LaRouchePAC Interview: Paul Gallagher

Glass-Steagall, Then and Now:
How To Fix a Bankrupt Economy

Paul Gallagher, Economics Intelligence Co-
Director at EIR, gave this interview to La-
RouchePAC'’s John Ascher on Jan. 10, during
a conference call with LPAC activists.

LaRouchePAC: You are familiar with
the original Glass-Steagall bill which was
passed in 1933 in the Franklin Roosevelt era,
and you are also familiar with the bill Rep.
Marcy Kaptur (D-Ohio) introduced last year,
H.R. 1489, and this year, H.R. 129. Are these
bills actually the same?

Gallagher: In terms of the substance, they are es-
sentially the same, with one addition which I’ll indi-
cate. But it would be worth making clear what the sub-
stance is in four general points.

What Is Glass-Steagall?

First of all, what is most universally known about
Glass-Steagall, is that it gives bank holding corpora-
tions and bank conglomerates and those other financial
firms which have been calling themselves banks, it
gives the commercial banking core of those holding
companies one year in which they must divest them-
selves of all non-commercial banking units. And no
cross-management can remain between the commercial
banking unit and those other units, and no cross-owner-
ship can remain.

Secondly, the original Glass-Steagall, having cre-
ated, so to speak, “clean” commercial banks again, set
a limit through each of the Federal Reserve banks,
which were charged to enforce this in their districts.
Each commercial bank so separated could not use more
than 2% of its capital and surplus at any time for the
creation or sale or distribution of securities. There were
certain kinds of bank-qualified securities exempted
from this, but basically, it was a 2% limit. If you imag-
ine 98% loans and 2% investment in securities, that
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gives you what was actually being en-
forced for more than 60 years as the
practice across the country, why this
worked, and why there were not bank

panics.
Thirdly, the law, through a series of
regulations, prevented commercial

banks and bank holding companies
from making loans of their depositors’
assets or their own liabilities, their de-
positors’ money, into such vehicles as
would support the creation and circula-
tion of securities. You might think in terms of a bank
creating a hedge fund, which is nearly a universal prac-
tice in the last 20 years. That kind of use of bank loans
to support securities was forbidden.

Lastly, and very importantly, no securities of low, or
potentially low value, could be placed by a bank in its
insured commercial bank units. This later became
known as Section 23a of the Federal Reserve Act, be-
cause it was orphaned when Glass-Steagall was re-
pealed. But it is part of the Glass-Steagall Act. It is es-
sentially the anti-bailout core of the Glass-Steagall
provisions that would have prevented the movement of
huge derivatives portfolios of the major banks now—in
the case of Morgan Stanley, for one example, a $55 tril-
lion derivatives book.

It prohibits the placing of those derivatives books
onto the books of the federally ensured commercial
banking unit, under the holding company, in order to get
them bailed out by the back door, or get them the promise
of a bailout, and in many cases, the fact of a bailout.

So, in those core regulations on the reorganization
of banking, this bill, the Kaptur-Jones bill is the same as
the original Glass-Steagall bill.

It adds one notable feature, and that is, there was a
Supreme Court decision in 1971, known as Investment
Company Institute v. Camp. In that decision, the Su-
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regulation of commercial banking. So, it
has that one additional feature, to prevent,
in particular the Federal Reserve, which is
the primary regulator here, from retracing
the steps of Alan Greenspan, who progres-
sively destroyed the main regulations of
Glass-Steagall, before he destroyed the
law itself.

Ringfencing Is Not Glass-Steagall

LPAC: Many of the people on the
phone may have heard that there is a move-
ment for Glass-Steagall in Great Britain.
There has been discussion in Great Britain
and some other countries, also in the
United States, of a revised form of what
they sometimes call Glass-Steagall, which
is referred to as ringfencing. This, in Brit-
ain, was the Vickers Commission. Could
you please explain the difference between
what we are proposing in fighting for
Glass-Steagall, and what is known as ring-
fencing?

Gallagher: Well in the United King-
dom, it is like a war of the commissions—
the Vickers Commission vs. the Tyree
Commission, which has come very close
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Preszdent Roosevelt’s policy to deal with the Great Depression, announced
here on June 17, 1933, included the passage of the Glass-Steagall law (inset)
and other programs. H.R. 129, currently before the House of Representatives,

is the same in all major respects.

preme Court affirmed that Glass-Steagall was the pri-
mary banking regulations of U.S. Code 12 of national
banking law; that it was the preeminent regulator of the
banks. And it affirmed that the Glass-Steagall Act could
be enforced in such a way as to, in effect, protect com-
mercial banks from themselves, by limiting their ability
to plunge into apparently seductive high-yield securities
transactions, and actually putting the bank and its share-
holders and its depositors at risk.

The Supreme Court affirmed that that was a proper
use of government power, to regulate commercial
banks.

And in the Kaptur-Jones bill, it is consistently stated
that the standards set out in that Supreme Court deci-
sion of Camp would now be the minimum standards for
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to demanding replacing it [ringfencing]
with the full Glass-Steagall regulations.
The reason for the war, as one Federal reg-
ulator told me at the time that this Vickers
Commission came up, in Washington, this
ringfence is a very low fence indeed, and
the holding companies will have no trouble
jumping right over it.

What is Vickers Commission proposal? For exam-
ple, if you consider the changes that have taken place in
the large bank holding companies in the last 15 years—
the Federal Reserve itself studied this, and made it clear
in a report this past August—where you once typically
had, before Glass-Steagall, about a hundred subsidiar-
ies in an average large bank holding company, you now
have two or three thousand so-called subsidiaries, little
securities units spread all over the world, in a large bank
holding company.

The Vickers Commission ringfencing proposal es-
sentially says that some of the larger of these very com-
plicated, globally spread securities units will have to
raise additional capital on their own, while remaining
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units of the same “universal bank,”' remaining specula-
tive vehicles for those banks. But they will have to raise
additional capital themselves, so that they will appear
to be independently capitalized, and they will also have
to have more of a management team of their own. There
is not supposed to be movement of the management
“over the fence,” and movement of capital back and
forth.

But, as my friend involved in regulation put it, the
holding companies will leap over this low fence with
ease, because they are allowed to make unlimited loans
to the various units that have supposedly been fenced
off from one another, and therefore quite freely move
capital.

So it’s a thing which clearly doesn’t work. It’s very
similar to aspects of the Dodd-Frank Act, and there has
been a real revolt against it among British bankers.
And, as I’'m sure people on this call know, polls show
that 60-plus members of the Parliament want full Glass-
Steagall instead, and it’s being very strongly challenged
in the United Kingdom.

The Fiscal Cliff

LPAC: The next phase of the fiscal cliff discussion
is coming up. How does pushing Glass-Steagall right
now actually deal with this question of the so-called
fiscal cliff?

Gallagher: Well, this is really the biggest question.

1. A universal bank combines commercial banking with investment ac-
tivities—i.e., a bank that is not operating under the Glass-Steagall system.
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We had some very good discussions of this in meetings
in Washington today. It’s the crucial question. [Look at]
the IMF making its feeble defense of its previous errors
and its inability to correct them, with regard to Greece.?
Not saying it would change policy in any way, but just
offering a defense of itself: “I didn’t know what I was
doing when I imposed the crushing austerity on Greece
and Portugal.” What they are actually saying, is they
don’t know what is the multiple between how much
you cut, in austerity against government programs, and
how much the economy contracts.

They started trying to claim that their models show
that the multiple was less than one. They wound up ac-
knowledging in this report that it could be considerably
more than one, particularly in economies that are in re-
cession, in economies in which there is contraction al-
ready going on. That is where they now acknowledge
that studies show that the multiple can be very large—
as large as a 6% contraction, for every 1% of cut made
by an austerity program at the government level. And
one of those studied showed that in the United States, in
the 1930s, the ratio was 3 to 1.

So this is what the Congress of the United States is
facing from the White House; and the so-called big
deals that are being put forward to it right now, are an
austerity policy which has been proven, in each of these
European countries, to be a disaster when applied in a
condition of recession, in particular. In other words, the

2. See “IMF Nuremberg Defense on Greece: We Had No Idea What It
Would Lead To,” EIR, Jan. 11, 2013.
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condition of the whole world has shown, since the col-
lapse of 2007-08, that these policies not only don’t
work, they are disasters! And this is the policy of the
Obama Administration. And the Democrats in Con-
gress who have some experience are quite frank in ac-
knowledging that they know it, that it is their party’s
President who is pushing this austerity policy.

So what does it come from? It comes from the fact
that government revenue has fallen to 15% of GDP,
whereas for the last 60 years it has always been about
18.5% of GDP. Five hundred billion dollars gone miss-
ing! Gone missing in government revenue because of
what we were hit with in the bank panic and collapse
5-6 years ago. And in addition, tremendous impacts
from $80 billion a year now in food stamps, $150 bil-
lion a year now required for unemployment insurance,
Medicaid having jumped up. All of these having
smacked the economy because of that collapse of 2007-
08. Not repaired.

And if you impose an austerity policy on that, then
you have a potential disaster at the same time that the
Federal Reserve is printing a trillion dollars a year, and
has been doing so since the collapse hit—straight
money-printing, and purchases of securities from the
major banks. At some point, that will trigger hyperinfla-
tion. Some of the members of Congress are beginning
to have an awareness of that threat.

So you have to have a policy that attacks this as a
whole. That is, you have to have a complete policy,
which 1) stops the Federal Reserve from doing what it
is doing—printing a trillion dollars or more a year, for a
closed circle with the major banks; and 2) discovers and
provides a major form for new credit into the economy,
which can, at the same time, coax the banks to invest
the money that they’ve been holding on the sidelines.
And this new form of credit has to replace the tremen-
dous loss in government revenue.

Everyone knows that this is an economy very heav-
ily based on consumer spending. That’s unfortunate;
that’s the result of bad policies, but that’s a fact. These
studies that the IMF now acknowledges made it clear
that the more an economy is based on consumer spend-
ing, the consumer sector, the more it is contracting, the
worse the impact of any austerity will be. So you must
reverse the austerity policy, and also change that 30-
year drift toward the economy being totally dominated
by the consumer sector, and not by productivity, infra-
structure investment, industrialization. You have to
change that at the same time.
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Only the First Step

Glass-Steagall merely does the first thing, it is the
most effective way to do the first thing, which is to stop
the Federal Reserve from printing this money. It’s print-
ing this money solely because of the condition that the
banks are in: to circulate it into the banks as liquidity,
and keep them going in their current condition of being
loaded with toxic assets.

You have to first stop that process, and that’s what
Glass-Steagall reorganization is for; but at the same
time, you have to initiate a Reconstruction Finance
Corporation [as in the Great Depression] or a National
Banking-type government capitalization of invest-
ments in infrastructure, drawing in as leverage a lot of
private capital. And where is that private investment
going to come from? It’s going to come from commer-
cial banks, if those banks are made clean, and separated
under Glass-Steagall. They will be investing in a Na-
tional Bank, or a Reconstruction Finance Corporation,
as they did before, in order to put this really productive
credit into new infrastructure platforms in the economy.

And we have to discuss NAWAPA and similar
urgent infrastructure needs on Capitol Hill. “Glass-
Steagall plus plus,” as Lyndon LaRouche puts it, has to
be a single policy, which attacks the deadly policy of
austerity, which they know is coming from the White
House, and from the International Monetary Fund.

Threat of Hyperinflation

LPAC: At what point does the hyperinflation hit?
And why precisely do we need to get Glass-Steagall
immediately now?

There was an article that came out this week in
Bloomberg from a guy named Red Jahncke, some type
of investment counselor in Connecticut, who indicated
that the best time to bring about Glass-Steagall is actu-
ally before there is a banking collapse, when this can be
done in a more transitional kind of way. And he spelled
out the method by which these banks could be broken
apart....

Gallagher: To take the first question first, the Federal
Reserve has printed, in the last four and a half years,
since the crash of 2007-08, more than $2.5 trillion. That’s
not all of the many tens of trillions of short-term liquidity
loans it made to everything from hedge funds to banks;
I’'m talking about what it printed, what it used to buy se-
curities from these banks on a permanent basis, to put
that money into them. The other major central banks
have done the same thing: the British, the ECB of Europe,
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the Swiss, and the Japanese have done the same thing,
and they have combined for something like $11 trillion in
that period of time. The Federal Reserve has the policy
now which will bring it to about $4 trillion printed by the
end of 2013. With a contracting real economy, and the
collapse of government revenue, and the austerity policy
that I’ve indicated, this essentially looks deflationary,
until it suddenly turns hyperinflationary.

There will be a trigger; there might very well be a
take-off, all of the a sudden, in the price of food, be-
cause of the declines in the production of food under
conditions of drought, and under conditions of very
rapid price fluctuations of all the inputs to food, and of
the food commodities themselves. This could very well
trigger it. But the basic mechanism that you are looking
at, is that the central banks, led by the Federal Reserve
and the European Central Bank, are printing trillions
and trillions of new currency, putting it into circulation
directly through the major national and international
bank holding companies.

And they claim this is not an inflationary policy be-
cause the vast bulk of that new capital and new liquidity
is then being put right back into the Federal Reserve,
and the other major central banks. The banks are put-
ting it right back into the central banks, as what are
called “excess bank reserves.” And they are being paid
interest by the central banks on those reserves for the
first time.

The Federal Reserve has never done this before. It’s
the first time in its 100-year history that it has paid inter-
est to get banks to put this money right back into the
Federal Reserve. The ECB is doing the same thing.

At a certain point, when a sudden speculative bubble
starts to escalate, as for example, with a trigger escalation
in the price of food, watch those unused trillions come
pouring out into commodity speculation, for example,
and suddenly set off hyperinflation. So it’s not something
that can be predicted at a given time. After all, in Weimar
Germany, the worst and most infamous case, they did
this kind of money printing to pay unpayable govern-
ment debts for more than two years, with no apparent
inflationary impact, until all of a sudden, it exploded and
consumed the currency, and the entire economy. So we
can’t say when, but we can say it will happen.

Do It Now!

As to what Mr. Jahncke was saying, he is a strong
advocate of Glass-Steagall restoration, and he was
saying, now is the time to do it; essentially we’re be-
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Weimar hyperinflation: Germany printed money for more than
two years without any apparent inflationary impact, but
suddenly hyperinflation took off and the economy was
destroyed.

tween banking collapses. His article is titled, “Breaking
Up the Banks Is Easy When They Aren’t Failing.” Pass
Glass-Steagall, give these large bank holding compa-
nies one year to break themselves up, and they’ll be
able to do it, or at least there is a chance they’ll be able
to do it, because currently they can sell off their units.

On the other hand, he says that if you wait until
these banks, some of them, or even one of them faces
failure, and then try to resolve it, try to break it up be-
cause it is about to go under, and you will suddenly find
that you’re unable to sell any of its units or any of its
assets in the atmosphere of panic that will be spreading
everywhere, and therefore, the whole business of break-
ing up the bank will fail.

In a broader sense we might say, that if we can make
clean commercial banks, a clean commercial banking
sector, not loaded down with securities, and at the same
time, start to issue national credit for really important
productive investments in new infrastructure platforms,
then you would see some money which has been placed
on the sidelines of the banks, come into this kind of real
investment in national banking. He’s finding a kind of
homespun way of saying, do Glass-Steagall now, be-
cause we’re between banking collapses, and you won’t
be able to do it, once the next one hits.
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