Can Monetary Reset Restore Financial System Vibrancy?
Disagreement among participants is a defining characteristic and indeed a prerequisite to
the efficient functioning of financial markets. However, even some veterans acknowledge
that the global financial industry may be in unchartered territory over the last few years.
An unprecedented rise in financial assets1 has depressed financial return and a monetary
reset may be the only solution.
I will argue that:
1. An accelerated rise in financial assets has created a high bar for economic growth
to produce meaningful financial returns. The stock of financial assets has grown to
a point of diminishing returns. For example, it now takes an increase of more than
a $1 in total credit market debt to obtain $1 growth in GDP (See the section QE
Trap). The law of demand /supply dictates that when there is too much money
chasing relatively limited opportunity for financial return, the price of money will
fall.
2. The vibrancy of the financial system can be restored through a Monetary Reset.
Such a solution is not as unorthodox as some may think and will not be nearly as
calamitous as some may fear.
3. US is favorably positioned to lead a monetary reset. US Dollar denominated
securities owned by non-US domiciled persons and entities has grown over 300%
since 2007 to $6.7T. A monetary reset works to the advantage of the borrower.
I will make the above case by enunciating the recent history of interest rates and
debunking the following myths:
1.
2.
3.
4.
5.

Any major global sell-off is bound to recreate a dollar shortage analogous to 2008.
Negative Swap rates are a sign of balance sheet stress.
Negative Interest rates are here to stay.
US printed money faster than ever AFTER the financial crisis.
US Corporates have money lying abroad which, if they bring home, will create an
economic boom in the US.
6. A massive debt restructuring by the governments or Monetary Reset will be
calamitous.

1

Financial claims is used in the document to include financial assets such as securities, cross-border assets and claims
associated with derivative contracts.
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Introduction

In the following sections I will:
• Trace the path of zero interest rate policies or ZIRP originating from Japan,
spreading to Europe, and eventually arriving to the US.
• Explain the notions of a QE Trap and a Monetary Reset.
• Debunk certain myths.

Recent History of Interest Rates
“The farther back you look, the farther forward you can see” - Winston Churchill
For the purposes of this paper, it will be sufficient to draw lessons from the recent history
of interest rates2.
Japanese ZIRP
Japan was the original export champion in Asia and ran consistent trade surpluses starting
in the early 1980s right up the Global Financial Crisis of 2008 hereafter referred to as
GFC. The exchange rate value of the dollar versus the yen declined by 51% from 1985 to
1987. The recessionary effects of the strengthened yen in Japan's export-dependent
economy created an incentive for the expansionary monetary policies that led to
the Japanese asset price bubble of the late 1980s. The Louvre Accord was signed in 1987
to halt the continuing decline of the U.S. dollar. Zero interest rate policy or ZIRP was
first used in the 1990s after the collapse of the Japanese asset price bubble.
The consumer price index, which is often used as a proxy measure for inflation rates,
declined from 2 percent in 1992 to 0 percent by 1995, and interest rates fell drastically,
approaching 0 percent that same year.
The dollar that the Japanese firms received in exchange for their exports created a capital
surplus for Japan as a country. Japanese domestic economy is not a high growth
economy due to structural reasons such as lack of population growth. This combined
with a much stronger yen dictated that the Japanese had to look abroad for growth. Japan
continues to be an exporter of capital to the present date and this is evidenced by the
2'

A History of Interest Rates’ by Sidney Homer provides an account of interest rates during the past four millennia.
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characteristic surge in yen strength everytime the Japanese repatriate their capital back
home in response to a crisis abroad. It is worth noting that the Japanese economy swung
back to a trade surplus recently after several years of flat trade balance further enhancing
their capital account.
The BoJ intervened several times in the past few decades to stem the tide of a
strengthening Yen. Additionally, the Japanese Government Bonds (JGBs) offered to
fund huge budget deficits always found a bid from the BoJ due to a combination of
surplus capital created through the export machine and a constantly strengthening yen.
The above factors led to a rise in financial assets that outstripped the domestic
economy’s ability to provide a high return on capital. Eventually the interest rates hit
the zero bound and have been trapped there ever since.
Authors such as Richard Koo have described the Japanese 'lost decades(s)' very well
through metaphors such as ‘Balance Sheet Recession’.
Since Japan is a net exporter of capital, a rise in financial assets denominated in Japanese
yen means that the Japanese people owe a lot of money to other Japanese people. Such
an event is currency neutral in Real Effective Exchange Rate (REER) terms as long as
there is no loss of productivity in the economy. I expect the Japanese yen to continue to
be the ultimate safe haven for Japanese investors in the forseeable future. For more
information on REER see attachment.
European ZIRP
On March 16, 2016, the European Central Bank surprised financial markets by cutting
interest rates in the eurozone to zero, expanding its money printing program and reducing
a key deposit rate further into negative territory as it seeks to revive the economy and
fend off deflation.
In Europe, ZIRP may have come almost a decade earlier had the European banks not
built sizeable cross border claims on non-bank entities – such as structured finance
products during the pre GFC years. European banks’ foreign asset in all currencies
topped $30T in early 2008. In retrospect it is obvious that the European banks could not
find growth domestically and hence leveraged US dollars to invest in US sub prime
assets prior to the GFC. This was the great round tripping that was responsible for
money market funds “breaking the buck”, an acute dollar shortage and possibly
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utimately the revelation of the weak sovereign balance of the PIIGS (Portugal, Italy,
Ireland, Greece and Spain) and the ensuing European Sovereign Crisis.
First of all it is important to understand what created the dollar shortage in 2008. (See
Myth 1: Any major global selloff will recreate a dollar shortage analogous to 2008)
Global banking activity had grown remarkably between 2000 and mid-2007. As banks’
balance sheets expanded, so did their appetite for foreign currency assets, notably US
dollar-denominated claims on non-bank entities, reflecting, in part, the rapid pace of
financial innovation during this period.
European banks, in particular, experienced the most pronounced growth in foreign claims
relative to underlying measures of economic activity. After 2000, some banking systems
took on increasingly large net on-balance sheet positions in foreign currencies,
particularly in US dollars. While the associated currency exposures were presumably
hedged off-balance sheet, the build-up of large net US dollar positions exposed these
banks to funding risk, or the risk that their funding positions could not be rolled over.
How did global banks finance this expansion, especially their foreign currency
positions?
In principle, a bank can finance foreign currency assets in several ways. It can borrow
foreign currency from the interbank market or from non-bank market participants or
central banks. Alternatively, the bank can use FX swaps to convert liabilities in other
currencies into the desired foreign currency for the purchase of the foreign currency
assets.
Aggregate, European banks’ combined long US dollar positions grew to more than $800
billion by mid-2007, funded by short positions in pounds sterling, euros and Swiss francs.
As banks’ cross-currency funding grew, so did their hedging requirements and FX swap
transactions, which are subject to funding risk when these contracts have to be rolled
over.
According to BIS, the major European banks’ US dollar funding gap reached $1.1–1.3
trillion by mid-2007. Until the onset of the crisis, European banks had met this need by
tapping the interbank market ($400 billion) and by borrowing from central banks ($380
billion), and used FX swaps ($800 billion) to convert (primarily) domestic currency
funding into dollars. European banks had also tapped in wholesale funding from US
prime money market funds.
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Money flowed into money market funds in 2007–08 in search of a safe haven. But these
funds were ill-designed to serve as such in times of extreme market strains, given a
business model of not “breaking the buck” while competing on yield. Non-US banks’
funding benefited from these inflows initially but subsequently suffered when losses on
Lehman securities set off a run. Global interbank and foreign exchange markets felt the
strain. Policies succeeded in stopping the run, thereby stabilizing money market funds’
assets and their holdings of non-US banks’ paper. Policies also more than replaced the
funding to non-US banks previously provided by money market funds.
Market conditions made it difficult for banks to respond to these funding pressures by
reducing their US dollar assets. While European banks held a sizeable share of their net
US dollar investments as (liquid) US government securities, other claims on non-bank
entities – such as structured finance products – were harder to sell into illiquid markets
without realizing large losses. Other factors also hampered deleveraging of US dollar
assets: prearranged credit commitments were drawn, and banks brought off-balance sheet
vehicles back onto their balance sheets.
As European banks relied more on the foreign exchange swap market to obtain dollars
against European currencies, they did not meet US banks with a complementary need for
European currencies. Under these circumstances, this asymmetry led to skewed foreign
exchange swap prices that hiked the cost of raising dollars well above an already elevated
Libor dollar rate.
Ultimately, in a coordinated policy response, central banks put in place measures to
provide US dollars to banks outside the United States. The Federal Reserve’s reciprocal
currency arrangements (swap lines) with other, notably European central banks enabled
the latter to channel US dollars to banks in their respective jurisdictions.
An understanding of the eurodollar markets is important because later I argue that the
situation is quite different presently, especially with respect to cross border lending of
dollar denominated assets. Also the eurdollar market is the most direct conduit for the
transmission of dollar policy rates into global funding markets.
In other words, even before the GFC, the European financial assets had probably
already expanded beyond the intrinsic capacity of the European economy to provide a
high return. The recognition of this fact was delayed due to the rise of global cross
border claims that provided the illusion of high returns.
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For those who are not familiar with the Eurodollar markets, I have included a brief insert
explaining the functioning of off-shore markets in Appendix A.
Myth 1: Any major global sell-off is bound to create a dollar shortage analogous to 2008
The dollar funding situation is quite different presently for the following reasons:
1. European banks are no longer invested in US structured products but, on the contrary,
currently hold approx. 1T dollar in Federal Funds Reserves. The rapid rise in Net dues
to foreign offices of primarily US subsidiaries of foreign banks is illustrative of this
position (See Figure). This disproportionate position is motivated by an FDIC regulatory
arbitrage (explained later).
2. All major central banks are on red alert and have gained sufficient experience in their
role as lenders of last resort through programs such as LSAP, LTRO and central bank
swap lines.
3. A large part of the cross border dollar funding is now done through the capital markets
(bond issuance) and hence unaffected by the banks' capacity to refinance a duration
mismatch between their assets and liabilities.
4. The US Money Markets industry is quite constrained since the GFC and has not been
used for cross-border lending. Hence the global banking system is less susceptible to a
duration mismatch between assets and liabilities that occurred in 2008.
Net Dues to Foreign Offices

FDIC regulatory Arbitrage
Non-US banks’ affiliates in the United States took on about half of the claims on the Federal
Reserve that it created to pay for its large-scale bond purchases. They did so largely through
uninsured branches unaffected by a new Federal Deposit Insurance Corporation charge on
Authored by Lalit Narayan: Strictly for Internal Circulation

Page 6 of 46

wholesale funding payable by US-chartered banks. These branches funded the reserves by
drawing from their affiliates abroad. Thus, counter intuitively, large-scale bond buying by the
Fed drew dollar funding into the United States from the Eurodollar market. On a consolidated
basis, non-US banks raised dollars by swapping other currencies and increasing dollar
liabilities, even as they increased dollar claims outside the United States. In sum, seemingly
small national regulatory differences led international banks to make big adjustments in their
balance sheets. Looking forward, a large shift of the Fed’s liabilities from banks’ reserves to
reverse repos with non-banks could again induce changes in the global dollar flow of funds.
Up to December 2013, the Federal Reserve created $2.2 trillion in bank reserves to fund $4
trillion of US Treasury and mortgage bonds. With short-term interest rates near zero, these
asset purchases aimed to provide additional monetary ease through lower bond yields. From
this monetary policy perspective, it does not really matter which banks hold the Fed’s liabilities.
Yet from a regulatory perspective it does matter. Non-US banks’ branches hold a
disproportionate share of those reserves as a result of seemingly small regulatory differences.
These have induced massive changes in internationally active banks’ balance sheets. This is a
point of more than historical interest in a world in which jurisdictions can choose to calibrate
regulations differently.
Non-US banks operate in the United States in the legal form of subsidiaries and branches.
One key difference for the distribution of claims on the Fed is that non-US banks’ branches
and agencies in the United States operate without FDIC (deposit) insurance. This did not make
much of a competitive difference before the crisis of 2007–9, when payments to the FDIC were
effectively zero for most US-chartered banks. The Dodd-Frank legislation set a goal of a larger
FDIC fund, requiring all insured banks to contribute, and as of April 2011 widened the
assessment base from an insured bank’s deposits to its total assets less equity, thereby
imposing a charge on short-term wholesale funding. As of then, uninsured branches of non-US
banks found themselves at a competitive advantage in raising wholesale funding.
The wider FDIC charge added 2.5 to 45 basis points to the costs of large and complex US
chartered banks’ short-term wholesale funding.
Bank lending to non-US borrowers vs dollar bonds issued by non-US issuers
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American ZIRP
The Fed cut rates to 0-0.25 % on December 16, 2008 almost 18 months after the policy
rates peaked at 5.25% on June 29, 2006. With the benefit of hindsight, I will argue that
the 5.25% policy rate was not reflective of the true economic growth at that time because
of the following reasons:
1. Bank balance sheet and total credit market debt had grown at an unprecedented
rate in the preceding years (See Graph Commercial bank Credit), growth that had
resulted in a massive misallocation of capital, i.e., reckless lending to home buyers
without income support, or, in the parlance of the banker, lending against collateral
of questionable quality. (See Myth 2: Negative swap rates are a sign of balance
sheet stress)
2. US trade deficits had surged, creating a huge supply of investable dollars in the
hands of non US domiciled investors. It is important to note here that a trade
deficit creates a demand for US dollar denominated assets since it represents an
income to non-US domiciled suppliers who are more likely to invest in US dollar
denominated assets than consume good as services in the US. Hence perennial
trade deficits against China have not only imported deflation through cheap labor
but also created a bid on what the Chinese perceive as safe US dollar denominated
assets. This is a side effect of the fact that the US dollar is a reserve currency and
hence accepted as legal tender against US imports.
ZIRP was pioneered in Japan has now has arrived to the United States. Moreover,
ZIRP contained within Japan was a Japanese problem, but an extended ZIRP regime
in the US could be a problem for the world. (See Myth 3: Negative Interest rates are
here to stay)
Myth 2: Negative Swap rates are a sign of balance sheet stress
Swap spreads have undergone a sea-change since the start of the financial crisis. Before July
2007, government bond yields were lower than same-maturity swap rates across the yield
curve and across currencies. But since the GFC, long-maturity government bonds have
cheapened so that they now yield more than swaps, though short-maturity bond yields remain
lower than swap rates. Under the current view that financial markets have normalized, the
negative swap spread is viewed as an embarrassment because it suggests that even a year
after Lehman, simple arbitrage trades are not happening because of a paucity of the balance
sheets required to put on the trades.
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The fact is that negative swap rates are actually quite a bit more logical than the situation that
existed pre-crisis. This may be a testimony to the fact that the ' new normal’ is in fact more
rational than the pre-crisis normal.
Apples to oranges
Swap spreads – being the spread between government bonds (on-balance sheet) and LIBORindexed swap rates (off-balance sheet) – are an apples-to-oranges comparison because they
combine both on/off balance sheet differentiation and credit differentiation in one trade.
So there is no obvious “natural” or conceptual boundary as to where swap spreads can trade.
Conceptually, there’s nothing wrong with an on-balance sheet government bond yield being
higher than an off-balance sheet interbank-indexed swap rate of the same maturity – as long
as the cost of rent of balance sheet is high enough. Or to put it in terms of swap spreads, there
is nothing conceptually wrong with government yields trading higher than same-maturity swap
rates – as long as the cost of rent of balance sheet is high enough. It’s hard to explain the
unprecedented cheapening of long-maturity bonds vs. swaps except by thinking about it in
terms of a rise in the cost of renting balance sheet. The argument goes like this.
Government curve vs. swap curve
Think of the swap curve as expressing market expectations of the future path of money-market
rates. The fact that swap spreads were pretty uniform across all maturities prior to July 2007
shows that before that date investors would rent balance sheet to governments for any term at
pretty much the same margin relative to the expected future path of money-market rates (e.g.,
the US government could borrow for either 2 or 30 years at about 50bp below the swap rate).
In retrospect, this seems bizarre - who would think that investors would charge no more
relative to the expected path of money rates for surrendering cash for 30 years rather than for
24 months?
Looked at in these terms, today’s pricing makes more sense than the “credit boom” pricing.
Today, what the market charges for rent of balance sheet relative to the expected path of
interest rates increases as the term of the bond increases. So governments now pay more vs.
swaps to borrow for 30 years rather than two – which seems more reasonable than during the
previous regime.

Government yield vs. swap rate
So far I have explained why the government bond yield curve should be steeper than the swap
curve, but have not addressed the question of whether bond yields generally should trade
above or below swap rates.
There is an argument that government yields should trade below same-maturity swap rates
because interest rate swaps represent bank credit, not government credit, because they are
indexed to interbank rates (LIBOR). But there’s an error buried in this argument: it mistakes the
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apples-and-oranges nature of swap spreads for an apples-and apples comparison, and so
arrives at the wrong conclusion. Here’s what I mean:
Apples to apples
In the on-balance sheet world, it makes sense to compare government bond yields to samematurity bonds issued by banks. And there’s no anomaly: government bond yields are
(significantly) below bank bond yields. Likewise, looking at off-balance sheet rates, swap rates
indexed to the overnight index swap (OIS) – which is fully collateralized with cash or
government bonds and is therefore not interbank risk but effectively government risk – are
significantly lower than same-maturity swap rates indexed to LIBOR.
Myth 3: Negative Interest rates are here to stay
The basic paradox in the NIRP policy lies in the fact that the commercial banks are penalized
for holding execess reserves and yet have no control over draining the total amount of excess
reserves in the banking system. They can merely transfer the reserves between each other.
Only the central bank can drain excess reserves either by selling assets that lie on their
balance sheet or by implementing the equivalent of a Reverse repo program. Negative rates
are the financial equivalent of a violation of the Fifth Amendment rights of commercial banks by
the central bank.
Also it is imporatnt to note that since the required reserve ratios are typically quite low, it is not
practial for commercial banks to spur lending in a size that will significantly absorb excess
reserves. This is especially true in an economy that suffers from low rates of return.
NIRP has in fact already failed, albeit silently. Here is why:
Most countries that have implemented NIRP have done so in a tiered fashion to mitigate
pentalty to commercial banks. Please note in the table below that no more that 3.5% of total
asset size is subject to negative rates in countries that have implemented negative rates:
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Negative rates in the US is a especially ill-formed idea for the following reasons:
1. None of the countries adopting negative rates that are listed (Sweden, Eurozone,
Denmark, Switzerland) have significant external liabilities.
2. The US has a relative large money market mutual fund industry (about 3.5T). These
institutions may not be able to resist passing on negative rates to their customers (and
thereby no longer be competitive with banks or currency) or else may be forced to
“break the buck.” In either case, money funds may be forced to close. The concern,
from the Fed’s perspective, is not for the money funds, or even for their customers, but
rather for private issuers of short-term instruments who may no longer find ready buyers
of their securities. Note that this is a transitional issue and may be partly overcome by
phasing in negative rates slowly.
3. Compared to most other countries that have enacted NIRP, the US banking system is
somewhat smaller, the central bank balance sheet is large, and the fraction of that
balance sheet funded by reserves is somewhat greater. All of this implies that the threat
to the health of depository institutions would be greater here unless there were some
form of tiering of negative deposit rates. To put this in context, if the negative deposit
rate were to apply to 2.5% of the US banking system assets (as is the international
average) that would translate into less than $400 billion of reserves. By comparison,
reserve balances currently held in the US banking system amount to about $2.5 trillion,
so to be comparable to the foreign experience over 80% of reserves would need to be
exempt from the negative deposit rate.
It is interesting to note that on March 10, 2016 the ECB press release titled “ECB announces
new series of targeted longer-term refinancing operations (TLTRO II)” addressed this issue
quite creatively in the fourth bullet point:
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•

Counterparties exceeding the lending benchmark will borrow at a rate that can be as low
as the rate on the deposit facility at the time of allotment.

https://www.ecb.europa.eu/press/pr/date/2016/html/pr160310_1.en.html
This measure essentially created a monetary conduit for transfer of saving from Germany to
PIIGS, incentivizing borrowers in the PIIGS region and penalizing savers in surplus countries
like Germany and Netherlands. I thought this was a creative way to resolve the paradox of
‘violation of Fifth Amendment’.
The moral hazard aspect of this policy move is however a topic rife with critique.

Rapid rise in financial assets is the least common denominator
The law of demand /supply dictates that when there is too money chasing too little
opportunity for financial return, the price of money will fall. As the base of financial
assets has grown rapidly, a large absolute return is required to produce even a modest
percent return. That increases the onus on economic activity based measures such as
GDP, that are a function of producivity and population, to provide commensurate
absolute growth. The stock of financial assets has grown to a point of diminishing
returns. Fo example, it takes more that a $1 increase in Total Credit Market Debt to
obtain a $1 growth in GDP (See the QE Trap).
Japan, Europe and the US have shown a common pattern. We notice in all the 3 cases
discussed, rapid growth in total credit market debt (the new surrogate for money supply
in a credit card economy) has presaged an era of ZIRP policies.

Growth in dollar denominated financial assets
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Japan, Europe and the US have shown a common pattern. We notice in all the 3 cases
discussed, rapid growth in total credit market debt (the new surrogate for money supply
in a credit card economy) has presaged an era of ZIRP policies.
In the case of Japan, it meant that Japan became a supplier of capital to the world with the
characteristic yen strengthening during bouts of risk aversion.
In the case of Europe, since the Eurozone as a whole is roughly neutral in terms of trade
deficits, European banks decided to hunt for yield abroad by leveraging on US dollars
and investing in US subprime and other assets prior to the GFC. As I indicated earlier, if
aligned with intrinsic growth in Europe, the interest rates would have been Zero in
Europe even prior to the GFC. The European banks’ hunt for yield abroad is analogous
to buying the market at a high on a leveraged account and liquidated on a margin call.
Unfortunately it is hard to implement a margin call amongst Sovereigns in modern times
and hence the Fed took extraordinary measures by implementing massive swap lines to
alleviate the dollar shortage in 2008. But, as I mentioned earlier, it wiped out enough
bank equity in Europe to expose the subsequent sovereign crisis.
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In case of the US, the situation is quite different. The US is actually a net importer of
capital, albeit denominated in the USD. The US has responded by aggressive central bank
action. The central bank almost entirely supplanted commercial banks to provide bank
credit growth (See Graphs Commercial Bank Credit and Federal Reserve Bank Credit).
The bank credit generated was invested in MBS and Treasury securities.
It is important to note that Total Bank Credit (defined as Bank Credit from Commercial
Banks + the currency and excess reserves from the Central Bank) continued to grow
uninterrupted through the crisis as a result of the Swap lines and subsequent QE program
implemented by the Fed. (See Myth 4: US printed money faster than ever after the
financial crisis)
Myth 4: US printed money faster than ever AFTER the financial crisis.
The fact is that the Federal Reserve simply stepped in to fill the gap in bank lending during the
crisis as lender of last resort. The pace of bank credit growth did not halt in the aftermath of
the crisis. Hence US commercial banks were already printing money at a brisk pace (and
perhaps unsustainable pace) before the crisis. The one important difference between the
Fed and US Commercial Banks is that the Fed is not subject to capital adequacy
requirement.
Commercial Bank Credit
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Federal Reserve Bank Credit

The QE Trap
An extended ZIRP regime in the US could be a problem for global investors
US is a net importer of sizable capital and the rate of import has grown rapidly since
2008. US is also a net exporter of financial securities, essentially promissory notes. This
had led to a rapid rise in cross border Financial assets /Liabilities.
The capital imported by the US is denominated in a currency the US has the privilege to
print. In some sense, the imported capital is a mere mirror image of the fact that the US
runs trade deficits and pays for it in the USD. More precisely, the imported capital shows
up as a financial asset for non-US domiclied persons or entities, and a financial liability
for the US.
US Trade Deficits have shrunk in recent years due to domestic oil production and weaker
domestic consumption, but they continue to be significant. Additionally, the European
Sovereign Crisis and the Latin American crisis due to slacking commodity demand from
China and other reasons has created a demand for US denominated securities.
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Between 2006 and 2016, US has imported an additional 5T in capital. U.S. net
international investment position now stands at approx. $6.7T. This means $6.7T in US
Dollar denominated securities are owned by non US domiciled persons and entities.
(Table 1.1. U.S. Net International Investment Position at the End of the Period) (See Myth
5: US Corporates have money lying abroad, which if they bring home, is likely to create
an economic boom in the US )
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Table 1.1. U.S. Net International Investment Position at the End of the Period
[Millions of dollars]

NOTE: End of quarter positions begin in the fourth quarter of 2005.

Bureau of Economic Analysis
Release Date: March 31, 2016 - Next Release Date: June 30, 2016
Line
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

Type of investment
U.S. net international investment position (line 4 less line 12)
Net international investment position excluding financial derivatives (line 5 less line 13)
Financial derivatives other than reserves, net (line 6 less line 14)
U.S. assets
Assets excluding financial derivatives (sum of lines 7, 8, 10, and 11)
Financial derivatives other than reserves, gross positive fair value (line 9)
By functional category:
Direct investment at market value
Portfolio investment
Financial derivatives other than reserves, gross positive fair value
Other investment
Reserve assets
U.S. liabilities
Liabilities excluding financial derivatives (sum of lines 15, 16, and 18)
Financial derivatives other than reserves, gross negative fair value (line 17)
By functional category:
Direct investment at market value
Portfolio investment
Financial derivatives other than reserves, gross negative fair value
Other investment
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2007
-1279493
-1350965
71472
20704503
18145171
2559332

2015
-7356784
-7413886
57102
23208278
20810630
2397648

5857923
7262045
2559332
4747993
277211
21983996
19496136
2487860

6907897
9534447
2397648
3984685
383601
30565062
28224516
2340546

4134239
10326974
2487860
5034923

6513079
16666192
2340546
5045245
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US imports capital by issuing government securities, excess reserves and other
credit market instruments.
A prolonged ZIRP regime in the US may work to the disadvantage of the foreign
holders of US dollar denominated assets, especially if the dollar were to weaken in
REER terms due to domestic factors such as inflation. Using nominal exchange
rates can be quite misleading in the context of economic analysis. For those not
familiar with REER I have included an insert on this topic.
To get an assessment of how fast these numbers have grown and how large
numbers could be masking large problems, I will share an experience. While
conducting this research I ended up reconciling the numbers for cross border
claims / liabilities for the US between 3 separate reports from 3 different agencies
namely the Bureau of Economic Analysis, Federal Reserve and the U S Treasury.
I found a difference of 396.5 B USD between the estimates of net US Liabilities as
determined by the Fed and the BEA. Upon further investigation with the agencies
I was told that this gap exists due to lack of coordination between these agencies
even though they are both working off the same data set.
US Assets

US Liabilities

Net Liabilities

BEA

19507.6

25592.2

6084.6

FoF

17304.5

22992.6

5688.1

Difference in Net

396.5

Myth 5: US Corporates have money lying abroad, which if they bring home, will
create an economic boom in the US
This myth stems from headlines such as:
US companies’ cash pile hits $1.7tn
Five technology groups including Apple and Microsoft hold $504bn between them
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Apple accounted for more than a tenth of the total cash reserves, holding $216bn, 93
per cent of which is overseas. The top-five list included the addition of Oracle, which
ousted Pfizer after the pharmaceuticals group completed its $17bn takeover of Hospira.
US multinationals have left roughly $1.2tn of their earnings overseas in an effort to skirt
the tax charge of moving profits back to US shores under the country’s complex tax
code.

But that’s not how it worked last time. Congress and the Bush administration offered
companies a similar tax incentive, in 2005, in hopes of spurring domestic hiring and
investment and 800 took advantage.
Though the tax break lured them into bringing $312 billion back to the United States, 92
percent of that money was returned to shareholders in the form of dividends and stock
buybacks, according to a study by the nonpartisan National Bureau of Economic
Research.
This money comes from overseas operations and in some cases accounting maneuvers
that shift domestic profits to low-tax countries. The study concluded that the program
“did not increase domestic investment, employment or research and development.”
Indeed, 60 percent of the benefits went to just 15 of the largest United States
multinational companies — many of which laid off domestic workers, closed plants and
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shifted even more of their profits and resources abroad in hopes of cashing in on the
next repatriation holiday.
An NBER published paper of 2009 analyzed the impact on firm behavior of the
Homeland Investment Act of 2004. Repatriations did not lead to an increase in
domestic investment, employment or R&D—even for the firms that lobbied for the tax
holiday stating these intentions and for firms that appeared to be financially constrained.
Instead, a $1 increase in repatriations was associated with an increase of almost $1 in
payouts to shareholders. These results suggest that the domestic operations of U.S.
multinationals were not financially constrained and that these firms were reasonably
well-governed. The results have important implications for understanding the impact of
U.S. corporate tax policy on multinational firms.
It may be important to recognize that the repatriation does not work probably because
US corporations are not cash constrained to begin with and hence have little use for
the funds other than buy back their own stock. It is possible that the lowered cost of
capital may have contributed to the ensuing reckless behavior in the banking sector that
resulted in the GFC.
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The Fed Score Card
First the good news:
US Non- Financial Corporations are big beneficiaries of Quantitative Easing

Quantitative Easing has allowed US financial companies to recapitalize
The aggregate market value of Financial Equities has grown by 158% from pre
crisis level. Considering the fact that the GFC was essentially a banking crisis, the
Fed has done a great job recapitalizing the banking system. The Fed has
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succeeeded in recapitalizating the banks through a combination of the following
factor:
1. Paying an interest on excess reserves
2. Keeping rates low to minimize the cost of bank debt
3. Promoting a conducive environment for equity funding
Corporate Equities
Financial
Non-Financial
Corporate Debt
Financial
Non-Financial
Total Credit Market Debt
GDP

2007
$4,601
$12,088

2016
$7,286
$21,727

Return
158%
180%

$17,276
$10,560
$33,154
$15

$15,247
$12,778
$45,157
$18

137%
121%
154%
122%

A flat yield curve, however, has hurt bank earnings. This may be an uninntended
consequence of the Fed’s LSAP (Large Scale Asset Program) program.
According to popular estimates Total Credit Market Debt (which is now an
accepted surrogate for money supply) grew from $33 T to $45 T between 2007
and 2016.
Probaby the most concerning aspect of the above table is the fact that it now
takes more that $1 increase in TCMD to obtain a $1 growth in GDP.
And now the not so good news:
Some scholars argue that Fed has used the 'wealth effect' i.e., higher asset prices,
to repair the economy during successive boom/bust cycles. Now that Fed is
attempting to get off the zero bound, I will try to quantify the hurdles they may
face. I will disaggregate the effect of higher rates on fixed rate debt and floating
rate debt (low duration) to estimate the impact on financial assets and economy.
Fixed rate debt
Below is a chart from Goldman, representing the total capital market debt
outstanding. The total face value of all US bonds, including Treasuries, Federal
agency debt, mortgages, corporates, municipals and ABS:
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The total face value of all US bonds, including Treasuries, Federal agency debt,
mortgages, corporates, municipals and ABS, is $40 trillion (Securities Industry and
Financial Markets Association). The Barclays US aggregate is a smaller number,
$17 trillion, as the index excludes some categories of debt, such as money markets,
with low duration. To end up with a more palatable number, Goldman uses the
Barclays measure of debt outstanding, although it admits this may lead to an
understatement of the total loss potential. Using either measure, total debt
outstanding has grown by over 60% in real Dollars since 2000.
Combining a duration estimate of 5.6 years with a total notional exposure of $17
trillion, and current Dollar price of bonds of $105.6, indicates that, to first order, a
100bp shock to interest rates would translate into a $1trillion market value
loss. That is using the more conservative estimate of the bond market. Using the
broader bond market sizing of $40 trillion, the market value loss estimate would be
$2.4 trillion.
The reverse ‘Wealth Effect’emanating from such a capital loss may well turn
a low growth economy into a recession.
Floating rate debt
Since 2008, personal income has grown < 50% while Rental income of persons has
grown in excess of 150%. See my email titled ‘Inflation Quantified’ dated
September 27, 2015 for details. A major driver for growth in rental income is
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higher mortgage interest savings. This disproportionate contribution rooted in
mortage interest saving will have the opposite effect on personal income if interest
rates were to rise, to the extent that the cost of debt is either directly indexed to
policy rates or the debt is due for refinancing.
Additionally, Libor (which is highly correlated to Fed policy rates) is used as a
reference rate for borrowing and lending around the world. It is the most widely
used benchmark for short-term rates and is used in the U.S., Canada, Switzerland
and London. About $10 trillion in loans, including mortgages, student loans and
credit cards, are tied to the Libor.
Floating rate debt will reduce the income component of GDP, and to the extent that
policy rates do not translate into a steeper yield curve for financial intermediary
profitability purposes, this will reduce the total GDP.
Many borrowers have taken advantage of historically low interest rates and
increased the duration of their debt. ARMS as a percentage of total mortgage debt
has fallen to 10% presently from a high of approx. 30% in 2007. Corporations
have also extended the duration of their debt.

For example, the ARM share of the total RMBS outstanding has fluctuated
substantially over time, reaching highs of 60 to 70 percent in 1994 but falling
significantly in recent years. Indeed, the ARM share is now near a record low, with
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ARMs making up less than 10% of recent residential mortgage originations (Chart
1).
While the size of floating rate debt has reduced during the present, prolonged
period of low interest rates, it is still a significant absolute number as estimated in
the following table:
Type
Size (in $trillions)
Whole Loans/Non Agency MBS
4.5
Consumer Loans ,HELOC
3.5
Commercial and Industrial
2
Leveraged Loans
1
ARMs
1
New Home Loans (re)financing*
1
* based on NAHB estimates of 13 Yr. average home turnover

Total floating rate debt in the US may be approximately $13T by my own
estimates stated above. Hence a 100 bps rise in policy rates will cause a $130B
loss in personal income. That is approx 0.75% of the current GDP. In a slow
growth environment, the GDP may be far more sensitive to a rise in interest
rates.
Wages down and Corporate Profits up
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Interestingly, labor’s share of GDP only rose in the brief periods when labor was in
strong demand:
1. in the late 1960s “guns and butter” era of Vietnam era military spending and
new social-welfare programs
2. in the dot-com era, when building out the Internet created tens of thousands of
high-paying jobs
3. in the housing booms of the late 1970s, the late 1980s and the subprime bubble
of 2006-2008
In each of these housing-booms, the spike up was muted and short-lived. Will the
pendulum swing back in favor of labor in the United States? The following may
provide the necessary impetus:
1. The political climate with a decided skepticism towards global trade
2. A significant appreciation of the Chinese currency and a move from Chinese
Authorities to deleverage and focus on domestic consumption.

US Corporates have geared up quite aggressively
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Historically, when the Fed has raised rates the negative impact this has on
corporates and the economy at large can be offset by corporates gearing up to
invest and grow. This will simply not be possible in this cycle because the Fed is
moving so late that this gearing up has already happened. This is shown clearly in
Figure above. This heightens the risk that the Fed, if their hand is forced to rapidly
raise rates in 2016-17 by further sharp falls in the unemployment rate, will almost
immediately then trigger a ‘recession’ scare, years before this would be the case in
a normal tightening cycle.

High levels of indebtedness are far more than mere averages
suggest
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Monetary Reset
I will define a monetary reset as a process of resetting the ratio of income levels
relative to financial assets. I explore the following alternatives available to achieve
a monetary reset in order of diminishing chance of success (in my estimate):
1. Coordinated Reset
2. Dollar Devaluation
3. Revert to Gold Standard
Coordinated Reset
How about a massive debt restructuring program at the sovereign level to alleviate
the system of the excessive debt overhang and allow future investors a decent
return on capital? The problem, of course is the cost incurred by existing investors!
To every liability, there is a corresponding asset.
To make matters more complex, cross-border holding of assets has increased
rapidly as a result of globalization.
Due to these realities, such an agreement will necessarily have to be fashioned as
an agreement between major nations. The US is more likely to initiate such a
proposal than other advanced economies. Japan is a net exporter of capital and
Europe is neutral. US is a reserve currency and a net importer of capital. ‘Inflating
debt away’ is always advantageous to the borrower. Foreign investors, after all,
are not a part of the US electorate. (See Myth 6: A Monetary Reset will be
calamitous)
A complete analysis of the potential options for such a monetary reset will
necessarily require an understanding of the motivations of the major economic
powers including US, Europe, Japan and China. It may also require an
understanding of the nascent off-shore renminbi market, SDRs, other nondeliverable forward markets in Asia and a deep investigation of the current
collateral markets. These topics are subject matter for another discussion and
hence I may focus on these topics in my next write up.
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Myth 6: A Monetary Reset will be calamitous
The history of money is rife with monetary resets. The most recent monetary resent
happened in 1971. The U.S. dollar attained its status as the leading player in the 20th
century, assuming it from the British pound that dominated in the 19th century, and
consolidating it after World War II with the establishment of Bretton Woods. When this
exchange rate system fell apart with Nixon’s 1971 decision to abandon gold, one might
have expected the US dollar to lose its preeminence. That it instead gained influence
can be explained by observing that everything is relative in international finance.
Though the U.S. government effectively devalued its currency with respect to gold, what
mattered for the dollar henceforth was how it stood compared to other fiat currencies in
the eyes of investors, businesses, central banks, and governments. On this score, the
greenback has consistently trounced the rest of the field. This is owing to the extent and
depth of America’s financial markets, which offer a multitude of highly liquid alternatives
to deploy any funds set aside for future uses.
The Plaza Accord signed in 1985 and Louvre Accord signed in 1987are more limited
versions of a monetary reset.

Dollar Devaluation
Since the dollar is a reserve currency and a large portion of the cross-border
financial assets / liabilities are denominated in the US dollar, a monetary reset can
also be implemented through a massive devaluation of the US dollar but the
problem there is that the devaluation would have to occur against an alternative
asset that can provide the size and safety of the US dollar capital markets at the
minimum. Global investors have failed to find an alternative so far. I do not think
this is a viable alternative for reasons I discuss in the section titled Dollar
Hegemony in Appendix B.
Gold
What about gold? My main objection is that there is not enough gold in existence
for it to function as a reserve asset. Some argue that the scarcity is hardly an
obstacle, since that can be dealt with by allowing the price of gold to appreciate.
The entire American money supply, as defined by M2, could be backed up by U.S.
current official holdings of gold at a price of approximately $42,000 per ounce.
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But consider this: the total size of the gold backed securities market is currently
under $100B and the total market value of dollar denominated financial assets
exceed $200T.
Instrument
GLD ETF
IAU ETF
SGOL ETF
CFTC Futures
Total('000s)

Type
AUM
AUM
AUM
Notional

Size
$38,026,643
$8,354,745
$1,046,730
$47,400,000
$94,828,118

I will let better minds, who may have thought this through, convince me that it is
practical to revert back to a gold standard; but in the meantime I will err on the side
of George Soros who postulates “Gold is the ultimate bubble”.
Gold may well fit the text book definition of a Giffen Good: a product that people
consume more of as the price rises and vice versa—violating the law of demand.
For those who worry about the volatility of Gold, Gold bugs state that Britain
somehow managed to keep gold at 4.25 pounds per ounce for 93 years up to 1914.
But, viewed in a different light, that same era ushered 2 world wars.
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Conclusion
A rapid rise in financial assets in advanced economies is at the root of the low
financial return regime that investors face today. The rapid rise of financial assets
in facilitated through a suboptimal, yet self-reinforcing reserve currency system
based on the US dollar. The US dollar has functioned extraordinarily as a
transactional medium for global trade. The dollar's extraordinary success as a
transactional currency for global trade has lured global investors to use dollar 'safe'
denominated financial securities and the currency itself as a store of value during
turbulent times. This has facilitated a rapid rise in dollar denominated financial
assets.
The US has served as a consumer of last resort for the global economy for several
decades now. The Fed has exercised its duty of the lender of last resort quite
eloquently in the aftermath of the GFC. Now it may be time for the Fed to lead
global central bankers in an effort to exercise the monetary policy of last resort - a
Monetary Reset. Such an action, if executed correctly, may usher an era of high
financial returns and economic growth.
Implementing an effective Monetary Reset may require a practical understanding
of subjects such as the collateral markets, velocity of collateral, off-shore renminbi
markets, SDRs and other non-deliverable forward markets. These may be topics
for the autumn of 2016.
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Appendix A
Brief overview of the off shore market
From a residency perspective, offshore markets can feature four types of flows:
Pure offshore transactions
In pure offshore markets, non-residents borrow from and lend to each other in the home
currency (in the eurodollar market example in the graph, US dollars)

Pure round-trip transactions
In round-trip transactions, residents deposit home currencywith banks offshore and
residents borrow it back in a loop.

A pure round-trip transaction is the opposite of a pure offshore transaction, i.e. both
sides of the transactions are residents, not non-residents. In this type, the offshore
market serves as a balance sheet through which funds loop from the domestic economy
back to it. (Historically, pure Eurodollar round-tripping would be better portrayed as
linking New York and Caribbean centers, with banks in New York controlling assets.
Round-tripping can also involve important credit intermediation in which a non-US bank
puts its capital at risk. In the 2000s, as we shall see below, European banks attracted
dollar funding from risk-averse US residents in order to finance holdings of ultimately
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risky US asset-backed securities at what seemed to be attractive spreads and liabilities
in their Caribbean branches.)
Pure round-trip transactions can be motivated by regulatory arbitrage. If domestic
deposits attract reserve requirements or incur deposit insurance premiums or pay yields
that are capped by interest rate regulation, then depositors willing to hold a deposit in a
Caribbean or London branch of a familiar bank can avoid such costs or regulations and
receive a higher yield. In some ways, offshore round-tripping of funds responds to the
same regulatory incentives as intermediation by non-bank financial institutions within an
economy. Institutions such as finance companies, often dubbed “shadow banks”,
typically are similarly not subject to reserve requirements, deposit insurance or interest
rate caps.
International lending - outflow
Finally, the off-shore market can be a conduit for net flows in domestic currency
between the domestic economy and abroad.

International lending – inflow
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Size of Eurodollar Market
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Appendix B
Dollar Hegemony
The greenback is still used in an overwhelming majority of transactions in the foreign
exchange market. As of April 2013, its share of all trades stood at 87 percent, far
greater than its closest counterpart, the Euro (Bank of International Settlements, 2014).
When it comes to global trade in goods and services, the U.S. dollar was used to settle
81 percent of all transactions as of October 2013 (SWIFT, 2013). The latest figures for
the first quarter of 2014 show the world’s central banks retaining their confidence in the
greenback as a store of value, holding 61 percent of their foreign exchange reserves in
U.S. dollars, not much different from where that proportion was back in 1996, and still
well ahead of its peers (International Monetary Fund, 2014). Topping it all off is the fact
that investors the world over remain eager to purchase securities denominated in
American dollars, with Treasury bonds a particular favorite despite these carrying
historically low yields.
Some scholars postulate that a confluence of politico-economic trends and seminal
events over the past several decades, including the 2008 financial crisis originating out
of the U.S. housing sector, have cemented the American dollar’s reign over the global
financial system.
A basic fact about the political economy of foreign exchange first. Just as money exists
to facilitate the trade of goods and services amongst individuals and firms, so foreign
exchange exists to smooth that trade when it takes place between parties across
national borders. Clearly, everyone benefits from cross-border trade, for they
would not have otherwise engaged in it.
Politically, however, the imbalances have posed a dilemma because of the adjustment
in the currency that is required. Prior to World War I, when the major currencies were
backed by gold, the adjustment was supposed to be made through a change in the
quantity of money. Countries that imported more than they exported were supposed to
enable outflows of gold, whereas those that exported more than they imported were
enjoined to tolerate inflows. After World War I, the world progressively moved away
from this regime, eventually reaching the point with the breakdown of Bretton Woods in
the early 1970's in which the advanced nations have opted to rely on price as the
adjustment mechanism. This has spawned a gargantuan mart of floating fiat monies,
where currency values can fall for countries with deficits and rise for those running
surpluses, following the script laid out by Milton Friedman for a flexible exchange rate
regime.
As the leading player, the U.S. dollar attained its status in the 20th century, assuming it
from the British pound that dominated in the 19th century, and consolidating it after
World War II with the establishment of Bretton Woods. When this exchange rate system
fell apart with Nixon’s 1971 decision to abandon gold, one might have expected the US
dollar to lose its preeminence. That it instead gained influence can be explained by
observing that everything is relative in international finance. Though the U.S.
government effectively devalued its currency with respect to gold, what mattered for the
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dollar henceforth was how it stood compared to other fiat currencies in the eyes of
investors, businesses, central banks, and governments.
On this score, the greenback has consistently trounced the rest of the field. This is
owing to the extent and depth of America’s financial markets, which offer a multitude of
highly liquid alternatives to deploy any funds set aside for future uses. Some argue this
reflects the superiority of America’s political and legal institutions. For all the hue and
cry about partisanship and gridlock in Washington, the U.S. democratic system, with its
various checks and balances, gives assurance to holders of the country’s debt that a
default is unlikely, whether done explicitly through non-payment or implicitly through
higher inflation. Likewise, property rights and the sanctity of contracts are protected by
America’s courts.
Reinforcing the dominance of the greenback are the policies of developing nations.
There are both insurance and neo-mercantilist motives at work here. Mindful of the
balance of payment crises that befell Mexico, Thailand, and Indonesia among others
during the 1990s, developing nations have taken to bulking up their foreign exchange
reserves. By 2013, the Chinese central bank had amassed $3.8 trillion of foreign
exchange reserves.
The Irony
The country that started the financial crisis is the one whose currency has gained the
most prestige from it. Post GFC, there exists even a wider demand for safe assets.
From pension funds, insurance companies, commercial banks to private investors with
a low risk tolerance, the desire for securities bearing a guaranteed return of principal is
always present in financial markets, making itself felt especially in periods of uncertainty
and turbulence. As such, the demand for safe havens has risen since the recent
financial crisis. At the same time, the economic carnage that ensued in the aftermath of
that crisis has diminished the supply of safe assets. Over the past five years, bonds
issued by numerous governments around the globe once thought to be secure have
come to be seen as risky bets. U.S. Treasury bonds now compete with fewer debt
securities for the title of sure thing, further strengthening the greenback’s position.
Suboptimal international credit and risk-taking channels
Any system that produces this kind of outcome is bound to be subject to grumbling. A
long standing sore point, going back to the French government led by Charles de Gaulle
in the 1960's, is that the dollar has an “exorbitant privilege” by which the Fed can simply
issue currency to finance U.S. trade deficits instead of having to pay for imports with
real goods. Both American consumers and governments can spend lavishly and rack up
big debts because foreigners are willing to hold the country’s dollar denominated bonds.
Developing nations, in turn, protest feeling the brunt of the Fed’s easy money ways. The
added liquidity finds its way into their economies, boosting their currency to a level that
renders their exports uncompetitive, while fomenting a transient boom that abruptly
turns into a bust as soon as the Fed is compelled to tighten and the foreign money
departs to safer locales.
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What makes it all the more damaging is that capital ends up flowing in the wrong
direction from the developing to the developed world. It is the Chinas and Indias of the
world that have a greater need for capital in order to make their workers more
productive; and it is there that holders of capital from places like the U.S. can obtain the
highest return on their investments.
The international credit and risk-taking channels can interact with the well-known ”fear
of floating” channel. For example, following a Fed loosening, if another central bank also
loosens its policy rate or intervenes to prevent its exchange rate from appreciating
because of large capital inflows, the domestic credit channel in the recipient country will
tend to reinforce the international credit channel, leading to potential credit booms. The
role of the exchange rate is ambiguous, as sustained appreciation and deviation from
uncovered interest parity may tend to reinforce the balance sheet effect of increased
asset prices and increased value of collateral in the recipient countries, relaxing further
value-at-risk constraints. Those same mechanisms may work also in reverse and lead
to potential busts.
The users of the prevailing reserve currency system face the Mundellian Trilemma.
The Mundellian Trilemma states that it is not feasible to have at the same time a fixed
exchange rate, full capital mobility and monetary policy independence. Only two of the
three may coexist. The combination of the three policies, Fixed Exchange Rate and
Free Capital Flow and Independent Monetary Policy, is known to cause financial crisis.
The Mexican peso crisis (1994–95), the 1997 Asian financial crisis (1997–98), and
the Argentinean financial collapse (2001–02) are often cited as examples.

Appendix C
Cross Currency Swaps
The current USD cross currency swap levels certainly indicates lack of USD balance
sheet availability driven by regulatory and other pressures. Foreign holders of US
Treasuries are pretty much enjoying NIRP on a hedged basis:
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But this time the dollar shortage is not resulting in dollar strength primarily because of
the following reasons:
1. European banks are not leveraged buyers of US risky assets, like in 2008.
2. EM has leveraged USD using the corporate bond markets rather than the
banking system.
The situation with the Euro currency is interesting in that NIRP in Eurozone has
encouraged the use of Euros as a lending currency for foreign banks (i.e. lending of
euros as a foreign currency) . To be sure, the euro dollar lending is still 4 times the
size of the euro euro lending, but euro euro lending has increased at the back of NIRP.
Interesting fact considering the questions regarding the viability of the eurozone and by
implication the euro currency.

Any additional thoughts welcome.

Appendix D
Bond proxy
Stock investors should take note of just how much the bond bull has infiltrated the stock
market and perhaps take appropriate defensive action ( not necessarily sell stocks,
maybe reallocate?). The chart below overlays the relative performance of a popular
stock index with bond yields. The solid line shows the relative total return performance
of the S&P 500 Dividend Aristocrats Index (relative to the overall S&P 500 Index). This
index measures the performance of the S&P 500 constituents that have followed a
policy of consistently increasing dividends every year for at least 25 consecutive years.
Essentially, this index captures the most high quality bond-like stocks within the S&P
500 Index.
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A reminder of just how silly the current yield structure in the U.S. appears in the
conventional sense:
1.

Currently, the 10-year yield is near an all-time low dating back to 1870!

2.
Today, more people are employed in this country than ever before, the
unemployment
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rate is lower than about 72% of the time since WWII,
3.

nominal GDP is about 25% higher than at the end of the last expansion,

4.

disposable personal income is almost 30% higher,

5.

household net worth is 30% higher,

6.

core consumer price inflation and wage inflation are between 2% and 2.6%,

7.
the annual auto sales rate in the U.S. is near an all-time record, bank lending is
up by 8% in the last year,
8.

corporate profits are almost 15% above peak levels in the last recovery,

9.

the stock market is at an all-time record high

10.

and the current economic recovery is now the third longest on record.

But from the lens of this paper, capacity for higher rates seems very limited.
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Appendix E
This data from a recent Harvard study struck me as revealing and sheds light on the
dimming prospects of small business. This is especially interesting in the context of the
prevalent debate over "Too Big to Fail":

Respondents in the smallest firms, with 1-9 employees, were more negative on every
element of the U.S. business environment. Respondents in the largest companies, with
10,000 or more employees, were more positive on 18 of the 19 elements.
Extreme Monetary policies may have exacerbated this divide and may now be
manifesting as political divide.
Also, from the same Harvard study,
the following chart may provide insight into why there are widespread disagreements
between experts on reported US productivity numbers:
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No prize for guessing if extending the ZIRP/LSAP policies find support at the US
Treasury. Lael Brainard provides a lucid window into the perspective of the US as she
has served as the United States Under Secretary of the Treasury for International
Affairs in the administration of President Barack Obama..

The study is available at:
http://www.hbs.edu/competitiveness/Documents/problems-unsolved-and-a-nationdivided.pdf
To understand the disagreement regarding productivity better I started off with the basic
question: if 1 worker is now able to perform the job of 2 workers but the worker he
displaces goes straight to entitlement and thereby is rendered unproductive, has
productivity of the society increased by 100% as a whole or remained the same?
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I got some help from this chart from a recent study on Global Income Distribution (the
full study is attached but not a prerequisite for this discussion):

The above chart has income percentiles on the x axis.

It may be logical to conclude that the productivity of the world may have increased
based on traditional measures and the benefit is redistributed as income to EM middle
class and welfare checks to ZIRP economies middle class.

The ultimate question maybe whether it is correct to manage US as an empire? If not,
Donald Trump may be right!
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