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Abstract supplied by Wiley Publishing: The financial crisis of 2008—-2009 has antecedents in earlier
crises, including the Great Depression. In order to understand how the current crisis arose, we must
review the most fundamental principles of banking. Doing that, we find that the main service performed by
banks is the creation of liquidity, a collective good that can be destroyed by the behavior of individual
financial institutions. The key element in creating liquidity is the monetization of various types of collateral.
When collateral takes the form of land or capital that turns over slowly, banks lose liquidity. That is why
major banking crises have frequently been associated with real estate lending. The best way to restore
health to the financial system is by restoring the principles of the “real bills” doctrine that requires loans to
be self-liquidating.
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