EhHSRITHERSFE (P1E3)

MURBEEEE, BRRE T PerryRIBMHTR, FE: K—F, #MF: K*

{mEE 18tk (Perry Mehrling) ##%

EMELLIT K BN F e, ECON V3265

RHSIRTFRENEE. EEEFNERTMMRERLERRE, URETHSEMNE ER=RIY

@O

PSRIERFIT201258K, FTLAIBLEMISESR (a0 (SRR FRIREINE) rTaeis Rk
B, EfSTEMFSEIN. NRETHESTEARASAPNNA, BXTROEE/ER,
MR ERRAI N AE R perrymehrling.com_E#E, LURESEHIMAS.

=1=0=— ’ 4= 4=
TARRT? FFIRIT? hRIF1T?
(0:00) The analytical apparatus is largely balance sheets,
BRI TEXRZBRRRE
there's other stuff too that we'll get to in the class.

IR ESRERT RERE

But | just want to signal right now, students that have some background in accounting or
might find this a little bit easier than others,

EXRARAZER—Y, ME—ERTTUESEHNEZERR, X TRUREFERZ—R

but sometimes not, because usually accounting classes teach you what the law is. What is
GAAP accounting and so forth, and we're not concerned here with what the law is.

AIEA—E, BASIHREHE—RERSIHEN. GAAPSTHENZZE, MiX[ HRAAROIXE

We're using balance sheets as an analytical structure to help us think rigorously about the
economy.

RIRICE-AGRRIF—ESRE, SBEEI™EETEEFIRSA

So let me just show you what | mean by that.

IBREFRIXRREHAEE

(0:41) We start with, a bank.

BAIMN—ZIR T

On the left hand side is assets, on the right hand side is liabilities.
RNEFORSE, AFLERR

Why don't | just write that in here for the first time, so that we remind ourselves.

FXBHMEEIMEHR, LUFRE


af://n0
af://n7

In general, | won't be writing it in. You'll just get used to knowing that assets are on the left
and liabilities are on the right, okay.

—RAEBWE, MISIRBEAER~EAN, AREal

And we could think of a bank as having some loans, some securities, so that might be like a
treasury bill

BLUER, —SEITHIK ERB L, —HIEs, WInERER

and some cash reserves. It's more complicated than that, but.
RE—EFEEE. ULARAEEER, EARNEXARSE

And on the liabilities side, you can think of this bank as having deposit accounts.
EfRR, AL INXSRITK E2BEIKR

I'm going to put in other borrowing, because they might be issuing bonds or other kinds of
short term money market borrowing.

BAES L "HfttER" , EARTURSRTHESAERMARIBIIEHHIAE

In fact, that's going to be a very big part of this course, is understanding other borrowing.
FEL, RNFSEELHKHORIEEER "HithfaS" £

And then a balancing item here, net worth. Okay?

REEE—EGWME, MEHE

This is what the balance sheet of a generic bank sort of looks like.
RITHR R RER—RMEX T

And I'm drawing this to draw your attention to two sorts of issues that arise when we're
thinking about banks.

BIBXGKRELR, BATIUAREIR, AERRTNIERPS=ERNER
One is the issue of solvency. Is this bank solvent or not?
— I EEREDNRE, XFRTRARSERED?

We've been having some issues with that in the last few years, and Europe is having its issues
now.

EETVFFEHAIZEHE— XS EAEE, BN EERTERSSEL
Perhaps entire national banking systems are bankrupt in any literal, solvent way.
EEERNMERVRITRFERKNERED, HRFEENX LAY

Solvency just means, is the value of the assets greater than the value of the liability so that the
net worth is greater than zero?

EfREENRATHE, BFHMEREATRENME, NEMEXTFTS?

This being a balancing item, is the net worth greater than zero?

HEEA—IETRE, BEXTS?

So this is about the market value of assets versus the market value of liabilities.

XSRS Evs. SRR TIAINER X



A lot of the discussion about banking systems is about that.

REFTUHSEINTICEHSIEX

(2:59) But in this course we're going to focus most attention, actually, on what is very specific
about banking that makes them different from other corporations, okay.

BEXITRLE, FMNSERSoBNRESBRTILSEM2SRRMEEIZL
Which is the issue of liquidity, okay, and that's here. Cash reserves, okay?
ERREhERRE, thRRRLR—IR, FRESE

If a depositor transfers their deposit to somebody else, tries to make a payment to somebody
else,

R—BEFERFRERES— A, REERARESZ

does the bank have liquidity? Does it have cash reserves in order to make that payment?
RITERNEEHEMD? ERFNESRERRETHFKID?

These are demand deposits. They can be withdrawn at any moment, okay?
XLERTERER, Nz A LABBRT#REN

Does it have its reserves? And if it doesn't, can it acquire them? Can it borrow them, in the
money markets?

RITERBIFNESSE? MIRRE, CRENEMRERER? vtrimmiy LEZITNESEE
M5?

Can it go to the Fed ultimately, to the window? Can it sell a security or repo a security?
RITREREEEMEIRE, IAMIENND? BrikiE—Eils, SEEXEIEFEMEBLG?
These are words you haven't heard, but you're going to know what these are pretty soon.
XL ATREERTRIE, BRRFAMIMSIAEEIRER

Or does it have to liquidate these loans? Sell them at a fire sale price,
ERIRRITREELZEK FHGE? DENSIEXLEMEEHE

and if it does, what happens to solvency?

MRXAMT , ZEREENEEHAZN?

If it sells them at a fire sale price, you know the assets are sold below their value.
INSRITRUMEMEERER, RIABRXEREWMLMETEMERMNTEZEEAT

So, there is a link between the liquidity and the solvency.

FTLAE R AR RRE D Z (BRI R

Most economists approach banking by thinking first about solvency.
ASHEFFRTEMBTIE, BRBRNRIERED

We're going to approach banks by thinking first about liquidity and see where that leads us.
BAEEARTIVE, B%BRIRRiRahtE, ARIREER



That's how bankers think. They face this liquidity constraint every day. They have to clear their
accounts.

EARRITRIOBLESN. WNSXPEEARDIELR, WEEFREETHKAER

The first two weeks of this course is about the payment system, oddly enough, but you'll see
why. It will all connect up.

X TRRSLREASEHEEXRIRERN, BUFE, BFNSBEETERE, Rk

(4:33) This is a balance sheet of a traditional bank.
XE—IKEFIRITRIR R

But we're also going to be talking about shadow banks.
BFNIESKICT FIRIT

I'm involved in a research team that's just finished a paper on shadow banking, which I'm
going to be talking about at the end of the course.

B2 ER—TAFREBANIRIZER Y —mBXRF FIRITRIEN, X JRIIRESHE
| wasn't sure | would finish it in time so | put it at the end of the course.
IEXBERNATSER SRt A KTRE, FLNEERE VRENSE

So this is assets and liabilities here,

FTLAMEER EIR R &~ FRR

and when | talk about a shadow bank, | mean an entity that is holding, let's say residential
mortgage-backed securities.

SRERCRHFIRTHRIR, BIENE—RTE, HENEFILAREEEIRPEFISES (RMBS)
So these are loans that are turned into a bond of a kind.

HECHE B A T RS

This is all just to give you an impression.

XEBR A TIRIIE— 1 AEHIEDS

By the way, all this lecture is all sort of written down, and it's going to be posted in
CourseWorks, too.

IfER—a, REHMEREER LEE R, MESR%KZICourseWorks E

You're going to get used to that, so that you don't have to necessarily write everything down.
REIMREBBLEHRM, FTLUMRERIEREAEERC Tk

But if you feel if that helps you, by all means do.

(BANFRIRTSIXEERENREIL, BREIC

Residential mortgage-backed securities,

TE G EHE B R SR STFIESS

and then they strip out some of the risk, as much risk as possible from this,



AERFIRIT2 Rz E~RIKBERIE R

maybe with something called an interest rate swap, okay, getting rid of the interest rate risk
involved.

BI TGRS (IRS) E S RAIFIZER S

Something like a credit default swap. Getting rid of some of the credit risk, selling that off to
somebody else.

B (EMELNEIR (CDS) ZMRAS AR, BiXXEEEHIAXRE

So that what you have left is a short term, relatively risk free thing that you can use as
collateral for borrowing in the wholesale money market.

EEFTHRE—MEHEN MRS, JLABERBmEIREDHIE LER
So there's money market borrowing here.
FREAMEG RiREVE 7 E2hhiE (MM) 558

They're not borrowing from you and me, but they're borrowing from money market mutual
funds, they're borrowing from big corporate investors,

FTFIRTARMNREXEMER, MIIRNEMHZHERS. MNABEIRREFREEN
and the instruments they're using are things like repurchase agreements, RP,
mftfi)ERN TREBEIEIY (RP)

Eurodollars, LIBOR, Eurodollar borrowing,

BEEFET, LLULIBOR, BiEsE (ED) {45

Asset-backed commercial paper, okay?

EREFZIFRILENE (ABCP), IHIE?

We're going to understand what all these things are. It's not rocket science,
AR FEXERIEREARSE, XBARMHAXERE

but the point is that what has happened in the world is that this model became the dominant
one.

EERET, WLHFISPXME AHRTIMERERLEES

Now the amount of credit in the United States that ran through this sort of method became
larger than that kind of method.

FELHTHXE, MEFRIEAFENEEMECEED TIERIRTRN

The textbooks are all about that, okay?

HEBIBRXTIERRTH, HE?

But reality is increasingly about that, and we need to bring that into our minds.
(EBMMsEMRBS AR FRIT ARG, BIEFCX—<

Again, there's an issue of solvency. Again there's an issue of solvency. And an issue of
liquidity.

FIRITRFFEEREDNER. EERIMEAEER

But it's not so easy as it is in the regular banking system.



EENMEENRITHRRIMRESRTST

The issue of liquidity is really about being able to roll over this funding, okay, if using this as
collateral for the funding.

RANERIEET, MRAXEESEAIRARETRE, NMZaEiLXEEE R

This is short term funding. So if the money markets freeze up, you can't roll it over. You have
to liquidate, okay.

IXLERRISHARLEE. MREBDHIBEANEEH, RLREMTERY, BIRMIGEERE"
This is what a lot of the financial crisis is about, okay. Is exactly this kind of problem, okay.
EMENASEIEX, EREAXFNNETUREA

And I'm waving my hands now, okay, because | don't want to get in it too deep. But in a few
weeks, you'll understand all this stuff.

HEIXBAE—RE, RARIEENEXRNRT FIRT. E/UEE, (FRSIERXERERY

This is not rocket science, it can be understood. And it's my mission to help people
understand it.

XABKETRE, BEBAANMIFTT#E. MERAESHEEMAIERE

| think we're in a teaching moment in history where we need to understand this.
KIS T IERRF R RS FIRITHH L I4ERZ)

The general population needs to understand how this stuff works.
—IREARFE 7 S FIRITEUTEFRY

Because we need to make some big decisions about how to regulate this new system.
EAEAIFERIMT S EXEFRRI TR RME—EERNRE

The regulatory system we have, is all about that kind of banking, okay?
BIMBEMNEEFR, SEBRHIHERRTILE

And we don't really know what we're doing about regulating this. Dodd Frank doesn't touch it.
MFZINAEETFRGT, BiI=LBHME. (BR-B=RER) HRESRIZME

So this is what the issue is about.

BANERTRIS X —IRE

(8:18) So we're talking about banking; we're also talking about - the final thing here, | want to
show you another.

RIEeRiT, HEEEEN—RE, HEREARAIXKR
This is a bank, the central bank is a bank.
XE—XKERT, PREFTHIRRT

This is the balance sheet of the Fed, okay, that's from, what does it say there? August 30th,
2012.



XEEEERISE I fRER, B—5K201268H 30 AR

Factors affecting reserve balances of depository institutions.
"HINEH W EE S REAIER"

What you see there, can you see it if | point here? Yeah, you can see that.

{FMIBEBEIFISABETTINE? A, (R(IEEEER

So here this is actually they list on this page, this is all assets. So it's just the left-hand side of
my balance sheet there.

i IEX— LSRR, AR RS RN TN
And you see what the Fed has there.
R/ JREE RSB AR PR IRLE B
US treasury securities are $1.6 trillion.
"KEEES" $£81.6512

Bills are short term securities, they sold them all off. They have no short term securities
anymore.

"Bills"si2EHER, EEMECEIeEET, ELREEPERFET

Maybe you were notice, maybe you heard about this that they were moving into long term
debt,

{RIIATRENMRIT, SEBXMERIES T R B IEE AR e HRERSS

and they have that, notes and bonds so forth.

it JEBSER FHAENR ("notes”). KHEAE(R ("bonds") XLRIFE

Federal agency debt securities, that's like Fannie Mae and Freddy Mac.
"BRFRIVARRSSIESS" | IXISRIRBFISEFEIEE

Mortgage-backed securities, these are private mortgage backed securities, okay?
TRRRFCHFIES" | XEEMARIRERCHFIES

The Fed has bought mortgage backed securities itself, for the very first time ever in history,
okay,

SEEXESE_FEIRE CHF SR ESFCTRAES
it never imagined it was ever going to do that. This is part of the legacy of the crisis.
FELARIRA T E SR ERIX AR, X BIEZEHIEE TRIRRDIE

If you look down, and look, it's not like there's a small amount there. There's $852 billion.
These are big numbers, for the central bank here.

WMRFETE, XOIAE—E/E, B8520{Z5ThIMBS, MHFXERIRTME, XERKAVEF

These things here, Maiden Lane, all these, this is left over from the AIG and Lehman and all
those sorts of things that we can talk about.

BTENIME, X&"Maiden Lane" ZKAI5%E, BYEEEELME S bS5 SLiERTAE

They are small numbers now, they where large numbers.



MEMENRZENSE, ERLERBEARIEF

Central bank liquidity swaps, these are the Fed lending to other central banks.
"SATRANMEER" | XL EEMENEBRITAER

Tor the ECB, to the Swiss National Bank, to the Bank of Japan.

LBEOMNRITHY, BT RITHY, LRARITH

The point | want to emphasize, in many economics classes you've had,

BEEANERRE, ERZELEESEFRFRES

you talk about this and you talk about MD equals MS, money demand equals money supply,
okay?

{RIECAIREMS-LMIZRY, (RITCHEMDETFMS, BMEREFHEHMHLE, WIE?

Now we're saying, what the actual things that are behind the scenes there are banks, okay?
MERNBROR, XLEERBSERNEE, HERBT

And the central bank is a bank. It's not printing money. It has liabilities and assets.
MARRIRITHRE—RRIFT, SHARENE, BRGNS~

It's just not correct to say that it's printing money.

FRRITTEENFER AT

When it's expanding the money supply, it's expanding both sides of the balance sheet. Asset
and liabilities at the same time.

SIUTEN KD AR, BREFAGREIMIREEN K, F-MatkREEMm

This is a classic banking operation. It happens at all levels. The central bank and also farther
down.

XHESLREZHAYRITIAIRE, EMEEREBEXAMAY, MNRITETEZLT
It's something we're going to pay a lot of attention to.
BISEERIX—R

So, there you see the total size of the balance sheet is, they're $2.8 trillion.
XEBREEBERIBEN R REFRATINR, 2.855125%T

By the way, before the crisis it was less than 1 trillion.

IfER—a, ERHBIXMIFEREH1ZET

So when | say that the size of the balance sheet tripled, that's about right.
AR R iR EE 7 =8, HL—RikiE

And here's the liability side.

RIEEAIBREE AR

So you can see that the liabilities of the central bank are about 1 trillion of currency in
circulation. That's green pieces of paper, okay.

ALUER, RTHNRRF, AG1HIZEREFRIET, BHEE

There's also a bunch of other small numbers, then there's this other big number.



ETR—EEMNST, BRARNENEF

$1.5 trillion reserve balances with Federal Reserve banks. This is excess reserves, okay.
A SHZETFRERMERITRESR SR, XEESEMERE

The banks have to hold reserves, cash reserves, these are held as deposits at the Fed.
RITEHEESE, HUESSE, XEEMEAFIEHESREMEIKF £

They're holding $1.5 trillion worth of those. $1.5 trillion worth of those.

EEEFE 1.5 H TR EE S

Before the crisis that number was $50 billion, okay.

ERHAIX M IFR500{23E5T

It's an order of magnitude change. The system has changed very dramatically.
XEMEERAIEN. BMIRRETBREBHAIEN

This sort of thing is when people talk about QE1, QE2, QE3,

XESLHEAIFTRAIQET, QE2. QE3

they're talking about the transformation of the Fed's balance sheet that I'm showing you here.
i IEHY, ESLRREXBEAR R IISEIRER R RRATET

This is stuff that we are going to try to understand in this course.

EX TR EHIIG A RIERE
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