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Treasury Secretary Nicholas Brady has a problem. It's an election year, the country is in a slump that feels like a depression, and several large banks in New York and California are teetering, perhaps on the brink of failure. Notwithstanding the latest interest rate cut by the Federal Reserve and talk of a "recovery" from the White House, the Cabinet's economic cheerleader must get things moving fast if his boss is to win in November.

"It's time banks came out of hibernation and started lending," Deputy Treasury Secretary John Robson told bankers. "I don't think federal and state agencies charter these institutions simply to take deposits and invest them in U.S. Treasury securities. That is not banking."Mr. Robson, of course, is quite right. But by stating the obvious he highlights Mr. Brady's dilemma; namely, that banks and other institutions

helping to finance the $400 billion federal budget deficit cannot also lend money to private borrowers. To make new loans to Americans for cars and homes, banks must sell the Treasury paper now on their books, and by so doing would force long-term interest rates higher, no matter how low the Fed drags the overnight federal funds rate.

It is well known that even liquid, well-capitalized banks now avoid making new private loans, preferring the safety of holding Uncle Sam's AAA-rated IOUs. Yet Mr. Brady and his troops urge commercial lenders to provide new credit, part of a larger political crusade conducted through speeches and the media against the mysterious gorgon known as the "credit crunch."

Wall Street veteran Brady, for example, proposed to end issuance of 30-year government debt to force home mortgage rates lower, a striking indication of the influence of the "New Economics" in Washington. But business leaders know that even the world's last remaining superpower (and largest debtor nation) cannot long defy the laws of financial physics with such blatant market manipulation.

Most economists say U.S. borrowing, on net, presently consumes virtually all excess private capital in the economy. With capital inflows from overseas down dramatically from the torrential levels of the mid-1980s, foreign money is no longer available to offset federal borrowing. But undeterred by such inconvenient facts, Mr. Brady and other monetary accommodationists grope for the impossible: lower rates on Treasury debt, increased availability of credit for the private sector, and all this with stable prices and low inflation.

In fact, the much-feared "crowding out" of private borrowers by the federal debt is at last materializing after years of warnings from economists, a byproduct of 12 years of political stalemate in Washington. During recent testimony, Fed Chairman Alan Greenspan referred to the "corrosive" effect of the deficit and the "inflationary bias" it creates in the U.S. economy.

Yet, in almost the same breath, the Republican economist admits the central bank is considering increasing Fed purchases of long-term Treasury paper. The central bank uses new money it literally "creates" to buy government debt, expanding its assets - and the money supply. In fact, the "independent" Fed has already expanded its holdings of Treasury paper, and in recent weeks has been seen breaking an old taboo, buying long-dated government debt, apparently in response to Mr. Brady's public demand for lower long interest rates.

But a weak economy is not the only reason the Fed is buying government bonds. The Office of Management and Budget reportedly believes that some of the nation's largest banks are insolvent and likely to fail. The total assets of banks and thrifts on the FDIC's "problem list" jumped 26 percent to $613 billion between Sept. 30, 1991, and Jan. 31, 1992, meaning that at least one money center bank is now on the government's death watch.

Chastened commercial banks invest their liquid funds in government debt, particularly long-dated paper, in order to limit credit risk and soak up an easy, apparently risk-free "spread" between long-term Treasury bond yields and money raised from short-term deposits.

Mr. Brady's pre-election strategy, such as it is, calls for boosting (or at least stabilizing) the economy without actually making any positive changes in the current fiscal policy mix, such as lowering the federal deficit. Manufacturing renewed prosperity is left entirely to the Fed, a dangerous gamble that ignores the true scope of the still-unfolding economic dislocation, particularly in the East and California, and how rising unemployment is likely to affect commercial banks for many months to come.

Mr. Brady thinks he can either merge big failing banks and thrift institutions with other banks, or provide covert assistance to dying institutions to prevent a pre-election crisis - what one federal official privately calls a "managed collapse" of the banking industry. Trouble is, struggling behemoths such as Chemical Bank, Citicorp, Chase, Wells Fargo and other banks cannot raise the billions of dollars more in new capital they need to survive, unless investors believe that both banks and the larger economy they depend upon are on the road to recovery.

While some investors worry about government manipulation to stabilize markets, a more frightening proposition is the notion that there is no plan, or even the personnel with which a secret support effort might be implemented. But President Bush cannot long avoid taking responsibility for what many call a national economic crisis.

The last period of sustained financial instability in the United States, during the Carter administration, resulted in double-digit inflation followed by the speculative boom of the 1980s and the eventual deflation now in process. Given the Fed's expansion of the money supply and purchase of government debt during the past year, inflation will be a growing factor in economic policy deliberations as time goes on. But the monetary policy correction necessary to restrain price increases during even a moderate recovery could exced the harsh tightening seen during the early years of former Fed Chairman Paul Volcker.
