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Guest Opinion

The Federal Reserve
Discount Window

Norman G. Kurland

This article proposss & monetary reform, based on the ideas of Louis Kelso, the
aerfginator of the ESGP roncept, to expand the rate of private sector grewth through
E50Ps and other credit democratization vehicles, The basic innovation fsa refinement
of the Federal Reserve discount mechanism under section 13 of the Federal Resense
Act. It aims at radically redlcing the cost of capital credit to enable workers ang
citlzens gensmily to gain equity shares and dividend incomes from the process of
financing growth capital, without the use of tax subsialfes. It would afso reduce the
reffance on tax incentives and subsioiies for financing expanded ownership, a5 part
of & mone comprehensive national economic empowerment strafegy of “capital
homesteading. "

n Januery 18, 1985, Luiz Granados, then chairman of the ESOP
Association’s Task Force on Actess to Capital for Employee Stock
Ownership Plan (ES0P) Creation and Expansion, obeervad that

(1} The existing legal and economic framework for ESOP: is not naarly favarabla
anough lo achisve the Associstion’s vision;

(2] 1t is impossibla to change the tax laws to g degrea aufficiant to achieve (hat
viglon;

[3) changes in the capita] credil allocation systam cowld achiava that vision: and

{4) there are things the Association realistically can da to plant the ceads to bagin
pulling these ideas intoe the mainstream of the national debate,

These observetions wers sound then and are even more s today. The
political climate is growing ever more propitious for ESOP advocates to lurn
ko the Federal Reserve System for giving the ESOP the added boost it needs to
lift off from the launch pad. Suppert is building to rearient ESOP incentives
away from a tenvous reliance on tax policy and towerd fundamental structural

changes.
Another person sharing these insights is Ssnator Russell Long, perhaps the

Morman G. Kurland, Esg., a lawyer-sconarmist, s prasidert of the Center for Economic and
Social Justice, He worked for 11 years with Lauis Kelso as his Washington political strat-
egist, helping to draft the initial ESOF laws. He has designed several models and lagal
systerns of expanded ownership, including the first ESOF ina developing country at the
&lexandria Tire Company in Egypt. In 1985, President Reagan appointed Mr, Kurland as
deputy chairman of the bipartisan Presidential Task Farce on Project Economic lustice.
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most informed expert on the limitations of tax policy for prometing ESOPs,
Without the enthusisstic leadership and support of the legendary former
Chairman of the Senate Finance Commiltee, the ESOP would have died in the
Emploves Retirement Income Security Act of 1974 (ERISA), In his keynote
address at an ESOP conference al Harvard University 15 years ago, Senator
Long stated:

Tax policy alone may not be adequate if expanded ownership iz ever 1o becoma &
reality. It seems to ma that we will have to do something on 8 monetary side as well
and | am speaking here in terms of using the governmen! powers throtigh the Fed-
eral Resarve Bank and others 1o sea to if that loans we meds aveilable on itore
reesonable terms that help workers scquire capital, [Limited ecuess 1o capital cradit]
s why eapital swnership in the United States hes bees concantrated fo tha point
that eboul 95% of all [individually] beld stock is owned by ebout 15% of oor people
and very little [ held by snyons eles

The Proposal

In brief, my proposal is this: The discount mechanism of the Federal Reserve
fsection 13 of the Federal Reserve Act of 181 3} should be reactivated, with gp-
propriale modifications ond safeguards, to nllow qualified bonks and finaneie!
institutions (o discount “eligible” industrial, commereial, and agricultural po-
per, representing production-oriented loans to leveraged ESOPs, IRAs, commu-
nity investment corporations, and similar mechanisms Jor securing access to
low-cost copital credit for broadening capital ownership among workers, orea
residents, and other non-afffuent citizens,

Why Focus on the Federal Reserve?

No other institution has the control over maoney, credil, and interest rates as
that exercised by the Federal Reserve, particularly In the person of Alan
Greenspan, Chairman of the Federal Reserve ("Fed"] Board of Governors.* The
Fed Chairman's encrmous influence over the economy is a fact reparted in
many studies of the Federal Reserve, most graphically in the best-selling book
by William Greider, Secrets of the Temple: How the Federa! Ressrve Runs the
Country,*

Greider confirmed what Louis O. Kalsc finventor of the ES0F) and others
have observed for years: The Federal Resarve uses its maon ay-creaticn powars
in ways that favor Wall Street aver Main Strest. This is not dus to evil moti-
vations as much as the paradigm from which economists like Gresnspan view
the world and shape their policies. The processes of crealing money and credit
and controlling interast rates are Little undarstood by the American people,
and hardly more by the Congressional committess to which the Federal Re-
serve reports, Hence, the activities of the Fedaral Reserve remain a mystery.
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What Is Money?

The money and credit crestion process is not as mysterious as most people
assume. To understand it, we must first ask the question, "What is money?"
Econcmists have traditionally answered that it js: (1) a medium of exchange,
(2] a store of value, (3] a standard of value, and [4] & common measure of
value.” As s lawyer-economist concerned with the impast of contracts and
property on the economic system, Louis Kelso delved even further into the
nature of money.

Money is not a par of the visibls sector of tha sconemy; peopls do not consume
maoney. Money is not & physical factor of production, but rather a vardstick for mes-
suring economic inpul, economic suttaks and the ralntive values of the real goods
and services of the eecnomie weorld, Maonsy provides 8 mathad of mersuring obliga-
tions. rights. powers and privileges. it provides a means whareby certain individn.
als can secumulate claims againgt others, ar ageinst the economy as & whole, os
against many economies. It is 8 system of symbals that many seonomists substitote
for the vizihle sactor and its productive mnterprises, goods and services, therehy
losing sight of tha fact thas & manatary system is a part only of the invisfble sector of
the economy, and that its ndeguacy can oniy be measurad by its effuct upon the
wisible sectors

The process of money creation using a central bank [such as our Federa]
Reserve System) is neither mysterious ner occult, The system was designed to
allow the creation or destroction of money as needed by the economy, so that
there would never be too little [resulting in deflation) or tee much (causing
inflation).

The House Banking and Currency Committee, in its widely ecirculated
publication, A Primer on Monsy [August 5, 1864), noted:

When the Federal Reserva Act was passed, Cangress intended [the purchase of "ali-
giole papes”™ ta be the matn way that the Fedaral Raserve System would create bank
reserees. . . When this practice was fallowed, the banks in a particolar ares could
obtain Ioenakle funds in dirget propartion to the community’s neads far money. But
in recant years, the Fedaral Reserve has purchased almost ng eligible paper (p. 42),

When the Federal Resarve System was set up in 1014 .. . the money supply was
axpected 1o grow with the needz of the econmomy, . . . It was hoped that by monetiz-
ing "aligihle” short-term commereial paper, by providing liguidity o sonnd banks
in perlods of strass, and by restraining excessive credii expancsion, the banking sys-
tam eonld be guided antomatically toward the provision of en adequate snd atable
money supply to meet the needs of industry and commerce. . . To eafegiard thair
liquidity and provids & bass for expansicn, the mambar hanks . | . could ohiain credi!
from the nearsst Federa] Reserve hank, usually by rediscounting their "aligibla pa-
par” atthe bank—i.a. . . . selling to the Raserve Rank cartain losn Paper representing
loans which the member bank hed made to its own custormers {the requiremants for
eligibility balng defined by law). If necessary, the member hanks might also oblain
tasarves by getting "advances” from the Fadera| Resaree bank [p. B9,
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In other words, under a standard centra] banking system, businesses or
cther productive enterprises would obtain loans at their local commercial
bank. The commereial bank. in a process known as “discounting,” would then
sell the gualified loan paper of the business enterprises Lo the central bank, [n
the case af the United States, the commercial bank weuld sell its paper to one
of the twelve local Federal Reserve Banks. Tobeable lo purchase the "qualifivd
paper,” the Federal Reserve would sither print new currency or simply create
new demand deposits.

A3 originally intended when the Federal Reserve System was established,
this process would creats an asset-hasked currency that increased as the need
for money increased, preventing deflation. As the loans wera repaid, the cur-
rency would be taken gut of circulation, or the demand deposits "erased” from
the books. This would remove money from the scanomy that was not linked
directly to hard assets, and would thus prevent inflation.

Altheugh no actual teller's window exisis whers commercial banks stand
in line to sell loan paper to the Federal Reserve, the transaction is deseribed
as taking place at "the discount window.” When the “discount window" is
“open,” commercial banks can sell their “qualified industrial, commercial and
agricultural paper® to the ceniral bank, When the “discaunt windew" iz “closed, "
commercial banks must go alsewhere to chiain excess reserves to land, or
cease making loans,

How Has the Discount Mechanism Been Used?

Despite the fact that the discountingmechanism was in tended under the Federal
Reserve Act of 1913 to be the main means for controlling the Americen money
supply, it has long besn sbandoned as an integral part of the United States
financial system. The discount window has been used to help bail out a faw
Companies or countries considered “tog big” or too important to fail. * Qverall,
however, the money creation powers of the Federal Reserve have been used
to monetize government debt. Since this is not how the system was designed
ta operate, a number of problems have resulted,

Our economic problems are usually blamed on decisions by Congruss or
Lhe President, particularly those decisions that result in nonproductive aor
counterpreductive spending and tax policies. Little is said about decisions by
the Faderal Reserve, many of which, as Louis Kelso and others have peinted
out for over 40 yesrs, have besn equally counterproductive. Fad palicies have
added to the problem of government deficits, fueling the growth of the nationa)
debt to today's level of $5.4 trillion [making the United States the highest
government debiorin the world). This has artifi cially and unnecessarily slowed
the growth rate of the private sector.

A8 a resull, what Kalso and sther ESOP pioneers predicted is becoming
increasingly evidant:
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* Continuing econcmic disenfranchisement of the American peapla.

* Low rates of peacetime econamic growth,

* Rates of private sector investment far below 1).8, potontial.

" Excessive use of nonproductive credit in the public and private sectors,

* Downsizing of 1.5, companies in competition with foreign companies
with lower labor costs,

* Mounting trade deficits in the global marketplace.

* A growing gap in consumption incomes between the wealthisst Ameri-
cens and crdinary werkers and the poar,

* Under-use of human talent and new technologios that could be employed
to improve America's competitiveness in the global markeiplace.

My purpose here ia to suggest reforms of the Federal Resarve Art that
wotild be fully consistent with its original purposes—to pravide an adequale
and stable currency and fostar private sestor growth. These reforms would
allow cur country to take full advantage of the immansa potential af a properly
designed central hanking system. They would restore & more healthy balancs
between Main Street and Wall Street, and betwean the non-rich and the al-
ready rich. The proposed reforms would shift the focus of the Federal Reserve
from support of public sector growth and indifference to non-productive uses
of cradit, to support of more vigorous private sector growth, the favoring of
produclive uses of cradit, and broadened citizen access to capital cradit.

1 will also offer & few minor reforms to section 13 of the Federal Reserve
Act that would greatly aceslerate the adoption of ESOPs and ensrman gly in-
crease Lhe loan volume and profits of commersial banks that make loans to
ESOPs end similar credit democratization vehicles. The reforms would add
non-tax incentives in ways that address the concarns of those opposed 1o
abusive ESOPs. They would unite skeptics with supporters on Capltol Hill
without sacrificing the current array of tax and credit bensfits available to
today's ESOP campanies,

Mosl important, the proposed new haost to expanded capilal ownership
for private sectar workers and other citizens would not be constrained by
Federal Reserve balanced budget restrictions. It would involve no new “tax
expenditures” or subsidies. Nor would it rely on existing pools of domestic or
foreign wealth accumulations. it would be A Proposal to Fres Economie Grewth
From the Slavery of [Past] Savings™ —a shift to what Kalso called “pure credit,”

Half the battle is already won. The carrent Chairman of the Fadaral Re-
serve, Alan Greenspan, supports the goal of “broader ownership of capital”
and the capacity of well-structured ESOPs to improve productivity. In a lattar
dated April 7, 1995, to Congressmen Hennie Thempson (a Mississippi Demo-
crat representing one of America's most poverty-stricken areas), Chairman
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Greenspan agreed that *a broader ownership of capilal” was & "worthwhile
goal,” and added that “ESOPs have s numhber of attractive features in addition
"0 a wider ownership of capital.™ Unfortun ately, Mr. Greenspan does not yat
s¢e Lhe constructive rolo the Federal Resarve could pley tosupport these worthy
objectives. Indeed, the following proposal could be implemented without
abandoning the Federal Reserve's mandate to stabilize the dollar or work to-
wrrd maximum rates of productive growth.

Rationale Behind the Proposal
Economic Empowerment as the Ultimate Gaoal

What is really at issie hepe? Power, America’s founders clearly recognized that
once an individual has enough power, particularly economic power, he or she
isIree, independent, and can negotiate his or her “soversignty” in a new “social
contract” with that of other “soveraign® individuals, No one cen deprive eco-
nomically independent people of their deily bread. No gne can farce them to
g0 along with some political or economic agenda againet their wills, They can
participate fully in economic, social, poliical, and religious life, or laave it
behind, as they choase,

Power and Property

Because the best defanse against abusa of toncentrated power ia widely dif-
fused power, what is the best means to make certain that everyone has accoss
to the means to acquire power? How tan we ensure thal no one can acguire too
much power, especially at the expense or exclusion of others? The answer to
thet has besn known for thousands of years. It is only in the last century or 5o
that it seema to have besn forgotten.

Power is acquired and maintained through property. As America’s revp-
lutionary forehears tenlized,

Fowar and Property can ba separated for & time by forcs or fraud—but divorced,
TEVEr, For 81 soon as lhe pang of separation is felt | Froperty will purchese Power,
or Fower will take sver Propery,™

As Daniel Webster said, “power naturally and necessarily follaws prop-
erty. " Understanding that, we can then address the issus of how best to accom-
plish true economic empowerment through a widespread disteibution of pro-
ductive property. The moral necessity of lifting barriers to empowarment betwean
workers and owners was underscored in the famous 1891 encyclical by Pope
Leo XM, Rernn Novarum (“On tha Conditions of the Warker"), which stated:

We have spes, in fact, that the whols question under consideratlon [i.e., the rights of
workers] cannot bs settled affectually unless it is assumad and established as a prin-
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ciple, that the right of private property must ba ragarded as sacred. Wharefora, the
Law ought to faver this right and, so far as it can. sae that the largest possible numbar
amang ths masses of the papulation prefer to ows property,

The Wage System Is Inadequate

Many people today still cling to the assumplion that ecenomic security and
income independence are bast achieved by high wages and entitlaments. They
assume thal if a worker is paid mare, he or she will become financially inde-
pendent and thus acquire power. This assumption is being daily challenged
by the growing insecurity of the American middle-class. Even PhDD.'s and
professionals have become increasingly vulnerable 1o private seclor and pub-
lie sector “downsizing” or to the ransfer of thair jobe to professionals in Tndia,
China, Russis, and other, cheaper labor markets.

Obviously, people who sall their labor must be pald & just wage, Howevar,
without even considering here what constitutes a just waga, it is clear that for
most of humanity, wages do not bring power or incame security, particularly
when technelogy is continually displacing pecple at their jobs. While capital
brings affluence, wages generally bring only inadequate and insscure incomes
and growing dependency on others.?

How them, in a high-tech, global economy, is the average person supposed
to acquira property, and thus power? Warksrs will not acquire property hy
beinginduced to spend beyond their means, lured by the mix of BASY COnsUMEer
credit and endless advertising. As Willlam Creider points out in his book One
Werld, Ready or Not; The Manic Loglc of Global Capitalism,™ econcmis glahal-
ization has incressed the power and income gap between whge earners and
capital owners,

Nowadays, as technology and cheaper global labor threaten the economic
security of American workers, fewer and fawer workers are shle i gain even
4 bare subsistence through wages, much less g property stake. In the United
States, labor's share of aggregate personal income has declined from ahout
#0% in the 1950¢ to a littls over 64% in 1991, Op g personel level, this transg-
lates into e decline in the averape hourly earnings for private workers, adjusted
tor inflation, from $8.03 in 1970 to $7.40 in 1994." Stock oplions, stock pur-
chase plans, and most belt-tightening approaches to broadened capital own-
ership offer little systemic change for elosing the growing income and power
gap between labor and capital.

Credit Is the Key to Empowerment

There is a way thal people without savings can acquire capital, They can use
credit. But they must use the right kind of credit. which is nothing more than
the institutionalization of sconomic promises within a legal system that makes
sure that promizes are kept, The rich have alwavs used the right kind of eredil
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{in the form of other peoples’ money or government-monetized cre dit] to ac-
cumulate more capital for themsalves—and have gotten richer, The poor and
themiddleclass have been left with the wrong kind of credit—eensumer credit—
and have gotten poorer.

Froductive {or “eapital") credit is a good use of credit. Under seund masn-
agement, a productive asset that is bought on credit is expected ta pay for itsell,
In other words, it is procreative and self-justifving, It does this by using the
earnings of the newly created er purchased tools and other assets to pay off the
debt. When the debt is fully paid, the owner nat only has more assets, but also
more capilal income. Indeed, capital breeds maore capital, especially for sur-
renl cwners.

Non-preductive [or “consumer”) credit is a bad use of credit. It supplies
money bo the borrower Lo buy things that da not pay for themselves. It reduces
future income by the amount of the current purchese and the future interest
cherges. This kind of credit is expediant, but makes the user pOOrET,

Yet, strangely, while virtually no one has trouble obtaining consumer credit
(thus spending more than they earn), it is practically lmpossible far most
people Lo obtain capital cradit, Muost lenders require “collateral” (Le., exisling
assets) as the key to accessing a capital loan. The collsteralization requirement
therefore creates an effective barrier that prevents most people, whe have ne
assefs, from ever ecquiring capitel assets.

For thousands of years, natural law philesophers have acknowledged that
sveryone should have the right to acquire productive assets, This “right to

property” is not limited as are the rights of property, which refer to what you
can do with yeur possessions cnce you have thenw. The problem is that few
pecple have the means to exercise the right to property when they lack past
savings, sufficient current income, or access o capital credit.

Binary Economics: The Systems Logic"” for Spreading
Ownership Incomes

The model Kelsonian economy stands in sharp contrest to economies struc-
turad to distribute mess purchasing power exclisively through jobs and wel-
fare redistribution. 1t would distribute an ever-increasing portion of consumer
Incomes through capital ownership and ownership profits spread directly
among all heuseholds. It would thus link increases in gross aggregate demand
dizectly with productivity incresses belonging to new cwners by virtue of their
equity holdings in new, expanded, or transfarred capital Existing owners with
already large accumulations would na longer be allowed to monopolize access
to the squity grewth in the sconomy, but in return would ha safeguarded
against deprivation or ercsion of their property rights in presant capital assets,
Thus, only rights to acquire future equity opportunities and to accelerated
future capital growth rates would be affected,

Long-range ownership planning in an econamy built under the Kelsonian
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binery income distribution system, where fres-markeat dynamics would be
allowed to link future changes in productive inputs to future changes in labor
end capital aut-takes, would create directly the expanded market pawer for
sustaining and justifying vastly accelerated, non-inflationary peacetime growth
rates. An argument could be made that a Kelsonian 1.5, economy would grow
e fast ms that of today's China, and perhaps equal our own Werld War II
growthrates ofup to 13% annually. Yeteven sustainad nan-inf] elionary growih
of 5% in the [1.5. GDP would radically closs the widening gap betwoen poer
and middle-income Americans and the richest 1%.

Inatead of stimulating aggregate demand [i2., mass purchasing power)
artificially through easy consumer credit and government tax. spending, and
monetary policies (as Keynes believed necessary to clear the markets in pari-
ods of over-production), Kalso's econamic syslem concentrates on stimulating
the supply side of the squation. It would alsa, hewever, link new supply di-
rectly with new demand. Kelsonian policies are designed to build an expand-
ing productive sector that spresds market-hased job incomes and widespread
profil distributions to new as well as current owners, This allows the law of
supply and demand to create directly the private purchasing power neaded to
clear the market of future capital goods and consumer goods.

Under a Kelsonian growth strategy, the source of mass production in so-
ciaty—the corporate sector—would become the means of distributing mass
purchasing pewer among all consumers in sondety. Under the ideal Kalso modsl,
redistribution of income and governmental interfarences with the price meche-
nism in determining wages, prices, and profit levels would hecome UNNecss-

sary.

“Pure Credit”: Society’s Key for Freeing Economic Growth from
Past Savings

"Where will the money come from?” is & common reaction to those enesin.
tering the Kelsonian model for the first time. In answering this question, it is
important to understand why wa need "the money” in the first placea.

According to the Economic Reporl of the President, the U.5. economy adds
an annual "growth ring” of about $1 trillien fn new technology, plant and
equipment, new rantabls structures, and new infrastructurs in bath the pri-
vate sector and in the public sector. This amounts to about $4,000 annually per
man, woman, and child in America. As things stand, these growth assets will
be financed in ways that create no new owners, This is an exclasionary ap-
proach to financing capital and private sactor grawth,

The question then becomes: How can we bagin to finance America's future
capital needs in an fncfusienary manner? Ie there a way to expand the role of
the private sector and enahla excluded Americans to ecoumulate anough sav-
ings to purchase that growth capital and gein the right to share in profits as
owners?
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The answer is "pure credit.” “Pure credit™ is 3 civillzad eociety’s mechg-
nism for easing disparities in wealth, The power already exdsts in the hands
of the Federal Reserve Board of Governors, waiting to be used for mesting our
projected capital needs and for democratizing the ownership bage of the U.S.
economy in the process,

"Pure credit” is based upon the legal concept of “pramise” and the enforce-
ability of contracts, two main ingredients of a free and orderly economy, Pure
credit is nothing mors than the powar of people {including legal assaciations
of people, such as corparaticns] to contract freely with one another under a
systam of law that enables everyune sffected by the contract to enloree their
rights and claims over property under the contract. 1t invalves elemenis of
volition as well as control, It is limiled only to the extant that pecple, thair
associations, and government itself make promises they cannoel keep, Sings
promiss is the "glue” that holds any sogiety together and determines how
cenfidently poople view the future, the making and breaking of promizes
determines whether that society is strong or weak, orderly ar disorderly, grow-
ing or disintegrating.

Credit by its very nature is a social phenomenon, Control nver money and
cepital cradit will determine in large measure the nature and quality of America's
future technologival frontier as well as its fulure ownership distribution pat-
terns. Becavse the ownership of productiva capital is so crucial to fresdom and
human happiness, discriminating among citizens as to who has access ko capital
credit constitules as gross a viclation of equal protection of the laws as dis-
crimination in access to the ballot. Americans are beginning to discover that
such a violation of our fundamental constitutional rights is taking place daily
On a sysiamatic basis.

This violation of equal apportunity is institutionalized in the present sys-
tem of corporate finance, and is inadvertently exacerbatad by our own Federal
Resarve System. Today's financial system channels capital credit to the rich
and ever-more burdansome consumer credit to propertyiess workers. It is nol
surprising that meny peopls who misunderstand the workings of the central
bank advocate the abolition of the Federal Reserve rather than its reform,

The way credit is used, the persons to whom it is made available, and the
purposes for which it 1s used gre proper subjects of governmental policy. When
the “full faith and credit® of government stands behind the nation’s currency
and the demand deposits in our commarcial banking system, this invalves
“pure credit” in the ultimate sense. Government, by controlling the total val-
ume of currensy and commercial bank credit nesded to facilitate economic
transactions, controls the direction of private enterprise. Government also has
the power to be “lender of 1ast resort” under our Constitating, if that becomes
NBCESSAry.

When the government misuses its money-creating powers, we have infla-
tion and a breach of one of governmeant’s most imporiant promises to its citi-
zens—that the value of curreney will remain constant. Whan government doss
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not keep this basic promise to its people, all debis are jeopardized, property
is arhitrarily redistributed among debtors and creditors, and the trust that
holds society together begins to deteriorate, As one 19th-century economist
observed;

Confidence end cradit are cnly moral elements in soclety; thay mey bazaid 1o be, ta
a great sxtent, metv matters of apinion: et their importance in the production and
istribution of wealth is 0 great, that the whals machinery of material prodoction
is kept at work, disordared, ar paralyzed, according as these principles nct in a healtliy
manner, frragularly, or not at all. . . . {1}f credit and confidence should be from any
cause destroved, all thesa respurces seem to have lost thair virtue, and general dis-
tross prevails, Lat confidence and credit be restered, and the whale system is Imme-
diataly set in matien dgain, and in & very short tima general prosperity returns ™

Some have accused the Federal Reserve of belng the source of many eco-
nomic{lls; it can also be the source of thecure, The central bank is government's
main instrumentality for controlling the costs and velume of new credit and
memey extended through the commercial banking system. The Fadera| Re-
sarve can play a pivotal role in restructuring the fatare ownership patterns of
the economy and stimulating non-inflationary private sector growth while
leaving the actual allocation of credit in the hands af commercial bankers,

The Theoretical Foundations for Kelsonian “Pure Credit”

In The Formation of Capital,”® Harcld G. Moulton, former president of The
Hrookings Institution, laid the theoretical foundation for Ealsonian “pure credit™
memetary policies, Moulton pointed out that economic growth did not depend
exclusively on past accumulated savings, thet there need not be a tradeatt
between expanded consumption and expanded investment.® In fact, Moulton
pointed out that demand for capital goods is & derived demand—that it is
derived from demand for consumer goods, and that the latter depends on
consumplion incomes,

Hencs, concluded Mauiton, forcing people to reduce their consumption to
purchase new cepital assels is counterproductive; it reduces the viehility of
that investment and other investments, which ultimately depend on consumer
demand.® He then posed the question, “Whare could funds be procured for
capital purposes if consumption was expanding and savings declining?™

Meulton answered his own guestion:

From commerciel bank credit expansion. Snch expansion relieves tha possibility of
shortage in the “money market” and enables business antarprises to assemble the
labor and materials nacessury for the construction of edditional plant and squiz-
rnent.

Most econamists assert there can be no growth without savings unless we
cut back on consumption. Moulton argued, however, that the real limits to
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expanded bank credit were physical ones: unaxploited technelogy, unused
capilal resources and raw materials, an unemployed or underemployed work
force, unused plant capacity, and resdy markets for naw capital goods end new
consumer goods. His study of one of the fastest growth perinds of 1.5, ecp-
nomic histary, 1865 to 1895, reveslad that while bank reserve requiramants
remained relatively constant, the volume of outstanding commercial benk
credit rese substantially. At the same time, priva lavels declined for the period
hy sbout 65%,=

Moulton also demonstrated that even in periods ol greet business sctivity,
our productive energies are normally underusad; there is always some slack
in the system. He proved thal we can have rapid growlh without inflaticn. On
the olher hand, we can also have rising prices alongside recession, as we ax-
perienced for the first time in the “stagflation” of 1974. Moulton’s conclusion
is worth noting;

[Tlhe expansion of cepital cocurs anly when the owtput -of copsumplion gaads is
also expanding; and . . . this iz mads possibie by {he [simrollansous| expanslong of
credit for production Purposes ™

Unfortunately, Moulton failed to carrv the connection between axpanded
bank credil and expanded capital creation lo (hs next logical step: the expan-
sicm of the bese of capital ownership and capital income distributions as a
new, more direct, and more efficient source of mass buying power to abserb
future outputs of final consumption goods. Fortunately, Kelso picked upwhare
Meoullan left off,

The Discounting of “Eligible Paper”: The Federal Reserve's Hidden
Power to Stimulate Private Sector Productive Growth with
Broadened Ownership

Supplying funds to the money market and contrelling the cost of these funds
through the discount rate has long been recognized as the orthodox instrument
of monetary policy. In Lombard Street,™ Walter Bagehot cutlined the prin-
ciples of central banking, arguing that the main function of the Bank of England
was lo serve as the lender of last resort, mainly by supplying liquidity to a
capital-deficient economy through the flaxible use of its reciscount POWers,

The Two-Tiered Interest Structure: A New Monetary Strategy for
Restoring Market Yields on Past Savi ngs While Lowering the Cost
of “Pure Credit”

Clerrly, the Federal Reserve's intarest policies affect the rate of capital invest-
ments, For example, in the 19705 the railroads found thet their after-lax sarn-
ings on invested capital had declined ta 3% or so, while the interest charges
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they bad to pay for capital expansion loans had mountad to 8% and higher.
Growth in this energy-efficient industry came to a screeching helt, and would
have remained stagnant withoul massive taxpayer subsidies. The more this
industry borrowed, the greatar graw its losses.

On the other hand, if interest costs had stayed at 2% or 3%—the “raw cost®
of money exclusive of any “inflation pramium"—and if regulatory and lahor
restrictions on profit levels were removed so that rafleoads conld again come
pete fairly with alternate modes of transpartation, railroads would have be-
come profitable and subsidies wonld have bean unnecessary. The same com-
mon-sense Jogic would apply today in the energy fisld and throughowt the
competitive sector of the econamy.

As noted abave, the Federal Reserve currently makes little use of its power
to rediscount “eligible paper” held by commercial banks er to make direct
loans to banks to meet their liguidity needs in fostering commercial and indus-
triel development, Instead, the Fedaral Reserve conlrols the manay supply
and interest rates through its other main money-creating powers; by its open
market purchases of Treasury securities, by altering reserve requirement ra-
tios, and by controlling the “faderal funds rate™ {the rate at which one bank
charges enother for borrowed funds). The Federal Reserve allocates 1009 of
the money it creates o suppart public ssctor growth, none b support private
seqtar groth,

An important staff study released in December 1976 by the House Sub-
commitles on Domestic Monetary Policy, titled “The Impact of the Federal
Reserve Syslem's Monetary Policy on the Nation's Economy,” recommended
2 4% to 6% growth in the M-1 money supply (currency plus demand deposits),
“as a foundation for sustained economie growth.” This is sbout the same as the
Federal Reserve's growth targets back in the summer of 1977 of 4.5% to 6.5%,
MNote that in 1995 the Federal Resarve lowered ifs “cap” om 1.5, growth rates
to 2,5% of GDP. &

This repart—which reflects the heavy influence of Milton Friedman an
LIS, monetary policy—shares one thing in common with those who advocats
expanding the meney supply for “welfare state” purposes. The new money
supply, under either conservative or liberal game plans, would he pumped
indiscriminately into the economy through the sconomy’s existing “credit
irrigation” system. Part of our present credit system channsls funds into ex-
panding markel-oriented production, but a significant part of the systam chan-
nels meney inle non-productive, respurce-wasting, and non-market-oriented
purposes. Thus queality eontrol {in terms of sharply distinguishing between
the “preductive” versus “non-productive” uses of cradit] has not been factored
into the strategies of either side of the debgte an monetary policy,

Canservatives, of course, would favar closing the non-market-oriented
“leaks” in the present irrigation system, Unfortunately, they also ignore the
fact that this would channe] even mare credit inta ownership-concentrating
medes of capital creation, thereby increasing the political pressure for radis-
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tribution that caused the "leaks” in the first place. While f{avoring private prop-
erty, monetarists like Friedman offer no solutions to the dangers inherent in
8 society where the majority of voters own no capital,

What is miszing is a refinement in the prasent irrigetion system that would
pezmil increrses in the monay supply to be channeled more salectively into
new private sector plante, equipment, and advanced technology, but through
routes that gradually and systematically crests new capital owners, thus re-
ducing the pressures for farceful redistribution.

Features of the Proposal

Under a comprehensive, long-range national “expanded ownership" sirategy,
as in: {he propesed “Capital Homestead Act"™ advocated by some of the EUp-
porters of Louis Kelso's theories, the key to growth without inflation is the
highly selactive use of the Federal Reserve's rediscount powers and control
cver interest rates. Ideally, the Federal Reserve, in controlling and channeling
maonetary growth, would differentiate sharply between intarest rates on al-
ready accumulated savings (i.e., "other people's money”) and interest rates on
newly created central bank credit for stimulaling private sector investment
growth among new owners (“pure credit”].

As explained above, the central features of the proposed monetary reforms
are based upon elassical central banking practices. Figure 1 illustrates the
interrelationships between the different elements of the gystem and how money
and credit can be created to bring about noninfla tHionary private sector growih
linked v expanded capital cwnarship.

1. Special Discount Rate

The "discount rale” is the interest rate charged by the Federal Reserve an the
loans it makes to its member banks. It is the rate used to calenlate the smomumt
“hald back” by the Federal Reserve when a commercial bank “salls” Joans ta
the ceniral bank in exchange for new currency or demand daposits. For ex-
ample, if a bank selling a bundle of loans with a face value of $1 million &t the
term of ome year, had its loans "discounted” by the Federal Resarve at 0.5%,
the bank would receive $995,000 in new currency or demand deposits. [t wauld
thus be paying to the central bank effective interest of $5,000,

The special discount rate for expanded ownership credil extended by
qualified finaneial institutions would be set at 0.5% or logs, whatever s cal-
culated to be the cost of creating and administering new money and credit,
This "service fee” would return to the original idea of central bank discount-
ing, where the rale “charged” by the central bank would cover only the admin-
istrative cosls of the Federal Reserve and other government hanking agencies,
regulating commercial banks, and other institutions contralling the flow of
money and productive credit. It would not allow the Feders]l Reserve any
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profits for its role in monetizing expanded citizen accsss to capital credit.
Qualifying londers would be free to add their own markup above their cost of
meney to cover their adminisirative costs, risk premiums and profit, with
overall interest rates set by the markel.

2. No Central Bank Allocations of Cradit

The fear most often exprossad when the reactivation of e discount window
iz discussed is that the Fedaral Reserve will begin allecating praductive credit
to businesses based salely on political considerations. This can be guarded
against by implementling a private sector checks-and-balances mechanism.
All credit allocations would be handled exclusively by participating banks
and financial institutions, subject to market campelilion, with special safs-
guards to prevent gavernment allocations of credit or the use of such funds for
speculative purposes, consumer loans, or public sectar projects, The Fedars]
Reserve properly opposes political allocations of credit, which this proposal
is designed to avoid, Local lenders would determine the technical fimancial
teasibility of each loan,

3. Asset-Backed Currency and Collateralization

In canfarmance with sound central banking practice, all newly created money
and bank credit would be asset-backed. Assets would be in the form of pledged
shares acquired with the loans discounted at the Federal Reserve, plus guar-
antees and collateralized assets of the enterprise neading capital. The new
capilal owners would also be insulated against having their perscnal sssats
seized, just s corporate sharehalders are today, if future profits do not cover
the cost of capital credit.

As a substitute for traditional callateral requirements (o major barriar to
expanded ownership among the poor and middle class), Congress and the
Federal Reserve would encourage the establishment of commercial loan de-
fault insurance and reinsurance pools (like FHA morigage insurance), funded
by the risk premium portion of interest charges. In contrast Lo the handling of
the savings and loan crisis, the full faith and credit of the Fedaral Government
should not stand behind these bank loans ar insurers of capital credit in the
event of default by companies issuing expanded ownership shares, (In order
to encourage responsible lending practices by member banks, capital cradit
insurance might cover only 80% to 90% of a defsultad loan.)

4. 100% Reserves

Under today's “fractional reserve” banking, commercial banks can “multiply"
the amount of maney supplied to them by the central bank. Banks are raquired
to hold as mandatory resarves only a fraclion of the cash they take in as depos-
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Its. For example, under a 10% fracticnal reserve raquirement, a hank with $1
million in resarves could lend eut $900,000, which will be spent and depositad
with other banks. As the “excess reserves” [cash in excess of the amount the
banks are required to have on hand or on deposit at the Federal Reserve Bank)
are lent and re-lant throngh the banking system (decreasing sach time as each
hank withholds part of its new depesit to meet its increased resarve require-
ments], the ultimate effect of a 10% reserve requirement is to increase tenfald
the amount of new meoney available for loans throughout the s ystam,

To aveid the potentially inflationary effect of fracHonal Tesarve hanking,
sxpanded ownership loans could be made subject to & 100% reserve require-
ment. This would empowsr the Federal Reserve with more direct regulatary
cuntrol over the amount of money in circulation, enabling the central bank to
pursue its anti-inflation mandate more effectivaly, For every dollar of new
mongy created to finance eligible capital loans, the lander would have collat-
eralized cr commercially insured loan paper agan squivalent asset onits balance
sheets, As the loan is repaid and the new monay retired from circulation, the
sutstanding principal on the lender's asset would he correspondingly reduced.

5. Ne More Monetization of Public Sector Deficits

A great deal of new, inflationary money enters the eeonamy because the Fed-
sral Reserve purchases government securities in its cpen market operations.
As described above, this effectively "monetizes” government deficits, rather
than privale sector production. In restoring the original discount powers of the
Federal Reserve, Congress may wish to consider eliminating control of the
money supply threugh the Federal Reserve's Open Market Committes. This
wauld discenrage future monstization of Federal budgetary deficits and would
require Lhat the Treasury sell securities directly in the capital markets to fi-
nance govarnment dehbt.

6. Eligible Shares

Under Kelsonian monetary reforms, ESOP and other expanded ownsrship
shares that are eligible for Federal Reserve discounting privileges should be
“full dividend payout, full voting shares,” with dividends tax-daductible to
the corporation and fully taxsble as any other source of consumption income
to sharsholders. The shares should provide workers end other new capital
owners with first-class shareholderrights, including the right to vote the shares
on &ll matters subject to a shareholder vete, This reform would broaden and
democratize the accountability system of the corparate sector, & goal impos-
sible to achieve through public and private retirameant systems or traditional
institutional investors, It would alsc overcome the "clased system” of corpo-
rate financeby shrinkingretained earnings while offering corporations a cheaper
way to comhbine growth assets with new shareholders.
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7. Two-Tier Interest Structure

To shift the economy toward faster growth retes and broader participation in
capital ownership, the Moor price on the cost af money would be determined by
the money's source, its socially preferred use, and the assets behind the meney,

Tier One Interest Rates (“Other People’'s Money") Yields on already exist-
ing inveslments ("pest savings”] should be permilted to rise to whatevar levels
the money market will permit, Interest rates on Tier One would, therefors,
level aff at yields on alternative investment upportunities. “Pure credit” would
gradually supplant conventional sources of the £CONOMY's axpansion capital.
Exdsling savings [to the axtent present owners do not convert them into funds
for their own consumption} would be froed up and channeled into an ex-
panded funding pool for consumer Ipans, housing loans, highly speculative
ventures, loans for speculating in securitiss on the open markel, smal] busi-
ness loans, Treasury bonds, and other risky or inflation-prone purposes. Since
this separate resarvoir would not incresse the oulput of marketehle goods and
services to any appreciable degree, its interest rate might contain an “inflation
premium” to offset inflationery pressires arising from the use of these funds
for stimulating consumer demand or for wasteful and speeulative purposes.

Tler Two Interest Rates (“Pure Credit”) The newly developed “pure cradit
resarvoir” would gradually become the main source for financing the trillions
of new equily issuances representing the growth capitalrequirad by the BCONOmy
in the coming decade, The replacement of existing capacity (ie., plant, equip-
ment, and infrastructure) would continus to be addressed through deprecia-
tion accounting, so the financing of growth would net deprive present owners
of any property rights in their axisting assets,

Ae explained above, pure credit is basad on promise secured by the future
profits anticipated from the new invesiments. Because purs credit would he
limited to self-liguidating capital formation and would be cut off by the Federal
Reserve whenever the econcmy operated at 100% of [ts capacity, "pure credit”
is not inflationary. In fact, because low-cost capital credit is geared 1o increas-
ing production levels without artificially reising labor coats and entitlements,
it should bring sbout lowered overall costs and thus be connter-inflationary,
“Pure credit” should never be permitted for consumer financing, government
deficits, or speculating in previously issued securities from the open markst.
These would be financed through the expanded “past savings reservoir”

8. Economic Empowerment Vehicles Eligible for Pure Credit

Besides the leveraged employes stock awnership plan [ESOP) as the principal
pure credit vehicle for peaple who work in the corporate sector, other such
vehicles to expand access to ownership eredit would includes:
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Consumer Stock Ownership Plans (CSOPs) A CSOPis a capital credit ve-
hiele for customers of regulated utilities and natural monapolies. Currently
utilities and ather “natural monopolies” finance growth and new capital equip-
ment threugh bond issues and prefarrad shares, floated in traditional money
markets, and at fairly high rates of interast. A “CSOP” would allow customers
of regulated companies to acquirs “leveraged” shares of the utilities in 2 man-
ner similar to that of participants in an ESOP. 1t would also give the utility
company iftseif accees to low-cost eradit, substantially diminishing one of the
largest expansa items involved in “patural monopoly” finance, Future tax-
deductible dividends and patronage rebates would be used to repay the CSOP
loans and thereafter be used to reducs the consgmer's utility hills,

Community Investment Corporations (CICs) A CIC is g capital credit ve-
hicle that would enable residents of development areas or “new communities”
ko gain aceess to equity and real estate profits in locally based, for-profit land
acquisition, planning, and development corporations. A varistion of the Roal
Estate Investment Trust [REIT), the CIC is a fres-market answer to schemes
calling for collective commumnity ownership of land. It allows local residents
fo earn or purchase shares in a for-profit land develepment corparation and
share in appreciated land values and real estate profits that might otherwice
flow to outside land speculators,

Individual Stock Ownership Plans (I50Ps) An ISP would be a tpecial kind
of "leveraged” individual retirement aceount [IRA). ISOPs could he set up &t
leoal banks ta enable all citizens and familiss te #cquire a diversified portfolio
of newly issued corporats shares fram registerad security dealers, using bor-
rowed money repayable with the full pretax stream of future dividends, By
accumulating their own Income-producing assets through “eapital hemestead-
ing." citizens would gradually reduce their dependency on the near-bankrn Pt
asset-deficient Social Security and Madicare systems and other government
entitlement programs, The advantage of ISOPs to growing enterprises is that
they would gain an enormous new market for new share issnances to mest
their growth requiramants, while helping to create future customer power in
the bargain,

9. Risk Insurance as the Solution to the Collateralization Barrier

People without savings or assets who seak & loan to acquire capital assats ars
facad with a Catch-22 situation, Landers typically require that a barrower have
savings or assets to put up as collateral in the event of loan default, How, then,
can samecne without savings or assets gain sufficiant capital credit to acquire
aviable, income-producing capital stake? A Kelsonian monetary system solves
that conundrum and the relatsd problem of *risk” by collateralizing hank loans
through commercial capital credit insurance,
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The Capital Credit Reinsurance Corporation and Commenrcial Capital Credit
Insurance Companies A Capital Credit Reinsurance Carporation (CCREC)
would be established es a backup insurer of last resort, wholly on a self-
financed basis, with no taxpayer funds or government underwriting invelved
excepl possibly for start-up crganizational funds. Thereafter, its operational
costs would be covered by premiums on the insurance programs the CCRC
wonld offer to commercial capital credil insurers of banks and other lenders
to ESOPs and other pure credit vehicles.

The major insurance the CCRC would reinsurs would be capital credit
loan default insurance. This would be similar to that offered by the FHA home
mortgage insurance agency and leter copled in the privete sector by the Mort-
goge Guerantse Insnrance Corporation, The CCRC would charge participating
lending (nstitutions an annwval veluntary premium—0.5% cr higher—to in-
sure an amount between 75% Lo 90% of their losses on loane offered to ESOP,
C50P, CIC, and ISOP borrowere, and producer and marketing cooperatives.

This would cover the aventuality that companies izzuing the shares did
not earn enough profits to service the debt. The premiuom waould be included
in the annual inlerest charged by the lenders. Naturally, the sounder the ghare-
issuing company, the lowar the premium.

Differential risk categories, with adjustable premium rates, could be set up
far grouping participating corperations, based on their matarity, their earn-
ings history, the guality of their management, the nature and special risks of
their industry; and so on, somewhal along the lines of the bond rating services
of Moody's and Standard & Poor's,

The CCRC could also offer portfolio reinsurance issued by privels insur-
ers, simllar to the pensicn Insuranes the Pansion Guarantse Insurance Corpo-
ration affers employers. Far an additionsl premium charged to the new capital
owners, commercial insurers would insurc assets accumulating in capital
homesteading accounts againstthe "dewnside risk " Upon retirement, awarker
would thereby be guaranteed & high percentage—say 75% to 90%—of the
initirl values of all company shares purchased through his ESOP account.

This type of insurance is useful for offseiting the lack of diversification in
most ESQPs, This is a common complaint raised against ESQPs, which by
design do not have the same level of diversificalion as within defined benedit
pension plans and olher conventional retirement programs (or the propossd
[SOP described abowve). If a company falled, capital credit insurance would
protect worker-shareholders against the lossof all their retirament assals bafore
they had a chance to diversify, Commerciel portfelio insuranca cauld be kept
at relabively low premiums if lmiled {o shares in companies thal had been
peofitabla for at least three years. The premium costs to cover sharss in high-
risk, start-up companias would ba astronomical compared to those for mature
cormpanies with a solid track record of earnings.

Commercial londers making loans ton ESOPs, CS0OPs, CICs, and [SOPs
[subject to guarantees of high pretax dividend payouts by companies issuing
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the new equity), would have the option first lo arrange for CCRC loan default
insurance on the loan paper. (Otherwise, the landers wa uld be self-insuring
the risk of loan default.) Onee insured, the loan paper could be brought ta the
discount windew of the nearest Federa] Reserve bank. For a discount fee cov-
ering the Fedsral Reserve overhead in administering the "pure credit® syatam
(0.5% or less), new currency would be issued or the bank's reserves would be
correspondingly incressed to cover its expanded liquidity needs, No taxpayer
funds, no intarest subsidies, and no Treasury berrowings would be involved,

10. Bank Interest Rates Under "Pure Cradit™

In lending "Tier Two" eredit, banks would not he lending “other people’s
meney,” The “purs credit” interast charges for prime borrowers could thers-
fore be sel at 29 1o 3%, reflecting the full real costs of expanded bank credit.
The cost compenents for computing thess interast rafes (totaling 296 ta 3%}
wolld ba:

* The risk of default, covered by an estimated 0.5% commereial capital
credit insurance pramium for acquiring full dividend payout shares of
low-risk anterprises.

* The Federal Reserve discount rate (the service charge lavied on loans to
member banks), set al 0.5% or less,

* Lender administrative costs and profits, estimated at 1% to 29,

Conclusion

In March, 1975, Congress passed House Concurrent Resolution 133, which
expressed the senge of Congress;

That the Board of Govarnors of the Faderal Reserve Svstem...

(1) pursua policies...to encousage lowar long term interest ratss and Expansion in
the monatary and credil aggrepales apprapriate to facilitating prompt econamic
recovery; gnd

{2} maintain long run growth of monetary and credit BEETRgAlAS communsurata with
the sconomy's long run potential to increase production,

In its 1976 Annual Report, the Joint Economic Committea of Congress
eteted:

Whatevar tha means used, a basie ahjzotive should be to distribute newly created
capital broadly amang the population. Such a policy would redress a major imbal-
ance in our society and has the potantial for strengthening future business growth,

To provida a realistic epportunity for more 1.5, citi=ens to become owners of
capital, and to provids an expanded sourca of equity financing' for corporations, it
should be made natiosal policy ta pursue the goal of broedaned capital awnarship,
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This article is an atiempt to reconcile these two exprassions of Congres-
sional intent and to make a case for bringing a higher level of economic and
social justice to the lives of all Americans, Sinee justice alsa mandates that the
government not simply confiscate the past savings of others or unilaterally
raise wages, the only way remaining for most have-nots to acquire property is
through access to capital credit. Fortunately, capital credit can be made avail-
able to everyone without taking wealth from anyons.

Since capital credit is a "social good,” arising fram agreements between
people, Americans, through their elected representatives, have (he poOwer to
restructure our financial system to extend broad-based access to credit far the
pucchase of capital assets. This would sever our systemic dependency on the
accumulators of past wealth. Our financial institations are only tools, and as
such, should promote cur fundamantal rights as Americans,

George Mason, Father of the American Bill of Rights, caplured the essence
of this point when he drafted the Virginia Declaration of Rights, which pre-
dated the Declaration of Independence by nearly a8 month. Section 1 of the
Virginia Declaration stated:

That all men are by nature equally free and indepandent and kave cortain inhersnl
rights, of which, whan thoy anter into » state of saclety, they connot, by any com-
pact, deprive or divest their postarity; namaly. the exjoyment of life and herty, with
the means of acquining ond pessessing proparty, sand pursuing and obtaining happi-
ness and safety®® Jamphesis added]

¥elso's proposal to use "pure eredit” to convert “waste” into new and more
praductive technology would help restare Mason's wisdam ahout the fmpor-
tance of access to proparty as a fundamental human right in a free and demo-
cratic socisty. Jefferson's deletion from the Declaration of Independence of
Mason's call for “the means of acquiring and posseszing properly” (probably
reflecting Jeffarson's meral discomfort with human slavery, s perverted form
of property), is one of the most unfortunate omissions in American history.

Economic justice and empowerment for all was the essence of the first
American Revolution, Teday, the United States can resurrect Mason's mag-
nificent insight and launch & “Second American Revolution” for the world {o
emulate, by opening the discount window of the Faderal Reserve Svstem to
provide every American a capital homesteading stake in our unlimited tech-
nological frontier.
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Letters to the Editor

Lerters should be e-mailed ta leumal@nceo.org or maifed to Edfitor. Journal
of Emplayee Ownership Law and Finance, National Center for Employes
Ownership, 1201 Martin Luther King Jr. Way, Oakland, CA 94512, We will
edit submissions for style and brevity as needed.

The Fed and Norman Kurland

l read with great lntersst Norman Kurland's articls “The Federal Reserve

Discount Window” in the winter 1098 izsus of the Journal. Mr. Kurland
s quite right—the Federal Resarve system was originally sst up to assure a
lender of lastresort for the preductive privats economy, nat for the govern-
mens. Thet is the reason it was organized a3 a serles of regional discount
hanks to be owned by the commercial banks in each district, end why they
were specifically enjoined lo finance, through bankers' acceplances, pri-
vate commercial, fndusirial, and agricultural paper and farbidden to buy
“linzaclal” (unbacked) paper,

Unfartiunstely, shortly after the system was formned, the country gol
invalved in Warld War I, and in two years the netlonal debt went from $5
billion te 850 billion, part of which was monetized by the wonderful new
money machine, the Fed, Subsequently, littlef unding went into the produc-
tve economy, including at the inception of the Great Depression, when the
Fed could have headed off the crisis by so doing, Instead, it made the situ-
ation worse by contracting credit as the sveilable smount of government
paper declined.

Now, with the deficit eliminated, would be a perfect time to demand
thal e system do what It was orlginally set up to do, with the addad elp-
menl that only paper with an expanded capital ewnership component would
be qualified for Fad discounting.

Norman A, Bailey

Former Special Assfstant to President Aeogon
for International Econemic Affairs

011 behalf of the Werld Institute for Development & Peacs, I congratulate
you for the excellent erticle from Morman Kurland on “The Federal
feserve Discount Window” In the winter 1998 issus,

The only way the world can put a human facs an the process of divest-
ing, downsizing, privatization, and sconomic restructuring, whathsr it be
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in Russia, China, Europs moving toward the Euro, andfor the developing
world is this idea of cpening a diseount window of credit for productive
purposes as stated in Norman Kurland's article.

That seems to be a formula that deserves a lot of attention, Changes al
the Federal Reserve Board in the TLS. will lrigger a positive domino effect
in central banks around the world, This is the time to demand from the Fed
discounting paper with an expanded capital ownership component to ad-
dress the problems of poverty, especially in inner cities In America and
around the world,

Antonio Betancourt
President, the World Institute for Development & Peace

hs Journel of Employes Ownership Law and Finance has taken an Impor-

tant step by publishing Nerman Kurland's article on “The Federal Re-
serve Discount Window" in the winter 1898 issus, Paopls who would ad-
vance the interest of employee ewnership in gensral and ESOPsin particuler
must return their focus o the paradigm-altering ideas of Louwls Kelso that
spawned tha ESOF movement.

For Kelso, the unique essence of the ESOF is that it is & binary cﬂpttal
credit device. [ts status as en employees benafit trust is not Its unique es-
sence. As & capllal credit device, the ESOP vests its beneficiaries with capi-
tal acquisition rights; but those rights are not prasently competitive with the
capital acquisition rights of the richest people. After 30 yearsof study, [ have
discovered no practical way to make the capilal scquisition rights of ESOP
benefiviaries competitive over the long run with the acquisition rights of the
wealthy except to understand and then adopt the simple system changss
advocated by Kelso. Apert from widespresd understanding of binary eco-
nomics a3 a distinet paradigm, the mest Important elements presently lack-
lng are (1] the availsbility of capital credit insurance, (2) sufficient tax relief
so that the full pretexearnings of E30P shares can be applied first o acquire
capital and then to distrlbute earnings 1o the binary owners, and (3) such
Federal Reserve discounting as necessary to realize the true open-markel
cost of capital for binary financing. Thess reforms would enjoy yet greater
support, justification, and markat power if the beneficiaries are expanded
to include not only smployees but 2lso company consumers, neighbors, and
othar non-affluent citizens,

Rabert Ashiord
Frofesser of Law, Syracuse Undversity College of Law




