Productive Debt versus Unproductive D- Doug Frencl- Mises Institut Pagel of 3

Ludwig von Mises Institute Tu Ne Cede Malis

Advancing the scholarship of liberty in the traglitiof the Austrian School.

Productive Debt versus Unproductive Debt

Mises Daily: Tuesday, December 08, 2009 Dgug French

The credit crunch continues, with businesses largesmall
finding that their bankers remain exceedingly stimgthe
wake of the 2008 financial debacle. "We need toosaks
making more loans to their business customers,éféd
Deposit Insurance Corporation (FDIC) Chairwomanil@he
Bair told reporters recently after the FDIC relehfigures
showing that the amount of loans outstanding imtmBon's
banks fell $210.4 billion in the third quarter di@B. That is
the largest quarterly decline since the FDIC begarking
loans in 1984.

Of course, today's low interest rates don't espigaizake
lending to small businesses worth the heightersd Even
Ms. Bair concedes that "credit adversity remainhws,"
evidenced by the $50.8 billion in bad loans thatksa
charged off in the last quarter, the highest amsinte
1983. At the end of the year, banks try to cleahair
balance sheets. If a bank can afford to, it wkiely take all the bad-debt charge-offs possiblgnefourth quarter.
Look for even more write-downs at the end of thealy

However, Robert Prechtemakes the poinih the November edition of tHeliott Wave Theorist that banks have
lent sparingly to businesses for the past 35 years.

Businesses report that since 1974, ease of borgowas eitheworse or the same as it was the prior
guarter, meaning that — at least according to lssirowners — loans have been increasingly hard
to get the entire time.

The case Prechter makes is that banks have lephsumers at the expense of businesses — and thaniy
business loans that are "self-liquidating.” Healluginesses generate cash flow that can pay off déile
consumer loans "have no basis for repayment exbeqiorrower's prospects for employment and, utiga
collateral sales."

Lines of credit to businesses are provided withuheéerstanding that the "Bgnks have lent to consumers at
business borrowers will "revolve the debt," borrmapay vendors and ]

employees and then pay down the debt as theirmestopay them for  the expense of businesses.”
product. Thus, the debt is directly tied to theibess firm's production.

The funds tend to be borrowed only for short pegiofitime. Credit in

this case aids a business in potentially earnitiggpreneurial profits, which build capital, whichimnately fuels
economic expansion.

Conversely, consumer debts are not self-liquidating instead stay on the banks' books for longoderof time,
with payments being made only to service the istead pay down very small portions of the loamgigal
balance. Also, as Hans Sennt explaine,
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new debt in the form of a second mortgage on a homefinance the purchase of a vacation home,
new furniture or another automobile, or even a fyxaruise around the world. The debtor may call it
"productive," but it surely does not create capital, build shops or factories or manufacturdsoo
and dies that enhance the productivity of humanorlab

Prechter writes in his bodRonquer the Crash that the lending process for businesses "add®\valtheeconomy,
while consumer loans are counterproductive, addogjs but no value. The banking system, with itsi$oon
consumer loans, has shifted capital from the prodeipart of the economy,

people who have demonstrated a superior abilitputest or produce (creditors) to those who have
demonstrated primarily a superior ability to consufebtors).

Numbers from the FDI reflect this shift over the past decade. At theé efithe third quarter of 1999, the assets of
the nation's banks totaled $5.5 trillion. As of &epber 30of this year, bank assets had grown to $13.2otnillBut
commercial and industrial loans outstanding babelggged, only growing from $947 billion a decade sm$1.27
trillion by September 30 this year. Meanwhile, lsaecured by real estate increased from $1.4idrith the fall

of 1999 to $4.5 trillion this fall. And investmeint securities doubled, rising from $1.03 trilliom$2.4 trillion.

Banks increasingly have the incentive to make lmrgy amortizing "Those in Washington are doing
loans secured by long-term assets because thé tifeank runs has
been taken away by increases in FDIC deposit imseraDeposit all they can to promote the

insurance started at $2,500 in the Great Depressidrhas increased in ; ; ;
fits and starts to the current $250,000. With tieréase in deposit continuied destruction of capital
insurance there is no need to maintain liquidity irsstead of making and wealth."

short-term, self-liquidating business lines of dtgohnkers have opted

for making real-estate loans.

"Before the institutions of modern support and siljos— the Fed, the FDIC, the too-big-to-fail dootj etc. —
banks had to look after their own liquidity,” Jan@sant said recently in a speech to the Cato listit'Operating
under the constructive fear of a run, a moderaialglent banker held a comfortable cushion of casklation to
his deposit liabilities, 25% and up."

Total household debt peaked in 2008 at $13.8dni/livith $10.5 trillion of that being mortgage debhd as Sean
Corriganexplained "Houses are nonproductive assets, financed wgpteat deal of leverage.” And while
homeowners reap the services provided by homedystoxer time, houses "deliver a large dollop of
uncompensated purchasing power up front to theldéns or to those cashing out of the market," mgkiousing
"the ultimate engines of created credit on the upgwand ... among the more dangerous deflators @mvtdy
down."

In the last decade, the US system of fractionamasbanking has created what Frank Shossdk "empty
money," which masquerades as genuine money whiaetifinothing has been saved."” This explosion ofheyo
was created through the banking system, as consugpeged themselves on nonproductive assets liksdso
autos, and big-screen TVs. These purchases gaviugtien of economic growth and good times, buteality
weakened the process of wealth formation; instddulidding capital, this system wasted it.

Meanwhile, businesses that create wealth-prodyoimghave stagnated while capital flowed towardcafsion.
The workforce was induced into working for entespd that represent malinvestment: home and comaherci
construction, as well as other real-estate-relgties, and businesses dependent on consumer consampt

Unfortunately, the federal and state governmentstzmtly enact

legislation that makes the employment of workersaramstly and in turn makes business expansiorerisRo
wealth-producing businesses, like metal fabricatiod the like, have every incentive not to borroaney from a
bank to expand their operations and not to wantera wider thicket obnerous employment rules by hiring m
workers. Instead, the entrepreneur puts energyoiotaining a low-interest mortgage and buying aHugse, or
dabbling in rec-estate development and speculation. Besides, ulghia current meltdown the entrepreneur cc
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obtain a real-estate loan much easier than a ksssinan.

destruction of capital and wealth. Policies likash for clunkers"; tax
credits for home buyers; the bailing out of the ks, Fannie,
Freddie, and the auto companies; and keeping Bitemtes near zero
only serve to promote speculation and consumerwopson. Instead,
Washington should be lowering taxes and the cddtgiog
employees, especially in industries that produgitakband wealth.

Those in Washington are doing all they can to prentiee continued b \
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