously seek to redeem.

So far so good; this comparison between shadow banking and deposit
banking has become fairly standard. But the comparison can be taken one
step further. It is a truism of finance that deposit banks are in the money
creation business. Every student of introductory economics learns how this
works. Deposit banks issue special instruments called “deposits” that func-
tion as money.® This is a legally privileged activity: only chartered deposit
banks are authorized to issue these instruments. And they issue them in
amounts that far exceed their holdings of government-issued (or “base”)
money. Deposit banks, then, really do augment the money supply.

Here we come to a threshold conceptual step. It turns out that the
shadow banking system creates money too. The short-term IOUs that are
issued by shadow banks are widely understood to be close substitutes for
deposit instruments. For accounting and other purposes, these short-term
debt instruments are called cash equivalents. Corporate treasurers and
other businesspeople just call them cash. Economists sometimes refer
to them as near money or quasi money. Central bankers include many
of these instruments in their broad measures of the money supply. And,
not coincidentally, the market for these short-term IOUs is known in the
financial world as the money market, as distinct from the more familiar
capital market in which stocks and ordinary bonds are traded.

Now, these cash equivalent instruments might not really seem like
“money.” In particular, they are not typically used as a means of pay-
ment—a textbook attribute of money. In this respect cash equivalents
look like ordinary bonds. An important task ahead will be to clarify what
it means to say that cash equivalents have monetary attributes, whereas
other financial instruments—like longer-term Treasury bonds, or shares in
equity mutual funds—do not. The answer is not obvious, and it is not just
a matter of asset “liquidity.” I will address this central topic in chapter 1.

Shadow banking, then, appears to be a monetary phenomenon, not
just a financial one. This distinction might seem subtle, but it is conceptu-
ally significant. It implies that the shadow banking problem is bound up
with the institutional structure of the monetary system. In other words,
the question of what to do about shadow banking is inseparable from the
question of how our monetary system should be designed. This recogni-
tion should not be very controversial; it emerges naturally from the anal-
ogy between shadow banking and deposit banking. Interestingly, though,
shadow banking is seldom discussed in this way.
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What would it mean to take this monetary perspective on shadow bank-
ing seriously? Deposit banks have long been viewed as special by virtue of
their monetary function. In particular, disruptions in the deposit banking
sector can and do inflict severe damage on the broader economy. In a clas-
sic analysis, Milton Friedman and Anna Schwartz argued that the Great
Depression was largely the product of a monetary contraction caused by
waves of banking panics.” Those panics, they wrote, “were the mechanism
through which a drastic decline was produced in the stock of money.” And
the economic devastation that followed was “a tragic testimonial to the
importance of monetary forces.” (Subsequent research on the Depression
has stressed the causal role of the international gold standard. Note that
these two explanations are complementary®—and both implicate the
monetary framework.) The impact of Friedman and Schwartz’s study was
profound. Ben Bernanke has described their achievement as “nothing less
than to provide what has become the leading and most persuasive expla-
nation of the worst economic disaster in American history, the onset of
the Great Depression.”® The relevance of the Friedman-Schwartz thesis to
shadow banking is not hard to see. If the shadow banking system performs
a monetary function similar to that of deposit banking, presumably it also
presents similar macroeconomic risks.

This line of reasoning raises fundamental questions of institutional de-
sign. For the legal distinction between deposit banking and shadow bank-
ing is striking. Consider deposit banks first. In recognition of their special
role in money creation, deposit banks have long been required to submit
to a uniquely extensive regulatory regime. No other industry is subject to
remotely comparable constraints and oversight. In the United States, de-
posit banks face detailed chartering criteria; strict limits on permissible
activities and investments; leverage limits (capital requirements); special
restrictions on affiliations and affiliate transactions; base money reserve
requirements; extensive on-site supervision; a vigorous enforcement re-
gime; special receivership in the event of failure; and so on. Deposit banks
are also the beneficiaries of government stabilization facilities—central
bank loans and deposit insurance—that are (normally) unavailable to
other firms.

By virtue of submitting to this regulatory regime, deposit banks are
endowed with an extraordinary legal privilege: they are licensed to issue
deposit instruments. This privilege is accompanied by a logical corollary:
enterprises other than chartered deposit banks are legally prohibited from
issuing these instruments.!® This remarkable prohibition might be de-
scribed, both logically and historically, as the “first law of banking.” It is
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worth dwelling on this point for a moment. In formal terms, a deposit in-
strument is merely a variety of IOU. The first law of banking thus estab-
lishes a sweeping limitation on freedom of contract. Parties not licensed
as deposit banks are legally ineligible to be obligors under this particular
type of IOU. The authority to issue them is the very legal privilege that a
banking charter conveys.!

Contrast the shadow banking system. Shadow banking entities have no
legal or regulatory status as such. Issuing cash equivalent instruments—
the hallmark of shadow banking—requires no license. This activity takes
place pursuant to generally applicable background rules of property and
contract (maybe with a dash of commercial law and organizational law
thrown in). It is not legally confined, nor is it surrounded by the elaborate
institutional architecture of the deposit banking system. What justifies this
differential legal status? Assume for the moment that the monetary func-
tion of deposits is, in one way or another, what justifies the extraordinary
regulation of their issuers. If cash equivalents perform a monetary func-
tion too, then perhaps the law of banking rests on an arbitrary and formal-
istic distinction. That is to say, perhaps the starting point for banking law
should be not the deposit instrument but rather the broad array of short-
term IOUs that serve a monetary function.

This analysis reveals a basic point that has vital implications for mone-
tary system design: given the existence of some established medium of
exchange, entrepreneurs can set up a distinctive “money creation” busi-
ness model whose liabilities consist largely of instruments that are re-
deemable for that existing money on demand or in the very near term.
(Why entrepreneurs would want to use such a funding model will be dis-
cussed in chapters 2 and 3; the short answer is that it is very profitable.)
The portfolios of these enterprises tend to consist mostly of longer-term
financial assets like loans and bonds. This is the familiar business model of
banking—or shadow banking, as the case may be. Crucially, in the absence
of any special legal impediments, this business model can arise through the
operation of standard rules of property and contract. The law of deposit
banking, however, establishes just such a legal impediment. It is the first
law of banking: no person or entity may issue redeemable instruments
styled as “deposits” unless it has a special charter to do so.

One sometimes hears that banking regulation should be “extended” to
the shadow banking system, but this argument misapprehends the basic
structure of banking law. To see why, imagine what it would mean to “ex-
tend” banking regulation to, say, a big securities dealer that relies heav-
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ily on short-term debt funding. I noted above that US deposit banks are
strictly limited in their permissible activities and investments. Let’s now
be a little more specific. In the United States, deposit banks are basi-
cally limited to holding diversified portfolios of credit assets—loans and
investment-grade bonds. They generally may not buy equity securities or
junk bonds, for example.'? So deposit banks are not allowed to own many
of the kinds of assets that securities dealers hold as a part of their core
business. More fundamentally, deposit banks are explicitly prohibited by
statute from engaging in securities dealing, subject to very narrow excep-
tions.” Simply put, if deposit banking regulation were “extended” to a se-
curities dealer, it could no longer be a securities dealer.

One might argue that these activity and portfolio constraints should
be relaxed in the case of a securities dealer. But this is a strange argu-
ment; those constraints are part of the very core of banking regulation!
Remember, banking law starts by confining the issuance of deposit in-
struments to a class of specially chartered entities that must abide by all
sorts of requirements, including strict activity and portfolio constraints. If
cash equivalents function as deposit substitutes, then the natural question
is whether their issuance should also be so confined. In other words, the
question isn’t whether banking regulation should be “extended” to (for
example) securities dealers, but rather whether securities dealers should
be prohibited from issuing cash equivalents, just as they are now prohib-
ited from issuing deposits. We are talking here about updating the first law
of banking—the general prohibition that is the starting point for bank-
ing law.

Here is another way of thinking about it. Imagine that the statutory
definition of “deposit”!* were amended to encompass all the various types
of short-term debt instruments on which the financial sector relies for
funding. In that case, only chartered deposit banks would be authorized
to issue such instruments. This would mean the end of “shadow” banking;
the business of funding portfolios of financial assets with large quantities
of short-term debt would be coextensive with the deposit banking system.
We would then have a single set of chartered money creation firms, oper-
ating under terms and conditions established by the state.

It should now be apparent what it means to say that financial instabil-
ity is a problem of monetary system design. The short-term IOUs of the
financial sector are monetary instruments, and a panic—what Bernanke
called a “generalized run by providers of short-term funding to a set of
financial institutions”—is a defining feature of financial crises. To quote
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University of Chicago economist Douglas Diamond, a leading theorist in
this area, “Financial crises are everywhere and always about short-term
debt.”" This is perhaps an exaggeration, but only a slight one.

The Broader Context

This discussion has offered a glimpse of the kinds of questions this book
is occupied with. To bring these questions fully into view, it is useful to
situate the foregoing discussion within a more general context. Some tax-
onomy will help. Consider the “cash and equivalents” line on the asset
side of the balance sheet of an operating company, say IBM. We tend to
think of this as just “cash” or “money”—and that is what IBM’s managers
surely call it—but of course in reality it consists of specific kinds of in-
struments. What are they exactly? There are three basic categories. First,
there is government-issued physical currency; IBM has only a tiny amount
of this. Second, there are (checkable) bank deposit instruments, which
the company uses to make virtually all its payments. Third, there are
the various instruments of the short-term funding markets: cash equiva-
lents.

Let’s look more closely at these three categories. Table 1 summarizes
some of their essential legal-institutional attributes (the focus here is
on the United States, but other jurisdictions are similar). The first row,
physical currency, has been lurking in the background so far; we can now
bring it forward. In modern monetary systems, physical currency is “fiat”
currency, meaning it lacks intrinsic value and isn’t redeemable for any-
thing else.! The table indicates that issuing physical currency is legally
privileged: having issued currency, the state prohibits others from produc-
ing identical instruments. This of course is the subject of anticounterfeiting

TABLE 1. Characteristics of Existing Monetary Instruments

Monetary Instrument Privileged Issuance? Sovereign vs. Private

Physical currency Yes Sovereign

Bank deposits Yes Sovereign (insured)
and

Private (uninsured)

Cash equivalents No Private (mostly)
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law."” Physical currency is also sovereign in status. This just means it repre-
sents a “commitment” of the state and not of any private entity.

Next consider bank deposits, which are the predominant medium of
exchange in modern economies. We have already seen that their issuance
is a privileged activity, inasmuch as it is legally confined to a class of spe-
cially chartered entities. In addition, most deposit instruments—those
that are federally insured—are sovereign in status, meaning the govern-
ment commits to honor them. Uninsured deposits, on the other hand, are
private obligations and are susceptible to default.

The third category is cash equivalents. As we saw above, their issuance
generally is not a legal privilege. Most cash equivalent instruments have
no legal or regulatory status as such. They are issued (in immense quan-
tities) pursuant to standard rules of property and contract. There are no
legal restrictions on issuing cash equivalents, and they reside outside the
purview of monetary authorities. In addition, cash equivalents generally
are private obligations and are susceptible to default.

These three categories of monetary instruments roughly correspond to
conventional measures of the money stock: the “monetary base,” “M1,”
“M2,” and “M3.” Physical currency belongs to the monetary base, which
under current arrangements is issued directly by the central bank. Bank
deposits that are payable on demand belong to M1, which consists of types
of money commonly used for payment. Some important cash equivalents
are included in M2 and M3, which are broader measures of the money
stock. The Federal Reserve stopped reporting M3 in 2006, but other cen-
tral banks, including the European Central Bank, do report M3 measures
(see chapter 1).

The taxonomy in table T raises some basic questions of institutional
design. The most fundamental question is why the government should in-
volve itself in monetary matters to begin with. We can safely stipulate that
money serves a vital function in a market economy: it makes exchange
much easier. But it doesn’t follow that the state needs to have a role here.
The state could exit the monetary business altogether—including the issu-
ance of physical currency—leaving it entirely to “the market” to establish
a monetary framework.

In the area of money, however, the pure laissez-faire approach has few
advocates.'® Even the most ardent proponents of laissez-faire usually con-
cede that “the market” (as constituted by the legal institutions of prop-
erty and contract) should not be expected to generate satisfactory mone-
tary arrangements through some kind of spontaneous process. Consider
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the views of Milton Friedman, a champion of laissez-faire in other areas:
“Something like a moderately stable monetary framework seems an
essential prerequisite for the effective operation of a private market
economy. It is dubious that the market can by itself provide such a frame-
work. Hence, the function of providing one is an essential governmental
function on a par with the provision of a stable legal framework.”'* More
recently, another Nobel Prize—winning economist with equally impec-
cable laissez-faire credentials made a similar argument. “The market will
not work effectively with monetary anarchy,” wrote James M. Buchanan.
“Clearly some defined process and institutional structure must be estab-
lished” over monetary affairs.?’

If the government is going to establish a monetary framework, it must
decide how best to do so. In this regard it faces some fundamental de-
sign choices. An initial set of choices is evident in the “privileged issu-
ance” column in table 1. Let’s suppose the state has successfully put some
amount of fiat paper money into circulation, by whatever means. Assume
also that it has established anticounterfeiting laws and is enforcing them
adequately. As we have already seen, given the existence of this estab-
lished medium of exchange, entrepreneurs can set up a money creation
business (in other words, a bank) using generally available legal technol-
ogies. A threshold question for the state is whether to impose any limita-
tions on this private activity.

The notion that the state should leave this activity unhindered—a pro-
posal that sometimes goes by the name free banking—embodies a com-
mitment to freedom of contract in this area. Note, however, that both
theory and history suggest this business model is prone to damaging pan-
ics. (We will examine this topic in detail in part 1.) Perhaps for this reason,
free banking has not been the historical norm. The issuance of deposit in-
struments and their historical predecessors, bank notes, has almost always
been a legal privilege.”

Suppose the state were to conclude that free banking is dubious—that
legal constraints should be placed on issuing redeemable instruments that
function as money. (This is the first law of banking.) The state might then
adopt the familiar licensing approach, permitting only selected third par-
ties to issue these instruments under specified terms and conditions. But
if the state sees problems with this activity—problems that justify cur-
tailing freedom of contract—why let any third parties do it at all? After
all, the state could make itself the exclusive issuer of monetary instru-
ments, whether through a state-owned “bank” or through some other in-
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stitutional arrangement. This would mean prohibiting all third parties
from creating money; money creation would be a public monopoly. Lest
this idea seem far-fetched, it is worth noting that one version of this pro-
posal, called “100% reserve banking,” has a very distinguished intellec-
tual lineage.?

Either way—whether the government grants the privilege of issuing
monetary instruments to selected third parties or retains it exclusively for
itself—the government needs to specify the precise contours of the privi-
lege. A legal privilege logically implies a legal prohibition; parties without
the privilege are prohibited from doing something.”® So what, exactly, is
the government prohibiting? Is it just the issuance of redeemable instru-
ments styled as “deposits”? Or should the prohibition extend to issuing
cash equivalents, defined on some functional basis? This is the question
we encountered above in the shadow banking discussion: whether there
is a respectable basis for the differential legal status of deposits and cash
equivalents. It is clear now that this is just one aspect of a broader design
challenge.

Turning to the “sovereign vs. private” column, we encounter another
set of design choices. Government-issued fiat money is inherently sover-
eign in status; dollar bills are not susceptible to default. But if the govern-
ment chooses to license third parties to issue redeemable monetary instru-
ments, those instruments are another matter. The state has two options
here. The first would be to leave such instruments as private (defaultable)
contractual obligations. The second would be to accord them sovereign
status: think deposit insurance.

This is a much debated topic. Historically, deposit insurance systems
seem to have had remarkable benefits in preventing banking panics. At
the same time, such systems give rise to well-known incentive problems,
encapsulated by the term moral hazard. Whether such incentive problems
can be successfully mitigated through various regulatory techniques is an
important question. A related question is whether the government should
limit the scope of its commitment. Under the current US system, federal
deposit insurance is capped at $250,000 per account.? This coverage limit
reflects a consumer protection philosophy; small retail account holders
presumably lack the capacity to monitor bank solvency. But if we view de-
posit insurance through the lens of panic prevention instead of consumer
protection, then the justification for coverage limits becomes far murkier.
As we will see in future chapters, sophisticated institutional accounts are
far more likely than small retail accounts to redeem en masse, precisely
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because they are paying closer attention. If panic prevention is a key goal,
then coverage limits may very well undermine it.”> Finally, the subject of
cash equivalents arises here too. If the government sees fit to accord sov-
ereign status to “deposit” instruments, does the same logic apply to cash
equivalents?

Still other questions suggest themselves. If the government chooses
to license third parties to engage in money creation, under what terms
and conditions should they operate? How should we think about the re-
lation between this activity and the direct issuance of base money by an
arm of the state, such as a state-owned central bank? And how (if at all)
should the government exercise control over the supply of monetary in-
struments? These questions subsume a variety of others: about the oper-
ation of monetary policy; about the administrative independence of the
monetary authority from the fiscal authority; about the mechanics of the
payment system; and about “seigniorage,” or government revenue that
arises from money creation.

It should be clear that we are dealing with a multifaceted institutional
design challenge. Given the importance of the topic, one could be for-
given for assuming that these issues must already have been fully thought
through. Surprisingly, they have not. The basic legal-institutional design
considerations that are pertinent to the establishment of a monetary sys-
tem have never been well articulated. Look, for instance, at the standard
textbooks on money and banking, on macroeconomics, and on bank regu-
lation. This is where one might expect to see a systematic treatment of
these issues, but it is not to be found.
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CHAPTER ONE

Taking the Money Market Seriously

Pure money ... is nothing else but the most perfect type of security. Bills of short maturity
form the next grade, being not quite perfect money, but still very close substitutes for it....
The rate of interest on these securities is a measure of their imperfection—of their imperfect
“moneyness.”—John Hicks, 1946!

re the instruments of the money market—the short-term debt instru-
ments we have been calling cash equivalents—really money? The
question seems to invite a semantic debate. It obviously depends on how
one defines “money.” Still, semantic debates can sometimes be useful;
they can help to sharpen concepts. This is one of those cases.

Start with the textbook definition of money. That definition can be re-
hearsed by any student of introductory economics. Money is convention-
ally defined as the set of assets that can be readily used in transactions. In
this regard the medium of exchange function of money is commonly said
to be paramount. But cash equivalent instruments, unlike checkable bank
deposits, generally do not function as a medium of exchange. Rather, they
must be converted into the medium of exchange—by selling them or wait-
ing for them to mature—before they can be used in transactions. In this
respect, cash equivalents resemble other (nonmonetary) financial assets
like stocks and longer-term bonds.

So, under the textbook definition, cash equivalents are not money. And
some experts—perhaps many—favor sticking to this usage. Consider the
following observations from a prominent macroeconomist regarding the
Federal Reserve’s (now discontinued) M3 monetary aggregate, which con-
sisted of several important classes of cash equivalents: “Economists define
‘money’ as an asset that is used to pay for transactions. ... I have to con-
fess that in a quarter century of teaching and research, I never had any
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occasion to make use of M3. It always seemed to me that this unambigu-
ously failed the definition of an asset that is used to pay for transactions.
If you’re going to include such assets in your concept of ‘money,” why stop
there?”?

Along the same lines, another well-known monetary economist re-
cently had this to say about “money market”: “I know that finance people
and business people frequently use the words ‘money market’ to mean the
market for short term bonds/loans. But when you are talking about mod-
els of monetary exchange, it is a really bad idea to use the words ‘money
market’ in that way. What you really mean is ‘bond market.””® This same
economist has also said that “money market” is “just a weird slang name
for the market in short-term bonds.”* And two other influential econo-
mists recently opined that referring to short-term debt as money is “an
abuse of the word ‘money.””* To all these experts we are dealing with a bi-
nary categorization. An instrument either is used in transactions or is not;
it is either money or something else, such as a bond.

Other monetary theorists, however, have defined money rather differ-
ently. Milton Friedman and Anna Schwartz devoted part 1 of their
1970 book, Monetary Statistics of the United States, to the “Definition of
Money.”® They remark that it is “tempting ... to try to separate ‘money’
from other assets on the basis of a priori considerations alone.” They go
on to note that “perhaps the most common” version of the a priori ap-
proach “takes as the ‘essential’ function of money its use as a ‘medium of
exchange.”” But Friedman and Schwartz decline to tie their definition of
money to this function: “We see no compelling reason to regard the literal
medium-of-exchange function as the ‘essential’ function of the items we
wish to call ‘money.’” They conclude instead that “the definition of money
is an issue to be decided, not on grounds of principle as in the a priori ap-
proach, but on grounds of usefulness in organizing our knowledge of eco-
nomic relationships.” Friedman and Schwartz see varying degrees of what
they call “moneyness” in different assets.

They are not alone. It has long been common, both within econom-
ics and in the broader financial and commercial world, to use “money”
in reference to assets that are not a medium of exchange. Invariably such
assets have consisted of various kinds of short-term debt. They are com-
monly seen as occupying a kind of intermediate status between cash and
bonds. Hence economists sometimes call them “near money,” a term that
is roughly synonymous with cash equivalent or money market. Moreover,
as we will see shortly, many nondeposit short-term debt instruments are
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commonly classified “as if” they were cash (and differently from stocks
and longer-term bonds) in a variety of legal, accounting, and financial mar-
ket contexts.

This broader usage stands in tension with the binary, textbook defi-
nition of money we saw above. The textbook definition does not admit
of gradations; it does not envisage a spectrum of moneyness. Is this just
a matter of loose terminology, or is something more at stake? This chap-
ter suggests that this terminological ambiguity points toward something
that is economically significant. For there is something special about cash
equivalents; they have a property that distinguishes them from longer-
term bonds and other financial instruments. This property can be usefully
described as moneyness—but the challenge is to specify precisely what
this means in functional terms.

So what does it mean to say that cash equivalents are “money,” or that
they are “moneylike,” or that they have “moneyness,” even though they
are not a medium of exchange? A common answer is that these instru-
ments are very liquid: they can be traded quickly and cheaply for the me-
dium of exchange. But this can’t be the whole story. All sorts of financial
assets apart from cash equivalents are extremely liquid. Ten-year Treasury
securities, many large-cap stocks, and interests in equity mutual funds all
exhibit high liquidity. They can be exchanged for cash at a moment’s no-
tice and at negligible cost. Yet unlike cash equivalents, these other liquid
instruments are not classified with cash in any of the myriad contexts al-
luded to above. So liquidity alone doesn’t seem to be the answer.

Another common answer is that cash equivalents are safe. Now, this
gets us into the right zone—or so this chapter will argue—but it is im-
portant to specify just what is meant by safe. This is not entirely obvious.
After all, high-quality /ong-term bonds are often said to be “safe” assets,
but they are not generally thought to be cash substitutes. At the same time,
cash itself isn’t necessarily “safe” over any given period; it may fall in value
relative to other things.

This chapter offers a specific, functional explanation. It starts with the
observation that economic agents generally find it desirable to hold an
inventory of liquid assets to facilitate near-term transactions, which we
will call a “transaction reserve.” (Milton Friedman called it a “temporary
abode of purchasing power.”)” And this chapter argues that, in a mone-
tary economy where prices tend to be “sticky” in the short run, agents will
generally want their transaction reserves to have a very stable value in
relation to cash. Cash equivalents have this special property: unlike, say,



32 CHAPTER ONE

longer-term Treasuries, they have practically no nominal price risk. For
this reason they make particularly good transaction reserve assets. This
leads to a seemingly paradoxical conclusion: the expectation of potential
near-term transactions is one source of demand for cash equivalents, even
though cash equivalents are not a medium of exchange.

I believe there is novelty in this argument,® but the more important
contribution of this chapter is something else. I aim to bring together
various fragmentary pieces of theory and institutional practice into a co-
herent and integrated account of the role of short-term debt in the finan-
cial system. There is a remarkable lack of any unified treatment of these
matters in the existing literature. Consequently, many discussions in this
area are characterized by vagueness, inconsistent usage of terminology,
and occasional confusion. The topics discussed here are a cornerstone for
the rest of the book.

This chapter concludes that cash equivalents serve a function that
can usefully be described as monetary: they satisfy an aspect of money
demand. When drawing a line between money and bonds, it sometimes
makes sense to place cash equivalents on the money side of the line. A
corollary is that the moneyness property of short-term debt disappears on
default. The latter point is straightforward enough, but this idea plays a
crucial role in the next chapter, so it needs to be stated explicitly.

Bear in mind that the proposition that cash equivalents are moneylike
has not been taken seriously in the actual design of our monetary institu-
tions. We saw this in the introduction. Issuing deposits (the predominant
medium of exchange) is a privileged activity. You need a special charter to
do it, and chartered entities are surrounded by an elaborate institutional
apparatus. Issuing cash equivalents, by contrast, is not a legal privilege but
a legal right. Cash equivalents have no legal-institutional status as such;
their issuance is a matter of property and contract. A key inquiry for this
book’s design project is whether there is a respectable policy rationale
for the stark institutional dichotomy between deposits and (nondeposit)
cash equivalents.’ This chapter begins the task of calling that dichotomy
into question.

The Contemporary Monetary Landscape

We can start by looking at the universe of US dollar-denominated
money-claims, a term that was defined in the introduction as, essentially,
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FIGURE I.1. Gross money-claims outstanding
Source: See chapter appendix.

short-term debt instruments apart from trade credit.!’ Figure 1.1 shows
the evolution of this asset class over the past two decades. The top nine
series (lighter shading) represent private money-claims, in that the issuer
(obligor) is a private firm, not a public institution. The bottom four series
(darker shading) are sovereign money-claims, meaning the federal gov-
ernment is either issuer or guarantor.

Some of these instruments are more familiar than others. Details
about them are supplied in the appendix to this chapter, but the details
are not important. All these instruments are quite simple. They are dollar-
denominated short-term debt. (Whether currency in circulation is prop-
erly viewed as a form of “debt” is a subject of debate—a largely meta-
physical one at that—but I include it here for completeness.) The maturity
cutoff is one year. Note that the figure is underinclusive, inasmuch as
several categories of private money-claims are absent because data are
not available."

I should emphasize that the figure depicts gross quantities: every dis-
tinct instrument is counted. That is to say, the figure doesn’t “net out”
those money-claims that are held by issuers of money-claims. For ex-
ample, the figure includes money market mutual fund (MMF) shares,
even though MMF portfolios consist almost entirely of other types of
instruments that appear in the figure. If the figure were presented on a
net basis, it would include MMF shares but exclude instruments held by
MMFs. Unfortunately, the data required to present each series on a net
basis are not available. The figure therefore can’t be compared apples to
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apples with standard measures of the money stock, which employ netting.
While net quantities would be useful for certain purposes, gross quantities
are instructive in their own right. The use of gross quantities should not be
confused with “double counting.” The figure counts each distinct instru-
ment exactly once: this is single counting. The figure might be said to re-
flect double counting if any of the relevant issuers were mere pass-through
entities, but this is not the case. MMFs, for example, issue demandable
(zero maturity) claims, whereas the weighted average maturity of their as-
sets may be as high as sixty days. Accordingly, their shares are distinct in-
struments and belong in a gross aggregate.

Figure 1.1 gives rise to a few immediate observations. First, the market
for US dollar—denominated money-claims is huge, exceeding $25 trillion
on a gross basis. (By way of comparison, total outstanding US mortgage
debt is about $14 trillion.) Second, this market grew rapidly in the run-
up to the financial crisis. The 9.3% annualized growth rate of this market
from 1995 to 2007 far exceeded the 5.4% annualized growth rate of nom-
inal GDP over the same period. Third, this is primarily an institutional
market, not a retail one. Apart from deposits, MMF shares, and physical
currency, very few of these instruments are held directly by individuals.

It is worthwhile to look separately at the private and sovereign com-
ponents of this asset class. As shown in figures 1.2 and 1.3, from 1995 to
2007 private money-claims grew at an annualized rate of 12.2%, far out-
stripping the 3.9% growth rate of sovereign money-claims over the same
period. This trend reversed itself with the government’s intervention dur-
ing the financial crisis. The private aggregate plunged after 2007, while
the sovereign aggregate soared. Interestingly, most of the crisis-related
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growth in sovereign money-claims came not from the Federal Reserve’s
balance sheet expansion—indeed, the figures reveal the modest size of the
Fed’s balance sheet (the bottom two sovereign series) in relation to the
overall market for money-claims—but rather from emergency increases
in deposit insurance coverage.'? Still, as shown in figure 1.1, the postcrisis
growth in sovereign money-claims was insufficient to offset the massive
contraction in private money-claims over the same period.

During the years preceding the crisis, private money-claims came to
represent a steadily increasing share of the total. Figure 1.4 illustrates this
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trend and its sudden reversal with the onset of the crisis. The increasing
private share from 1995 to 2007 can be understood as an increasing priva-
tization of the broad money supply in the precrisis years.

The figures above highlight an additional fact that is crucial from an
institutional design perspective: for at least the past two decades, practi-
cally all money-claims have been issued by the financial sector and the
government. That is to say, nonfinancial (commercial or industrial) issuers
have been virtually nonexistent. In particular, only one series in figure 1.1
above—nonfinancial commercial paper—represents issuance by commer-
cial or industrial firms. And that market is trivial—it is by far the small-
est series in the figure. This fact comes as a surprise even to many finan-
cial specialists. It is commonly supposed that the money market consists
largely of commercial paper issued by real-economy firms to finance their
working capital. This could hardly be further from the truth.?

But isn’t commercial paper nonetheless an important source of financ-
ing for the nonfinancial sector? The answer is no. Figure 1.5 shows selected
sources of financing for the twenty-five largest nonfinancial US public
companies. It is apparent that commercial paper is not a significant source
of financing for corporate America today.!"* This will be important later in
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the book, when we discuss the practical implications of imposing legal re-
strictions on money-claim issuance.

Finally, the figures above raise an important conceptual point. It is
typical to think of “money” as a neutral, default-free, uniform asset. But
the figures show that the reality is more complicated. A large institution
doesn’t have the luxury of holding its entire cash balance in the form of
insured deposits; the $250,000 cap on deposit insurance coverage makes
this impracticable. And a large uninsured bank account presents unaccept-
able credit risk.” The “cash and equivalents” line on the balance sheet of
any large institution therefore consists of some combination of the instru-
ments shown in figure 1.1. This is the institutional reality of money today.

What’s Different about the Money Market?

I noted above that even though cash equivalents do not generally func-
tion as a medium of exchange, they are nonetheless classified with cash
(and differently from longer-term bonds) in a variety of disparate settings.
Before turning to a fuller discussion of why this might be, it is useful to
do a quick survey of what those settings are. We will first look at four con-
texts: accounting, financial markets, law, and monetary aggregates. We will
then take a closer look at how this issue is treated within the field of eco-
nomics, including the curious stance of the standard textbooks.

First there is accounting. “Cash equivalents” is an accounting term of
art. The accounting definitions are instructive and worth reproducing sub-
stantially in full. Under US generally accepted accounting principles, the
definition is as follows:

Cash equivalents are short-term, highly liquid investments that are both:
(a) Readily convertible to known amounts of cash [and] (b) So near their matu-
rity that they present insignificant risk of changes in value because of changes
in interest rates. Generally, only investments with original maturities of three
months or less qualify under that definition.

Examples of items commonly considered to be cash equivalents are Trea-
sury bills, commercial paper, money market funds, and federal funds sold (for
an enterprise with banking operations). Cash purchases and sales of those
investments generally are part of the enterprise’s cash management activities
rather than part of its operating, investing, and financing activities, and details

of those transactions need not be reported in a statement of cash flows.!
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The corresponding definition under international accounting standards is
similar:

Cash equivalents are held for the purpose of meeting short-term cash com-
mitments rather than for investment or other purposes. For an investment to
qualify as a cash equivalent it must be readily convertible to a known amount
of cash and be subject to an insignificant risk of changes in value. Therefore,
an investment normally qualifies as a cash equivalent only when it has a short
maturity of, say, three months or less from the date of acquisition. Equity
investments are excluded from cash equivalents unless they are, in substance,
cash equivalents, for example in the case of preferred shares acquired within a

short period of their maturity and with a specified redemption date."”

To classify as a cash equivalent under either of these accounting standards,
it is not enough that an instrument be liquid; it must also have an insig-
nificant risk of changes in price. This means we are talking about short-
term debt, since long-term debt fluctuates in price with changes in market
interest rates. The maturity cutoff is three months.'® An instrument with
a longer maturity is not a cash equivalent but an investment security. The
financial reporting implications are significant. Unlike investment securi-
ties, cash equivalents are classified with checkable deposits and currency
on the balance sheet. Furthermore, purchases and sales of cash equiva-
lents (unlike investment securities) need not be reported in the statement
of cash flows; they are treated as exchanges of cash for cash. Both of the
accounting standards above indicate that cash equivalents are held as part
of the cash management function rather than for investment purposes.
In fact, corporate treasurers, institutional investors, and other business-
people typically refer to cash equivalents as just cash.

Second, consider financial markets terminology. “Money market”—
which obviously suggests monetary attributes—has long been used in
the financial and business world to signify the market for debt instru-
ments that mature in a year or less. The market for longer-term claims,
such as stocks and longer-term bonds, is of course called the capital mar-
ket. A similar distinction prevails in the international financial markets.
The international market for short-term debt instruments that are issued
by financial institutions and denominated in nondomestic currencies is
called the “Eurocurrency” market—again suggesting a functional simi-
larity to cash.” By contrast, the “Eurobond” market generally consists of
longer-term obligations. Thus financial markets terminology distinguishes
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between short-term and long-term debt. In these cases the customary ma-
turity cutoff is one year.

Third, consider the law. US federal securities and investment company
laws accord special status to short-term debt. Debt securities are gener-
ally exempt from registration under the Securities Act of 1933 so long as
their maturities do not exceed nine months.?® This exemption aligns the
treatment of nondeposit short-term debt with that of bank deposits for
securities registration purposes.?! Obligations that mature in nine months
or less are also generally exempt from the Securities Exchange Act of
1934, including its antifraud provisions.?? Likewise, under the Investment
Company Act of 1940, holders of short-term paper (maturity of nine
months or less) are not counted in determining whether an issuer quali-
fies for the private issuer exemption (generally available only to entities
with a hundred or fewer securities holders).”* Moreover, the Securities
and Exchange Commission staff has indicated that when interpreting the
term “cash items” in the Investment Company Act, the “essential quali-
ties” it looks for are “a high degree of liquidity and relative safety of
principal”—a characterization that basically tracks the accounting defi-
nition of cash equivalent quoted above. Note that the essential quality of
a cash item is not that the instrument function as a medium of exchange.

Fourth, consider the treatment of short-term debt in monetary aggre-
gates. Central bankers have long included various types of short-term debt
in their broad measures of the money stock. In particular, M3 monetary
aggregates consist of some categories of nondeposit cash equivalents, al-
beit not all of them. The Federal Reserve stopped reporting its M3 ag-
gregate in 2006, but other central banks, including the European Central
Bank (ECB), do still report M3 measures. The ECB’s M3 aggregate in-
cludes debt instruments with maturities of up to two years that are issued
by what it calls “monetary financial institutions” (MFIs). The ECB refers
to MFTs located in the euro area as the “money-issuing sector.” According
to the ECB, “Broad money (M3) comprises M2 and marketable instru-
ments issued by the MFI sector. Certain money market instruments, in
particular money market fund (MMF) shares/units and repurchase agree-
ments are included in this aggregate. A high degree of liquidity and price
certainty make these instruments close substitutes for deposits.”? Note
the reference here to “price certainty” as an essential feature. As with the
accounting standards, liquidity is not enough.

Now let’s return to economics. This chapter began by noting a defini-
tional tension. Some economists reject using “money” to refer to instru-
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ments that do not function as a medium of exchange; they have called
it “weird slang,” “an abuse of the term,” and “unambiguously” wrong.
Other economists, though, have taken a different view. We saw that
Milton Friedman used a broader conception of money. Notably, so did
Henry Simons, another towering figure in University of Chicago econom-
ics. “Much is gained by our coming to regard demand deposits as virtual
equivalents of cash,” Simons wrote in 1934. “But the main point is likely
to be lost if we fail to recognize that savings-deposits, treasury certificates
[short-term Treasury securities], and even commercial paper are almost
as close to demand deposits as are demand deposits to legal-tender cur-
rency.”? Simons opined that “short-term debts ... are ... closely akin to
money and demand deposits, since they provide in normal times an attrac-
tive and effective substitute medium in which the liquid ‘cash’ reserves of
individuals may be held.””’

This broader usage is common within economics today. Consider a
few examples from prominent thinkers. Robert Lucas and Nancy Stokey
observe that certain types of securities are “close to cash” and that the
repo market performs for large institutions “the same function that com-
mercial banks perform for smaller depositors.”” Paul Krugman says that
“repo and other kinds of short-maturity obligations are, from an economic
point of view, more or less equivalent to deposits.”” Gary Gorton refers
to various types of short-term debt as “forms of money” and “private
money.”* Jeremy Stein says that the financial sector’s short-term debt ob-
ligations are a form of “private money” and offer “monetary services.”*!
Marvin Goodfriend says that short-term debt instruments offer “mone-
tary services.”? John Cochrane says that “short-term debt is money.”* In
short, many leading economists use terms like money and cash in refer-
ence to short-term debt instruments that are not a transactions medium.*
Their usage aligns with the accounting, legal, and financial markets usage
I described above.

Given this widespread recognition that nondeposit short-term debt
serves a monetary function, one might expect this topic to receive some
attention in the leading textbooks on macroeconomics and on money and
banking. Interestingly, this is not the case. Consider the leading macro text,
Gregory Mankiw’s Macroeconomics.® That text devotes an early chapter
to the monetary system, including discussions of money supply measure-
ment, the role of banks in money creation, and central banking operations.
The institutional setting is very much front and center here. Yet a reader
of Mankiw’s textbook never learns of the existence of cash equivalents,
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by this or any other name (“near money” doesn’t appear either). Having
defined money as the stock of assets used for transactions, the text in-
forms us that “the quantity of money is the quantity of those assets.” While
Mankiw’s textbook does acknowledge that there can be some ambiguity
in determining which assets to include in measures of the money supply,
it mentions only two examples of close calls: savings deposits that “are
almost as convenient [as demand deposits] for transactions” and MMF
accounts that offer check-writing privileges and therefore “can be easily
used for transactions.” The emphasis here is clearly on the medium of ex-
change function. After briefly mentioning these borderline cases, the text-
book turns to an extended description of the institutional structure of the
monetary system—one in which currency and demand deposits are pre-
sented as the only components of the money supply. Cash equivalents and
their issuers make no appearance.

The leading money and banking text, Frederic Mishkin’s The Economics
of Money, Banking, and Financial Markets,* offers a very similar analysis.
That text devotes a chapter to the question, “What is money?” It defines
money as anything that is generally accepted in payment for goods and
services, more or less in line with Mankiw. Promisingly, the chapter notes
that “the problem of measuring money has recently become especially
crucial because extensive financial innovation has produced new types
of assets that might properly belong in a measure of money.” Curiously,
though, the chapter contains no discussion of cash equivalents or near
monies. It merely notes in passing that the Federal Reserve includes in its
broadest monetary aggregate certain assets “that have check-writing fea-
tures” and other assets “that can be turned into cash quickly at very little
cost.” The latter phrase is suggestive, but it is vague—after all, many equity
securities can be turned into cash quickly at very little cost—and there is
no elaboration. Readers learn nothing here about cash equivalents/near
monies. When the Mishkin text turns to an analysis of institutional struc-
ture of the monetary system, the money supply again consists exclusively
of currency and checkable deposits, and cash equivalents and their issuers
are completely absent.

What is particularly interesting about the Mishkin textbook is that it
does offer a fairly detailed description of the money markets. However,
that description appears in a separate chapter that surveys the financial
system. It is completely disconnected from the discussions of the attributes
of money, the measurement of the money supply, and the institutional
structure of the monetary system. Organizationally, the discussion of the
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money markets is treated as a matter of finance, not money; there is no
recognition that the money markets and money might be related in some
way. Indeed, Mishkin goes out of his way to emphasize that they are dif-
ferent things. “Note that the term market for money refers to the market
for the medium of exchange, money,” he writes. “This market differs from
the money market referred to by finance practitioners, which, as discussed
in [another chapter], is the financial market in which short-term debt in-
struments are traded.”
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