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DISCLAIMER 

The information contained in this report is NOT intended for speculation on any financial market referred to within this 
report. Armstrong Economics, Ltd. makes no such warrantee regarding its opinions or forecasts in reference to the markets 
or economies discussed in this report. Anyone seeking consultation on economic future trends in a personal nature must 
do so under written contract. 

This is neither a solicitation nor an offer to Buy or Sell any cash or derivative (such as futures, options, swaps, etc.) financial 
instrument on any of the described underlying markets. No representation is being made that any financial result will or 
is likely to achieve profits or losses similar to those discussed. The past performance of any trading system or methodology 
discussed here is not necessarily indicative of future results. 

Futures, Options, and Currencies trading all have large potential rewards, but also large potential risk. You must be aware 
of the risks and be willing to accept them in order to invest in these complex markets. Don’t trade with money you can’t 
afford to lose and NEVER trade anything blindly. You must strive to understand the markets and to act upon your 
conviction when well researched.  

Indeed, events can materialize rapidly and thus past performance of any trading system or methodology is not 
necessarily indicative of future results particularly when you understand we are going through an economic evolution 
process and that includes the rise and fall of various governments globally on an economic basis. 

CFTC Rule 4.41 – Any simulated or hypothetical performance results have certain inherent limitations. While prices may 
appear within a given trading range, there is no guarantee that there will be enough liquidity (volume) to ensure that 
such trades could be actually executed. Hypothetical results thus can differ greatly from actual performance records, 
and do not represent actual trading since such trades have not actually been executed, these results may have under- 
or over-compensated for the impact, if any, of certain market factors, such as lack of liquidity. Simulated or hypothetical 
trading programs in general are also subject to the fact that they are designed with the benefit of hindsight and back 
testing. Such representations in theory could be altered by Acts of God or Sovereign Debt Defaults. 

 It should not be assumed that the methods, techniques, or indicators presented in this publication will be profitable or 
that they will not result in losses since this cannot be a full representation of all considerations and the evolution of 
economic and market development. Past results of any individual or trading strategy published are not indicative of 
future returns since all things cannot be considered for discussion purposes. In addition, the indicators, strategies, columns, 
articles and discussions (collectively, the “Information”) are provided for informational and educational purposes only 
and should not be construed as investment advice or a solicitation for money to manage since money management is 
not conducted. Therefore, by no means is this publication to be construed as a solicitation of any order to buy or sell. 
Accordingly, you should not rely solely on the Information in making any investment. Rather, you should use the 
Information only as a starting point for doing additional independent research in order to allow you to form your own 
opinion regarding investments. You should always check with your licensed financial advisor and tax advisor to determine 
the suitability of any such investment. 

Copyright 2017 Armstrong Economics, Ltd. and Martin A. Armstrong All Rights Reserved. Protected by copyright laws of 
the United States and international treaties. 

This report may NOT be forwarded to any other party and remains the exclusive property of Armstrong Economics, Ltd. 
And Martin Armstrong is merely leased to the recipient for educational purposes. 
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Preface 

 

He central banks are in the middle of a profound crisis that nobody 
seems to understand. There were cries that the Fed should lower rates to 
zero or negative as a solution and Trump should replace the head of the 

Fed all illustrating that nobody bothers to look at Keynesian Economics and how 
lowering rates has never worked even just ONCE! We have yet other solutions 
being proposed from handing out $1,000 per person as a stimulus package 
because Quantitative Easing failed and others are now proposing in Germany 
that as major companies are under stress the government should just nationalize 
them. 

Every solution being proposed is all based upon Keynesian Economics. There is 
not a single proposal that suggests to step back, take a big breath, and just think 
what such proposals lead to in the years ahead and for our posterity. Even if 
Trump replaced the Chairman of the Fed because he mistakenly thinks rates 
should be lowered, the complete confidence in the capital markets will collapse. 

The missing-link in Keynesian Economics is understanding credit risk. The 
assumption of Keynesian Economics was based on a theory of total spending in 
the economy and its effects on output and inflation. John Maynard Keynes 

T 
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proposed his theory as the solution to prevent future Great Depressions. Keynes 
advocated for increased government expenditures and lower taxes to stimulate 
demand and pull the global economy out of the depression. His entire focus was 
very sterilized insofar as he assumed the crisis in demand should simply be 
reversed by spending more and cutting taxes, 
but government ignored the second part. 

Consequently, Keynesian economics has been 
used to refer to the concept that optimal 
economic performance could be achieved 
and recessions could be prevented simply by 
influencing aggregate demand. Government 
suddenly was empowered, he argued, by 
actively creating economic intervention 
policies, it was possible to smooth out the 
economic business cycle by controlling 
demand. Hence, Keynesianism became a 
"demand-side" theory that focused on 
changes in the economy over the short run 
where later others would argue to focus of the 
supply-side of the economy. 

Both theories still were constructed upon the idea that government could 
actively manage the economy and 
it would somehow possess the 
wisdom to foresee recessions and 
avoid them.  

In 1978, former Chairman of the 
Federal Reserve made it clear in a 
publication the Charles C. 
Moskowitz Memorial Lectures, made 
the realization that Keynesian 
Economics had failed. He stated: 
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“The Rediscovery of the Business Cycle – is a sign of the times. Not much 
more than a decade ago, in what now seems a more innocent age, the 
‘New Economics’ had become orthodoxy. Its basic tenet, repeated in 
similar words in speech after speech, in article after article, was described 
by one of its leaders as ‘the conviction that business cycles were not 
inevitable, that government policy could and should keep the economy 
close to a path of steady real growth at a constant target rate of 
unemployment.’ 

“Of course, some minor fluctuations in economic activity were not ruled 
out. But the impression was conveyed that they were more the 
consequence of misguided political judgments, of practical men beguiled 
by the mythology of the old orthodoxy of balanced budgets, and of 
occasional errors in forecasting than of deficiency in our basic knowledge 
of how the economy worked, or in the adequacy of the tools of policy. 
The avant-garde of the profession began to look elsewhere – to problems 
of welfare economics and income distribution – for new challenges. 

“Of course, the handling of the economic consequences of the Vietnam 
War was an obvious blot on the record – but that, after all, reflected more 
political than economic judgments. By the early 1970s, the persistence of 
inflationary pressures, even in the face of mild recession, began to flash 
some danger signals; the responses of the economy to the twisting of the 
dials of monetary and fiscal policy no longer seemed quite so predictable. 
But it was not until the events of 1974 and 1975, when a recession sprung 
on an unsuspecting world with an intensity unmatched in the post-World 
War II period, that the lessons of the ‘New Economics’ were seriously 
challenged.” 

What is most interesting is that here we are more than 40 years later and we are 
still arguing over how the central banks should cut rates to help stimulate the 
economy. Nobody will bother to even look at the track record of Keynesian 
Economics or explain how negative interest rates have been the policy since 
2014 with zero impact. All that was created was deflation stimulating nothing in 
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the European or Japanese economies. 
Lowering interest rates failed, so like a 
medieval doctor who would bleed his 
patients, they never died because he took 
too much blood, but because he did not 
bleed them sooner. 

The solution is not figuring out how to inject 
more money, but to restore confidence in 
how we manage and look upon the 
economy rather than pure demand, but 
emotionally driven by confidence meaning 
the tools must change. 

If we do not confront the fact that Keynesian Economics has failed, the future 
we face is dismal at best. We are staring in the cold dark eyes of a Central 
Banking Crisis beyond contemplation. This is all about confidence and once the 
marketplace realizes that the central banks are powerless to stimulate the 
economy, we are looking at a panic that could bring down the entire financial 
system.  

This is a time for reflection and honest review. We cannot continually try the very 
same tool over and over again and expect a different result. Mistakes are how 
we are supposed to learn in left in this quest for knowledge. Mistakes are not 
some script that we repeat endlessly as society. 
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The Economic Missing-Link 

 
hat we must begin to consider that our old economic theories are 
collapsing before our eyes and we must embark on a whole new 
path of forecasting and comprehending how markets and the world 
actually function. The clash between Keynesian Economics based 

on government manipulation of interest rates to control demand has completely 
ignored the human emotional element. Even the old world of fundamental 
analysis has failed where the attempt has been to always explain what happens 
reducing it to a simple cause and effect relies entirely upon opinion and personal 
judgment. The fundamentalists have tried so hard to create elaborate theories 
how markets are efficient and therefore government can manipulate society 
and steer us through the treacherous ups and downs of the business cycle.  

W 
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Attempts to manipulate the world economy have failed and this has far too 
often led to finger pointing at the rich unleashing battle cry of class warfare. This 
is a return to Marxism which was the first to advocate government intervention 
to eliminate the business cycle. has been dividing the people and is creating the 
very seed that has been the destroyer of civilizations throughout history.  

This presumption that government is capable of 
manipulating the world economy and thus the business 
cycle has been the core of every other economic 
theory to emerge ever since Marx. Even this new 
Modern Monetary Theory (MMT) is shrouded in the 
presumption that the government is all powerful and 
good-intentioned, no different than the beliefs that 
inspired the Communist Revolutions. But all 
governments die in a pool of corruption.  

Former U.S. Secretary of the Treasury and past President 
of Harvard University Lawrence Summers, who was also 
an economic adviser to President Obama during the 
economic crisis from 2009 through 2010, wrote an article that appeared on 
December 6, 2015, in the Washington Post. 

Washington Post 

By Lawrence Summers December 6, 2015 

“While the risk of recession may seem remote given recent growth, it bears emphasizing 
that since World War II, no postwar recession has been predicted a year in advance by 
the Fed, the White House or the consensus forecast.” 

Subsequently, Bloomberg News interviewed Summers on this very issue. They asked: 

“Why it’s so hard for smart guys like you to predict some form of economic slowdown? 

In part it’s hard because the economy is an enormously complex system meteorologists 
turns out are not very good at predicting the weather that’s a complex system too. 

In part there is something in the logic of economics if it were predictable that the 
economy was going to decline people would stop investing; people would reduce their 
spending and the economy would have already declined. So, there is a sense in which 
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in the logic of the system that once expectation of recession takes hold, you're in 
recession and therefore it’s very difficult to predict in advance when that is going to take 
place. The argument is not unlike that at least there's a good approximation that 
speculative prices should follow random walks.” 

In the Bloomberg interview, Larry Summers again conceded it is impossible to 
forecast the direction of the business cycle because it is like that of the weather 
system — too complex. It was Summers who had supported negative interest 
rates. He had championed the role of what he has called “secular stagnation” 
in current economic conditions. Summers argued that the “neutral interest rate” 
had declined substantially and was likely to be lower in the future. He argued 
that the idea that real interest rates, which is defined as interest rates adjusted 
for inflation, will be lower going forward. 

 

When we look at the call money interest rates from the New York Stock 
Exchange, there is something dramatic that emerges from the observation. This 
is effectively the Repo Market in a sense pre-Federal Reserve. Interest rates 
would rise during a crisis BECAUSE of the collapse in confidence like a Lehman 
Moment. It was not the question of lowering rates to stimulate demand, rates 
rose because of the fear factor of creditworthiness. The higher the rate the higher 
the risk that the borrower may not be able to repay. 
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This is the element that was totally missing from Keynesian Economics and it is 
why it has completely failed in the current situation. Lowering rates as has taken 
place has utterly failed to stimulate the economy as long as people lack the 
confidence in the future.  

 

When we look at the 2008 Crisis, the Fed injected trillions of dollars through 
Quantitative Easing (QE) buying in long-term US Treasuries. However, the banks 
refused to lend. They demanded the Fed create an excess reserve facility which 
then jumped to $2.8 trillion. This alone proved that the theory of QE failed 
because they money never made it into the economy. 

Now we see that deposits into this facility of Excess Reserves bottomed during 
September 2019 with the start of the Repo Crisis. The fact that deposits have 
been rising since September 2019 confirm that we have been heading back 
toward a major decline in confidence within the system. 

This idea that the Keynesian Model can work is absurd. It completely ignores the 
collapse in confidence of creditworthiness and thus lowering rates simply fails. To 
further illustrate the extent of this crisis, the Fed cut rates drastically but the market 
still fell and then it was forced to expand its market-making in Repo to $1.5 trillion, 
which was more than it did in the first round of QE1. 

In an emergency conference call Tuesday, March 10th, the Fed cut its Federal 
funds rate target by 50bp to 1%-1.25%, two weeks before its scheduled March 
17-18 FOMC meeting. There were no dissents.  
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The fears and unknowns about the coronavirus and its economic impacts have 
put the Fed in a very difficult situation. It acted decisively, taking what it 
perceives to be a cautionary step. The Fed’s emergency easing followed an 
announcement from the G7 finance ministers and central bank governors that 
they were closely monitoring conditions. 

What academics fail to understand is that markets move in anticipation. It does 
not matter if what they think is happening is true or not. Markets do not move in 
such a plain, logical, or orderly manner. Theories such as Keynesian Economics 
may dominate how central banks respond only because they believe that MUST 
be seen to be doing something despite the fact, they remain clueless about the 
mechanisms and how people actually respond. 

If the people believe the stock market will 
double, they will gladly pay 20% interest. If they 
do not believe the stock market will rise, they will 
not pay even 0.5%. This is what has been 
completely missing from all the academic 
theories on how to manipulate society. This is the 
presumption that the mouse will eat the cheese 
but if he is not hungry, he will sleep. 
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Understanding the Market 

Psychology 

 

 he interesting aspect of how markets move involves the distinction 
between collective behavior and individual behavior which many do not 
realize exist. We all have our individual free will. However, society is a 

collective state which produces the business cycle.  

Some people have assumed that there is the Efficient Market Theory which is just 
a hypothesis in financial economics that states asset prices reflect all available 
information. Hence, the assumption is that it is impossible to "beat the market" 
consistently on a risk-adjusted basis because market prices should only react to 
new information. This seems to be nothing more than a clever excuse crafted by 
those who are unable to understand how and why markets move. The very 
foundation of market behavior is human anticipation. It does not matter if the 
information is even correct, the market will move based upon rumor, inuendo, 
and presumptions thereby the Efficient Market Theory does not work because 
markets always overshoot and undershoot their economic value based on 
anticipation. 

T 
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Markets can remain undervalued for decades as was the case for the Dow 
Jones between 1934 and 1982. The book value of the Dow Jones Industrial index 
was 1977. Clearly, the market itself has proven that the Efficient Market Theory is 
nonsense. The takeover boom of the 1980s was when the markets played catch-
up all of a sudden. It became glaring that you could buy a company, sell its 
assets, and double your purchase prices. That was far from efficient. 

Even in phycology, there was the emergence of a theory of Collective 
Unconscious in terms of the Carl Gustav Jung (1875 – 1961), who disagreed with 
Sigmund Freud (1856–1939) and his sexual theory was his most important work. 
While many of Freud's early associates objected to the extreme and rather 
exclusive emphasis he put on sex. Freud insisted his sexual theory applied to all 
mental illness which never really has been a solid theory. Jung, on the other 
hand, believed his personal development was influenced by factors he felt were 
unrelated to sexuality. Nevertheless, Jung’s work has led to many considering it 
to be a form of Collective unconsciousness that exists whereby we are all 
connected somehow and respond in a herd manner. 

Timing models and cycle theory DO NOT take away the free will of mankind, nor 
does it suggest that the future of an individual is predetermined. Any psychologist 
can explain the collective behavior of a mob. While the individual within the 
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group may be sympathetic to the actions of the mob, he still possesses free will 
to either leave or remain part of the crowd. 

 

There is clearly some sort of collective unconsciousness that comes into play 
creating panics that may be described as mob or herd behavior. I tend to see 
it more as a herd of zebra. They are all clustered together and one on the fringe 
of the herd one animal sees a lion approaching or may have thought he saw a 
lion approaching. Whichever the case, he starts to run and the others all panic 
and run as well without knowing why nor did they see the lion. They run because 
everyone else is running. 

 

This is the same behavior that dominates a panic in markets. At the end of the 
day, everyone sells because everyone else is selling. There is usually no solid 
reason that can be asserted as a fundamental. They are long an instrument and 
witness the price decline. They are forced to sell because they are losing money 
yet they may not understand why. The herd is running and there may not have 
been a lion to begin with. 
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There is a great difference between Mob Psychology (collective behavior) and 
that of an individual. The majority of people are followers – not leaders. People 
will react only when they see the majority moving in a particular direction. It is 
quite interesting for within this tendency to herd together giving birth to collective 
behavior, there is the cycle which emerges from the collective behavior of the 
mob that is distinct from the individual free will to rationally participate or move 
in an opposite direction.  

The studies of Stanley Milgram (1933-1984) 
cracked the door on this interesting aspect 
of another dimension of Mob Psychology 
(herd mentality). His study began based upon 
a general assumption that emerged how 
Germans were somehow different and could 
kill Jews without remorse during the Nazi era.  

Milgram conducted his experiment in the 
USA attaching wires to an actor and soliciting people off the street instructing 
them to ask a series of questions and every time the victim was wrong, give him 
an electric shock. The results themselves were shocking and he called it 
Obedience to Authority. People would torture another person if instructed to do 
so. They felt obligated to obey.  

Milgram also conducted fascinating studies that revealed the herd mentality 
instinctive within human culture that is displayed by traffic jams. Let there be an 
accident on the left side of a divided highway and the right side slows down to 
look. We call such event – rubber-necking delays. 

Milgram put one person standing on the 
street staring into the sky at nothing. 
People would walk by and probably just 
thought he was nuts. When he placed 5 
people out there staring into the sky at 
nothing, a crowd would form to see what 
they were looking at – collective behavior. 
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Financial Panics have emerged since ancient times. There were many famous 
panics of the 18th century namely the 1720 South Sea Bubble and Mississippi 
Bubble as well as the first panic in the United 
States involving real estate in 1792. All panics 
have emerged from this Mob Psychology. It is 
like the zebra on the edge of the herd who 
spots a lion. Humans will sell a position 
because everyone else is doing the same 
assuming someone knows something they do 
not. This has often given rise to the idea that 
there must be some mythical huge short 
position that overpowers the market and 
forces the market to crash. Not a single 
investigation has ever uncovered such a plot. 
Nevertheless, with every crash comes the 
inevitable investigation. 
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Herbert Hoover later apologized for unleashing the Senate investigation on 
March 4th, 1932 into the decline of the stock market. Hoover admitted in his 
memoirs that “[t]here was some doubt as to the constitutionality of Federal 
control of the stock exchanges but I hoped that at least, when we had exposed 
the situation, … That hope, however, proved to be little more than wishful 
thinking.” Hover reported that on April 2nd, 1932, a group of New York bankers, 
headed by Thomas Lamont of Morgan & Company, protested his actions in a 
memorandum explaining the virtues of the Exchange. Hoover reported his 
response in his memoirs (id/p127 Vol III) as follows: 

 

My dear Mr. Lament: 
. . . Prices today [of securities] do not truly represent the 

values of American enterprise and property . . . [and the] 
pounding down of prices ... by obvious manipulation 
of the market... is an injury to the country and to the investing public. . . . 

. . . These operations destroy public confidence and 
induce a slowing down of business and a fall in prices. 

. . . Men are not justified in deliberately making a profit 
from the losses of other people. 

I recognize that these points of view are irreconcilable, but 
I hope you will agree with me that there is here an element of 
public interest. 

Yours 
faithfully, 

HERBERT HOOVER 
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Hoover also bought into this mythical idea that some sinister dark force shorts 
the market and brings the country to its needs. He admitted he was wrong for 
after subpoenaing everyone, no such ark force could be found. Most of the 
richest men on down were all long and lost a fortune on the decline. 

Obviously, Mob Psychology is a branch of social psychology where there are 
several theories for explaining the ways in which the psychology of a crowd 
differs from and interacts with that of the individuals within it. Major theory in Mob 
Psychology is heavily influenced by the loss of responsibility of the individual and 
the impression of universality of behavior, both of which increase with crowd size.  

There is limited research into the types of crowd and crowd membership and 
there is no consensus as to the classification of types of crowds. Sigmund Freud's 
crowd behavior theory chiefly consists of the idea that becoming a member of 
a crowd serves to unlock the unconscious mind. This occurs because the super-
ego, or moral center of consciousness, is displaced by the larger crowd. 

 

One cannot be a professional trader without encountering the impact or 
influence of Mob Psychology when it comes to the development of financial 
markets. We have some proverbs like buy the rumor and sell the news. Effectively, 
people will act in anticipation of an event but when the event takes place, it is 
time to reverse your position because the “news” is already factored into the 
price. 
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One of the most significant observations to emerge from analyzing Market 
Psychology is very blunt an in your face. The first major statistical examination of 
financial market trends reveals that bull markets are ALWAYS longer trending 
affairs compared to bear markets. It does not matter what instrument we look 
at, with the exception of agricultural commodities subject to weather. All other 
financial markets, including economies, take a much longer time to mature than 
bear markets. 

The reason for this can be explained rather simply. It takes a much longer time 
to convince someone that you are genuine whereas the slightest bit of doubt 
causes them to lose that confidence virtually overnight. Here we can see that 
the low in the Dow Jones Industrials following World War I was 1921. It took 8 
years to reach 1929 but just over 2 years to fall about 90%. Panics always unfold 
in a fast-rapid manner whereas building bull markets takes a lot more time to 
win over the confidence of the general public. 
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When we look at the difference between investment sectors and those of 
commodities, a stark difference emerges. Equities tend to be longer in their 
cyclical duration than commodities. The difference is clearly the nature of the 
investor. Equity markets when they go into Phase Transitions where markets 
double in price or more, then to unfold in multiples of the 8.6 frequency. That 
means they will usually be 17.2 months in duration at minimum and have 
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extended to three units of time bringing the total duration to 15.8 months, as was 
the case in the Japanese Nikkei 225 Index into the Bubble Top of 1989. 

 

 

Markets are very fractal in nature which is part of the hidden order of things. 
When we look at the bond market, we see the same longer durations of time 
which even extent into the yearly time level. There were two great bond rallies 
since 1789. There was the 1862-1888 rally and 1981-2016. One was 25.8 years 
and the other 34.4 years. Both were multiples of the 8,6 years frequency. 
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Now when we look at gold and wheat, for example, we can see that the Phase 
Transitions are uniformly shorter in duration. Here they still conform to the 8.6 level 
of frequency, but they normally take place in just one unit of time – shot sweet 
and to the point.  
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Obviously, there are different aspects between commodities v investment 
instruments. This tends to reflect the inherent link of commodities more directly to 
nature, but also that they tend to attract a 
different mindset of trader/investor. 

Even the Japanese Nikkei 225 had a major 
low in 1946 which retested the 1931 low. It 
made a rally for 43 years before it reached 
its bubble top in 1989. That was half the 8.6 
frequency.  

I have stated before that when I was doing 
an institutional conference in Tokyo at the 
Imperial Hotel, a man bribed his way in just 
to ask me what to do with his stock 
position. He had bought the Nikkei the very 
day of the high with $50 million and it was his very FIRST attempt at investing in 
stocks. He still had the position despite being down some 40% at the time. When 
I asked what made him buy the day of the high, he explained that the brokers 
had called him every year trying to sell him the market saying the Nikkei went 
up 5% every January. After watching it for 7 years, he said he gave it a try with 
$50 million and the market crashed. When you have finally sucked in the last 

person who had never bought the 
market, you have exhausted the 
buying power and the market has 
nowhere else but to decline. 

The majority must be trapped at the 
high or low, which then creates the 
panic in the opposite direction 
when the majority tries to sell or buy 
to exit a position but there is no bid. 
This is when we see sharp price 
gaps. The markets move the same 
as a pendulum where once the 
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energy in one direction has diminished, its own weight and momentum carry it 
back to the opposite direction. It is imperative to grasp this basic principle in how 
markets move and why. The fundamental truly is irrelevant. It becomes 
something that simply scared the heard. 

 

It is always a question of energy within a market movement. Fortunately, 
understanding Market Psychology is half the battle. When you realize all the 
many ways in which our minds create perceptions, weigh decisions, and 
subconsciously operate, you can see the psychological advantages start to take 
shape.  

Understanding Market Psychology is like a backstage pass where you get to see 
how everything actually 
works. You get to step back 
and actually see firsthand 
WHY the majority must be 
wrong for they provide the 
energy behind all market 
movements. The constant 
bearishness in the US share 
market rally since 2009 has 
been the very reason why 
the market has rallied 
against the majority. 
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The Business Cycle is clearly driven by herd-instincts. Nevertheless, it does not 
mean that we are all captives and must respond like a herd of wild animals. We 
all have our own individual cycle in the life which is a journey to achieve 
knowledge. When we begin, we are the novice who buys the top because 
everyone else is buying and it looks like it will never stop. When the crash comes, 
we sell at a loss often at the low. If we are smart, we will learn from that 
experience and not do that again. Those who are not so smart, blame the world 
for their failure and 
demand investigations 
for they could never 
have been mistaken. 

Those who ignore 
history are doomed to 
repeat it. But those who 
do study history, are 
compelled to watch others repeat it. Life is a journey, a quest for knowledge. 
Some of us understand and we cam step outside the herd and sell the high and 
buy the low once we have seen the behavior of mobs. 
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Life is a journey. Some of us get it, and others are just incapable of every learning. 
They will keep sticking their finger into the flame of a candle and do not 
understand that they will not get a different result. When we begin to understand 
that there is a herd-instinct within human nature, that is when free will comes to 
save the day. 

Some are beginning to realize that the business cycle is really driven by human 
emotions which are not necessarily based upon fact but anticipation of things 
that may never take place. This is giving birth to Behavior Economics that is 
realizing that it is not always “rational” or even “efficient” in how the cycle 
unfolds. Every stock market crash in history has been followed by some 
investigation instigated by the assumption there was a conspiracy to force it 
down or some individual who has overpowered the market for sinister purposes. 
No investigation has ever revealed such a player. 
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If we want to understand the future and why the world is changing, we 
absolutely MUST eliminate the personal opinion and the bias of the observer. We 
must comprehend that as an individual we may possess free will, but that can 
be burdened by what some call peer pressure – the herd instinct. 

Perhaps only some of us acquire knowledge as we move through life while others 
prefer to blame others for their own mistakes. Trading is no different. If we can 
survive our own trading decisions then we can reach a level of knowledge and 
understanding about how the markets actually function. Mark Twain perhaps 
said it best. 

“When I was a boy of 14, my father was so ignorant I could hardly stand 
to have the old man around. But when I got to be 21, I was astonished at 
how much the old man had learned in seven years.”  

 

The human brain seems to have some basic default settings. The key becomes 
how to best avoid common misconceptions about how markets function. Far 
too often people resort to conspiracy theories because they are incapable or 
unwilling to admit a mistake and examine why they made a particular decision. 
Instead, they prefer to claim a loss was caused by someone else rather than 
themselves. 
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To combat this effect of misconceptions about how markets move, it is important 
to remember to keep a realistic perspective, look at problems from many angles, 
and weigh several factors before making a 
decision. The reason most analysis tends to 
be wrong is because of what is known as the 
Focusing Effect. They are focused on 
whatever the last event was and assume the 
trend will remain in motion and thus the 
mistake emerges by predicting future 
outcomes will be the same. Some might call 
this tunnel vision and you can see it with just 
daily price action. A market rallies 1% and 
the presumption that will emerge is that trend will continue. To survive, we must 
understand the majority must be wrong to create the energy that propels market 
price movements. 

Behavioral Economic Theory, which many are just now starting to realize, states 
that markets trade on anticipation, and not necessarily on facts — buy the rumor, 
sell the news. This is all behavior oriented. We panic not always understanding 
why, just following the herd. Investing becomes a herd mentality or Behavioral 
Economics. 

As we move through life individually, we mature and change our thinking based 
upon experience. This is why there are always Democrats and Republicans. There 
are some who understand the business cycle and move with I selling the high 
and buying the low, and others who act in a herd instinct buying the high and 
selling the low in a panic.  

There is a difference between the individual and the collective cycle which we 
can call the business cycle. Understanding the psychology behind what makes 
humans tick might be an absolute critical factor when it comes to forecasting 
and why “opinions” are dangerous since they are driven by emotions. The 
majority takes refuge in the fact that the they are doing the same as everyone 
else and thus they are somehow safe. When they are proven wrong, they always 
blame some dark external force.  
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Behavioral Economics 

 

he missing-link in Keynesian Economics has been the total ignorance of 
how market phycology operates and this idea that we can dangle a 
carrot in front of people to make them behave in a desired manner. If 

we simply look at the track record of raising and lowering interest rates, what 
jumps out at us is the total lack of a positive correlation.  

At the same time, governments have completely ignored the second part of 
Keynes’s theory. He suggested 
the lowering of tax rates to 
stimulate the economy. 
Governments have always 
assumed that they can raise 
taxes and people must pay 
whatever they demand. They 
failed to understand that capital 
can always fee offshore or hoard 
and refuse to invest, but the 
inidividual cannot hoard his labor 
nor move it offshore.   

T 
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Behavioral Economics is the study of the effects of social, cognitive, and 
emotional factors on the economic decisions of individuals and institutions and 
the consequences for market prices, returns, resource allocation, and ultimately 
the madness of crowds and herd mentality we as humans truly possess. These 

fields are primarily focused on trying to 
comprehend the rationality of markets and 
the economy incorporating psychology while 
blending this with microeconomic theory and 
market theory. By merging these disciplines, 
behavioral models begin to emerge covering 
the full scope of concepts and ideas that 
drive the economy as a whole. The study of 
Behavioral Economics includes how market 
decisions are made and the mechanisms that 
drive public choice and produce the boom 
bust cycle regardless of the instrument under 
observation. But the academics are still failing 

to comprehend human emotions while attempting to make this all neat and 
logical which is not the way decisions are made 
in a financial panic. 

Therefore, as previously mentioned, the studies of 
Stanley Milgram (1933-1984) began with soliciting 
people off the street instructing them to ask a 
series of question and every time the victim was 
wrong, give him an electric shock. The results 
themselves were shocking and he called it 
Obedience to Authority. People would torture 
another person if instructed to do so. They felt 
obligated to obey.  
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Milgram’s studies revealed the herd 
mentality which is instinctive within 
human culture. This is why we have 
traffic jams we call rubber-necking 
when an accident on the left side of 
a divided highway results in people 
slowing down to look at it on the right 
side. When Milgram put one person 
standing on the street staring into the 

sky at nothing. People would walk by and probably 
just thought he was nuts. When he placed 5 people 
out there staring into the sky at nothing, a crowd 
would form to see what they were looking at. 

When we begin to understand that there is a herd-
instinct within human nature, there is a lot that can 
change giving birth to a much more realistic 
approach to Behavior Economics that is not always 
“rational”. Every stock market crash in history has 
been followed by some investigation instigated by 
the assumption there was a conspiracy to force it 
down or some individual 
who has overpowered 

the market for sinister purposes often touted as 
dominating the world. Those who have investigated 
these events have revealed their own ignorance of 
how and why markets even move similar as to 
burning people at the stake as heretics for daring to 
say the sun revolved around the earth or the earth 
was not flat.  
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During the famous interrogation of JP Morgan by the notorious prosecutor who 
loved the limelight, Samuel Unitermyer (1858-1940) illustrated to the world the 
true depths of his lack of understanding how and why markets and banking 
even functioned. Unitermyer ‘s interrogation of J.P. Morgan in the Pujo 
Committee December 18-19, 1912 of the alleged Money Trust, demonstrated 
how ignorant he truly was:  

UNTERMYER: Is not commercial credit based primarily upon money or 
property?  
MORGAN: No sir. The first thing is character. 
UNTERMYER: Before money or property? 
MORGAN: Before money or anything else. Money cannot but it … a man 
I do not trust 
                    could not get money from me on all the bonds in 
Christendom. 

 

The central issue in Behavioral Economics is explaining why market participants 
make systematic errors contrary to assumption of rational market participants. 
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The answer is this need to always blame someone reducing it down to a single 
cause and effect. Then, mankind runs amok driven by his passions and not logic. 

Herbert Hoover admitted that he had received a telegram from a close friend 
in which it was alleged that a "billion-dollar bear raid" had been at work in the 
market designed to destroy the Republican Party. This conspiracy began 
perhaps the most vicious investigation in American history that became the 
model for McCarthy’s witch-hunt search for communists. 

 

The Washington Senate investigation of Wall Street became a nasty wholesale 
witch-hunt into anyone who dared to have a short position. Short players were 
demonized as traitors. The president of the New York Stock Exchange, Richard 

Whitney (1888-1974), was summoned to Washington 
by an urgent phone call – no time even for a 
subpoena.  

Once there, Republican Senator Frederick Walcott 
(1869-1949) directed Mr. Whitney to prepare a 
complete list of names of those who had sold short 
positions in the market. This was all based upon this 
theory that only a short player overcomes the longs 
and forces the market down. Contrary to popular 
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belief, the worst of the worst were Republicans on Capitol Hill. This rumor that 
someone was out to destroy the Republican Party fed into a conspiracy with the 
backdrop most likely emerging from the rising socialist-communist movement. 
After all, the Russian Revolution was 1917 and there has been a similar revolution 
in Germany during 1918 that led to the hyperinflation. 

The interrogation of Richard Whitney (1888-1974) who became president of the 
NYSE only after the crash began by the Republican Senator James J. Couzens 
(1872-1936) explains this behavioral misconception of how markets trade. 

 

Senator Couzens: It has come to my attention that a broker may use his 
customer’s stock to depress the value of that stock. 

Mr. Whitney: Senator Couzens, I deny that! 

Senator Couzens:  How do you detect it? 

Mr. Whitney: Our men check the brokerage offices. 

Senator Brookhart: Do you think the rules you are constantly citing are 
enforced or evaded? 



Behavioral Economics 
 

39 
 

Senator Blaine: Maybe he thinks they are enforced better than the 
Prohibition Law of the Federal Government. 

Senator Brookhart: You brought this country to the greatest panic in history! 

Mr. Whitney: We have brought this country, sir, to its standing in the world 
by speculation. You think you can affect the world by changing the rules 
of a stock exchange or board of trade? 

Senator Brookhart: Yes, we can change them by abolishing the stock 
exchange and board of trade so far as speculation is concerned! 

Mr. Whitney: And then the people of the United States will go to Canada 
and Europe to do those very things and pay their taxes there! 

In reading over the dialogue of Mr. Whitney’s interrogation, one begins to 
wonder whether or not he was before a committee of the Communist Party in 
Russia. Were these comments coming from elected officials in a so-called free 
society? 

Before the Banking & Currency Committee, Mr. Whitney handed over the list of 
24,000 names of those who had positions in the market. This was April 8th one 
day before the supposed "billion-dollar bear raid" had taken place. The 
Committee began to instantly sift through the list searching for the names of 
those who had shorted the markets. Many prominent and nationally well-known 
names were among the list. But Senator Walcot 
argued against the publication of any names. 

Richard Whitney was eventually arrested and 
had to plead guilty or face trial where he would 
have faced a lot more time for embezzlement. 
The prosecutor used him as a stepping-stone to 
further his own career - then New York County 
District Attorney Thomas E. Dewey (1902-1971). 
Dewey used Whitney to rise to Governor and 
then ran twice as the Republican Presidential 
candidate and lost.  
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 That has been the game to always take down a famous person in a crisis to 
make a name for yourself to thereafter run for political office. Ferdinand Pecora 
(1882–1971) used his Senate prosecutions of Wall Street to rise to political power 
as well. The hearings were even named after him as the prosecutor rather than 
some Senator – Pecora Hearings.  

Richard Whitney’s Brother George had also risen at J.P. Morgan and by 1930 
had been anointed as the likely successor to the then bank president. The crash 
had even ruined Whitney’s business and he borrowed from everyone trying to 
keep it alive. He then began to embezzle 
money from the NYSE fund trying to save his 
company.   

Whitney had become the symbol of Wall 
Street even though he took the job in 1930 
after the market began to crash. Whitney 
was the face people saw between 1930 
and 1935. He was sentenced to a term of 
five to ten years in Sing Sing prison, but 
received parole after 3 years. On April 12, 
1938, 6,000 people turned up at Grand Central Station in New York City to watch 
as the image of the Wall Street Establishment was escorted in handcuffs by 
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armed guards onto a train that delivered 
him to prison. People who self-surrender 
are not normally treated that way, but 
Dewey was very ambitious and wanted a 
show. 

Senator Gerald P. Nye (1892-1971), a 
Republican of North Dakota, illustrated 
that the hatred of Wall Street that was 
brewing carne from both parties, but 
particularly within the Republican Party. 
The conspiracy theory was someone was 
up to something to destroy the Republic 
Party so they took it very personal. There 
was also a distinct trend that was regional 
pitting the West and South against the 
banks and Wall Street of New York that always appears during economic 

declines.  

Nevertheless, just as Hoover began hearings on the mere 
phone call that someone was forcing the Stock Market to 
crash to ruin his administration, here Senator Nye began 
hearings into yet a new conspiracy that became dubbed 
the Merchants-ofDeath based upon the conspiracy 
theory that now the NY Bankers had steered America into 
war (World War I) to safeguard their loans and to 
perpetuate a business in arms. Of course, facts never get 
in the way in Washington. The German’s even took out 
advertisements warning people not to get on the Lusitania 
because the US was covertly shipping arms to Britain while 
claiming neutrality. It was Washington that lied to the 
people and used the passengers of the Lusitania to get 
into the war. Now 20 years later, Nye transformed the facts 
to blame Wall Street for that as well. 
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On January 20th, 1936, Time Magazine asked the question that was circulating 
in every corner: "Before the Committee for settlement was a scandalous 
question: should J. P. Morgan be hated as a war-Monger second only to Kaiser 
Wilhelm?' Once again, America had betrayed its own rewriting history to try to 
blame anyone other than Government. It was a bitter lesson for those who saw 
their own country turn against them to appease the American public for the 
madness of the crowd. 

Behavior Economics must clearly incorporate the irrational behavior of market 
participants as well as market observers such as government who act like lions 
attempts to target one animal in the herd for personal glory and gain. It 
becomes their self-interest in the pursuit of 
glory and re-election or to rise to the 
Presidency over anyone they can crush into 
the ground. Such people are never trustworthy 
to say the least, yet their ambition drives them 
into public office for power and greed. 

These trends affect market prices and returns, 
creating market inefficiencies that are not 
supposed to exist Nevertheless, this 
grandstanding coming out of the Great 
Depression not only turned the nation into the 



Behavioral Economics 
 

43 
 

open hands of Marxism with the social agenda, but it resulted in shifting the 
overall confidence in the economy into a Public Wave where people trusted 
government so much so the stock market as relative to book value, which did 
not bottom until 1978. 

In conjunction with the low trading value of the US share market in the late 1970s 
we also see the peak in earnings. This set the stage for the mid-1980s Take-Over 
Boom. That too, was twisted into the famous movie Wall Street where Michael 
Douglas delivers his speech that greed is good.  Of course, the fact you could 
buy a company and sell all its assets and double your money did not somehow 
illustrate how inefficient the markets can be. 

Behavioral Economics must fully highlight these inefficiencies where the market 
and the economy move to the extreme in both directions through under- or 
over-reactionary movements. There is definitely the madness of crowds and mob 
psychology at work within the herd mentality. This is where technical analysis 
comes into play. It is the major step toward distancing oneself from the emotional 



Behavioral Economics 
 

44 
 

herd – to see things with the calm rational eye that in theory people are 
supposed to do, yet cannot without a guide-map. 

 

Insider-Trading Theory 

Even the whole idea of insider-trading is also greatly distorted and constructed 
upon the false idea that someone can make anything move counter-trend. 
Insider-trading began as directors selling their stocks withholding the facts that 
the company was bankrupt until they liquidated. That is substantially different 
from two people sharing information that may or may not impact the price. In a 
boom, even bearish news is ignored while in a collapse, the best news is ignored. 
So inside information remains a theory for prosecutors trying to become president 
– it is not fit for real analytical methods. 

Bird in The Bush Paradox 

There are other human emotional traits that vary in individuals, yet come into 
play within the boom & bust cycle. Some call it the "Bird in The Bush Paradox” 
where some have a loss aversion individually or as a culture as in Japan that is 
best described as the unwillingness to let go of a valued possession. 
Consequently, some people will continue to hold a losing position simply 
because they refuse to admit they made a mistake. This caused a prolonged 
and major economic decline in Japan where they kept waiting for a rally to 
break-even. This contributed to the massive decline in prices for holding on to 
losses precludes fresh buying and hence the downtrend trend is extended. 
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Paradox of Equity Premium 

The Paradox of Equity Premium refers to the inability of an important class of 
economic models to explain the average premium of the returns on a well-
diversified U.S. equity portfolio over U.S. Treasury Bills observed for more than 100 
years. Clearly, conventional finance models completely fail for, they assume a 
just price and markets are efficient when they are subject to the “confidence” 
that rises and falls within the marketplace. People's decision-making process and 
behavior in financial markets is based solely upon what they “believe” which is 
not always rational. You cannot create fundamental rules or relationships that 
withstand the test of time.  

If we refer that that chart of call money rates from the NYSE once again, what 
this also illustrates is that the stock market has never peaked with the same level 
of interest rates twice. It is always a question of what people believe at that 
moment which can also be just a rumor. They will act based not upon the 
present, but upon their future expectations. If they “believe” war will happen or 
a bank might fail, they act now in anticipation of the future. This is why interest 
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rates have no empirical correlation with share prices and this is also why 
Keynesian Economics fails.  

Therefore, attempting to adapt quantitative mathematical and statistical 
methodology to understand behavioral biases is by no means easy and will 
never offer consistency. The traditional research has been unable to produce 
evidence to demonstrate escalating biases impact marketing decisions 
because of the limited data sets involved. To embark down such a path, one 
cannot determine the future based solely upon the domestic past.  

Some financial models used in money management and asset valuation 
incorporate behavioral finance parameters, for example by attempting to track 
price reactions to specific information. They again have wrongly assumed a flat 
cause and effect scenario reducing the entire global economy to a single 
domestic piece of news elaborately creating three phases of underreaction and 
overreaction movements but this concept at the very core has an assumption 
that the market is efficient with some fair value. 

Capital Asset Pricing Model  

The Capital Asset Pricing Model (CAPM) describes the relationship between 
systematic risk and expected return for assets, particularly stocks. CAPM is widely 
used throughout finance for pricing risky securities and generating expected 
returns for assets given the risk of those assets and cost of capital. 

Institutional investors have long been in search of the Holy Grail in finance where 
they try to reason how much to diversify investments, in comparison to the risk. 
Naturally, investors seek a rate of return that compensates for that risk. The 
capital asset pricing model (CAPM) has been touted as the key to calculate 
investment risk and what return on investment an investor should expect. 

The CAPM was developed by the financial economist (and later, Nobel laureate 
in economics) William Sharpe, set out in his 1970 book Portfolio Theory and 
Capital Markets. His model began with the proposition that individual investments 
inherently possess two types of risk Systematic & Unsystematic Risk. 
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The Systematic Risk is where market risks are described as general risks of 
investing that cannot be diversified away such as wars, recessions, and changes 
in interest rates. The Unsystematic Risk is classified as a "specific risk" that relates 
to individual stocks which is separate from the market as a whole. Hence, a 
company can move into bankruptcy while the rest of the market is unaffected. 

Modern Portfolio Theory  

 Modern portfolio theory (MPT) emerged with the idea that risk-averse investors 
can construct portfolios to optimize or maximize expected return based on a 
given level of market risk. Therefore, they are emphasizing that risk is an inherent 
part of higher reward. According to MPT, the notion which emerges maintains 
it’s possible to construct an "efficient frontier" of optimal portfolios offering the 
maximum possible expected return 
for a given level of risk. This theory was 
pioneered by Harry Markowitz (born 

1927) in his paper "Portfolio Selection," 
published in 1952 by the Journal of 
Finance. He was later awarded a 
Nobel prize for developing the MPT. 
However, his ideas were all based 
upon a fixed exchange rates system 
which did not take into account the 
changes in the value of currencies 
will also impact investments in a 
domestic economy due to capital 
inflows. 

The bottom line has been that 
Modern Portfolio Theory claims that 
specific risk can be mitigated through 
diversification of a portfolio. Once 
again, the decision required to make the portfolio diversified still does not solve 
the problem of systematic risk. It will only neutralize specific rise provided the 
portfolio is not concentrated in a single stock. 
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Efficient Market Theory 

Then there was in 1970 the development of the Efficient Market Theory (EMH) or 
hypothesis that the market was "informationally efficient" also produced nothing 
that was in anyway even worthwhile from a trading and management 
perspective. According to the EMH, stocks always trade at their fair value on 
exchanges, making it impossible for investors to purchase undervalued stocks or 
sell stocks for inflated prices. Therefore, it should be impossible to outperform the 
overall market through expert stock selection or market timing, and the only way 
an investor can obtain higher returns is by purchasing riskier investments. 

One could not consistently achieve returns in 
excess of average market returns on a risk-
adjusted basis, given the information 
available at the time the investment is made, 
according to Eugene Fama (b 1939) who was 
considered the father of this “efficient market 
hypothesis”.  

Fama began with his Ph.D. thesis back in May, 
1970 that appeared in the issue of the Journal 
of Finance, entitled "Efficient Capital Markets: 

A Review of Theory and Empirical Work."  

The problem is once again the academic approach. Anyone in the market as 
a trader realizes that markets will always over shoot on the upside and the 
downside with respect to any fair value. The illustration I provided earlier that the 
Down as a percent of book value reached its low in 1977. The entire takeover 
boom of the 1980s was all about the fact that you could buy a company, sell 
its assets, and double your money. That proved EMH also failed. 

Nonetheless, all of these various theories have eventually proven to be inefficient 
in themselves and led to the Black-Scholes Model attempting to price these 
under and over valuations within a given market. Of course, that blew up in the 
collapse of Long-Term Capital Management in 1998. 
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The End of Interest Rates Up 

Equities Down 

 

he traditional view with respect to interest rates and share markets has 
been focused on the domestic economy to the exclusion of international 
events. The theory that cheap money means people will borrow to buy 

stocks sounds logical, but when we look at the evidence, that theory simply does 
not stand the test of time. 

The entire theory that cheap money means stocks will rise is very naive. However, 
when we actually look at the data, that market myth evaporates in sunlight. We 
have been making lower highs in broker loans, which shows what I have been 
saying all along — this is the MOST Hated Bull Market in History! We are 
nowhere close to the highs of 2007. We only recently have begun to witness the 
NASDAQ rising in advance of the Down Jones Industrials and the S&P500 which 
is a reflection that retail is starting to show its head after 13 years. From a cyclical 
perspective, this is on time. We should begin to see the retail interest begin to 
rise going into 2022. 

The market has risen NOT because of cheap rates but on a capital flight from 
just about everywhere into the US dollar. The Fed has been baffled because they 
initially were looking at that market myth that lower rates result in the traditional 
inflationary speculative booms. But the Federal Reserve has been forced to 
confront reality that there is no validity to that theory.  

T 
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The Federal Reserves was attempting to lower rates into August 2019 to once 
again help Europe as it had attempted back in 1927. They also saw the inverted 
yield-curve and assumed the traditional interpretation means coming recession. 
That prompted them to lower the rates on August 1st, 2019. That backfired on 
the Fed with the start of the Repo Crisis in September 17th, 2019. Indeed, back in 
1927, the USA lowered interest rates in a desperate attempt to send capital back 
to Europe as well. The Fed was then criticized for lowering rates that sparked the 
stock bubble into 1929. The Fed realizes that there is a crisis brewing outside the 
USA due entirely to the negative interest rates in Europe and Japan. 

If we look at the charts provided on the next page, we can see that the Fed 
raised rates from 3.5% in 1927 up to 6% in 1929 and the stock market doubled 
on capital inflows. The attempt to raise rates to stop demand for equities had no 
effect other than attract even more capital to the United States from Europe. 
The entire Keynesian Model failed even back then BEFORE it was ever adopted. 
Raining interest rates to reduce the DEMAND utterly failed. Nevertheless, to this 
very day we have people who keep spouting out this theory and have been 
forecasting the collapse of this bull market all predicated on this stupid naïve 
theory. 

http://s3.amazonaws.com/armstrongeconomics-wp/2014/05/1927-Secret-Cental-Bank-Meeting.jpg
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It has been very interesting how the vast majority of analysts have been calling 
for a major crash in the stock market up to 50% with interest rates so low and the 
dividends on the Dow twice that of interest rates. It does beg the question; Does 
anyone look at yield anymore? 

The yield on the Dow Jones is about 2.34%, which is about comparable the 10-
year rate. Back in 1983, I presented these two charts that show the earnings and 
book value of the Dow Jones Industrials. The majority were calling for a crash 
and our computer warned of a Phase Transition and a 600% rally in the Dow. I 
was blamed for creating the takeover boom because they always need to 
blame someone else when they themselves just cannot see the trend. It was 
clear that the earnings were at least 5% and the stocks were trading out of a 
major historical low on price v book value established in 1977.  

So many people are just prejudiced by this Keynesian Model and interest rates 
as well as the central banks. One person on the blog had asked: “I’m just 
wondering how the stock markets can go up into a rapid bubble in 2015 -17, if 
the bonds are going to collapse in Oct. of ’15?” This question from before the 
breakout illustrates just how this has been the Most Hated Bull Market in History. 
The vast majority of people have missed the rally and this is reflected in the 
broker loans being well below the 2007 rally levels. 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2016/04/Dow-Jones-Earnings-Book-Value-1937-1982.jpg
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It is the rising interest rates that are a reflection of demand to borrow that is the 
hallmark of bull markets. We can see that the stock market rally between 1927 
and 1929 with rates doubling by the Federal Reserve and bonds declined. 
Despite the hard evidence to illustrate that this market myth is totally bullshit, it 
prevails in the same manner that people clung to the idea of changing the 
calendar to the first day of the year became January 1st (the non-accepting 
people were called April Fools), or those that 
clung to the linear vision that the earth was 
flat. 

The rise in the dollar is what attracts foreign 
capital and that is what makes a bubble as 
was the case back in 1919 as well as the 
bubble top in Japan in 1989. You do not get 
a bubble on simple domestic trends. A 
bubble like 1929 in the USA and 1989 in 
Japan or even the DOT.COM in 2000, were 
all driven by capital inflows into those 
nations and sectors. 

When we look at the DOT.COM Bubble, in US 
dollars the advance from November 1998 
was 190%. In terms of Euros, the rally was 
253%. This is what makes a bubble. The same 
was the case in Japan and 1929. Foreign investors make more than domestic. 

http://s3.amazonaws.com/armstrongeconomics-wp/2013/05/Dow-Bonds.jpg
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Every time interest rates decline 
there is a bear market. When rates 
rise, there is a bull market. The stock 
market has NEVER peaked with the 
same rate twice because it is the 
difference between interest rates 
and expectations. If you expect the 
market to double, you will pay 25%. 
You do not see the stock market 
peak with the bottom in rates. That 

has NEVER happened even once. 

I understand that this is not the norm. This is NOT my personal opinion or soapbox. 
This is simply how things function. We identify the REAL way capital moves and 
that is what our computer monitors. This is not a popularity contest or politically 
correct forecast. The majority of people will not read this report for they are 
incapable of opening their mind to try to explore how the world really ticks.  

Many people confuse the business cycle with the individual concept of free will. 
Any deterministic framework applies only to the collective level of the economy. 
We all have our individual free will which is why there is always a left and right 
and the cycle flips back and forth. Some people eventually switch sides after 
time.  

Society in a collective state produces the 
business cycle. As we move through life, we 
mature and change our thinking based upon 
experience. There are some who understand 
the business cycle and move with it, and 
others who act in a herd instinct. There is a 
difference between the individual and the 
collective cycle which we can call the business cycle. 

Even if we look back at the Take-Over Boom in the 1980s from a global 
perspective, between 1982 and 1990, the Dow Jones Industrial Index rallied 292% 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2018/03/Cycle-of-Confidence.png
http://s3.amazonaws.com/armstrongeconomics-wp/2012/10/callmony-ma.jpg
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while in Swiss francs, the rally was 517%. There was more than just the take-over 
taking place. In September 1985 was the Plaza Accord where central banks 
decreed, they would push the dollar down by 40%. 
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The breakout in the Dow came with the turn in the Economic Confidence Model 
which was 1985.65 and the beginning of this new Private Wave that peaks in 
2032.95. This turning point they call also the beginning of the Takeover Boom for 
price relative to book value reached historic lows by the end of the Public Wave. 

It is during a Public Wave when 
people look at private assets as 
secondary class. 

The low on the 30-year bond 
(high in rates) was precisely with 
the peak in the Public Wave 
1981.35. That represented the 
peak in the power of 
government, and we have seen 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2015/06/UBCBT-Y-6-24-2015.jpg
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nothing but desperate attempts to regain that power. 

We must avoid one-dimensional perspectives that always seek to reduce 
everything to a single cause and effect. We tend as a whole to ignore 
complexity and view everything in terms of domestic currencies and politics. The 
world economy is not as simple as traditional economists portray or the talking 
heads on TV. We must realize that both are the world’s worst analysts. It is like 
Einstein says. You cannot solve the problem with the very same line of thinking 
that has created it. This is WHY the majority must always be WRONG. They are 
the FUEL that propels the swing into the opposite direction. 

 

To understand the business cycle, go back to your childhood. Remember the 
day when we would get on a swing and propel it with our legs and body weight. 
You would swing it to the point of reaching a real high. Think back to that 
moment where you reached that high and for a brief second you were 
suspended in midair. Your momentum was halted by the gravitational pull of the 
earth. The two reached a balancing point and you were weightless as free as a 
bird. Suddenly, the power of gravity overcame your momentum and you were 
pulled back to reality.  
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In trading, we always need someone on the opposite side to trade against. That 
is what makes it all work – gravity v momentum. Rising rates are a reflection of 
inflation, perhaps, but they are a reflection of demand for money. As long as the 
anticipated gains are greater than the rate of interest, then people will continue 
to borrow.  

This experiment with negative rates has upset the balance of the global 
economic system. Therefore, this entire REPO Crisis is all about defending 
Keynesian Economics. This has nothing to do with “stimulating” the economy any 
more. This is about defending the power of central banks. What is at stake here 
is the very existence of of the theory of Keynesian Economics. This experiment 
with negative interest rates has profoundly set in motion one of the most 
dangerous crisis we may every face. It is bring to a boil not only the entire myth 
of interest rates and the ability of central banks to manipulate society by 
lowering and raising rates, it has now trappend central banks for allowing rates 
to normalize will undermine at least $12 trillion of negatively yielding debt. The 
world will never be the same and this is what is bringing society into the final 
confrontation with Marxist philosophies.  



The Role of Money 
 

59 
 

The Role of Money 

 
The Alternative to Force & the Great Enabler of Civilization 

  

t has often been stated that "money is the root of all evil." In reality, money 
is the Alternative to Force that Enabled Civilization to take hold from the 
outset for it facilitated interaction providing a Medium of Exchange and has 

been the Unit of Account by which we measure value. It is in this respect that 
we must understand the true role of money.  

Money is more than a Medium of Exchange which is agreed upon by all parties. 
It is also the Unit of Account.  In this respect, money transcends to yet another 
level. It becomes the mental language by which we measure everything in terms 
of value. Money is the most important element to understand, yet it truly is the 
most common everyday construct that everything hinges upon in our daily lives, 
but simultaneously we only superficially understand its function.  

Money is a mental language because it is the Unit of Account by which we 
compare values. When we look at anything and ask the price, we are using this 
Unit of Account as a mental language which creates the concept of value in 
our mind. We use this mental language of value comparing one item to another. 

I 
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If one store has something at one price and another at twice the price, our mind 
immediate sees the disparity and translates that into a concept of value upon 
which we then are moved to some action. 

Now, take that basic understanding into the international financial markets. We 
may look at assets in a foreign country but at the same time we translate that 
price into the value our mind understands based upon our home currency. So, 
an American will always translate it back to dollars, the Japanese to yen, the Brit 
to pounds, and the European to euro. 

 

In 1985, I was in London when the pound fell to $1.03. Americans were buying 
property in London like it was on sale at Harrods. The Brits thought Americans 
were crazy buying at the high and could not understand the currency play. I 
have relayed the story before of flying the Concord. When the British began 
flying the Concord, tickets were at £2,000 which was about $5,000 in 1980. When 
the pound crashed to nearly par in 1985, suddenly the Concord was cheaper 
than first class TWA ticket out of New York. I walked into British Airways and asked 
how many open tickets they would sell me. They looked at me like I was crazy. 
They said 25 tickets maximum. I thought I just made a fantastic currency play. 
When I boarded the Concord, the plane was full of Americans who were 
bragging about how cheap it had become. 
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Everyone started flying the Concord and British Air finally called it a success after 
its first launch in 1969. They then raised the price to £4,000 pounds seeing all 
flights were booked. But then the pound rallied back to almost US$2.00 causing 
the price of the ticket to rise to nearly $8,000 and passengers returned to 
conventional flights.  

Currency has always had a major impact upon markets and inflation typically 
because most have no understanding of currency in a floating exchange rate 
system. Western perceptions are prejudiced by linear thinking. They do not grasp 
that everything moves in a cyclical manner. 

Richard E. Nesbett wrote a good book entitled “The Geography of Thought, How 
Asians and Westerners Think Differently … and why.” He attributed his work to a 
Chinese student who said, “You know, the difference between you and me is 
that I think the world is a Circle, and you think it’s a line.” He goes on to quote 
him: 

“The Chinese believe in constant change, but with things always moving 
back to some prior state. They pay attention to wide range of events; they 
search for relationships between things; and they think you can’t 
understand the part without understanding the whole. Westerners live in a 
simpler, more deterministic world; they focus on salient objects or people 
instead of the larger picture; and they think they can control events 
because they know the rules that govern the behavior of objects.” 

 

Indeed, Western thinking is prejudiced because it indeed sees everything as a 
straight line. It cannot get its head around the concept of cycles. It assumes that 
everything will remain the same and cannot see the cyclical nature behind 
events. 

During the 1970s, I always bought German 
cars. A Porsche cost me $10,000 in 1970 and 
by 1980 it was $50,000. To this day, the Italian 
Ferrari is bought and held as an “investment” 
because people CONFUSE currency with the 
object. Is it really a Ferrari that is rising in value 

http://s3.amazonaws.com/armstrongeconomics-wp/2013/05/ferrari-328.jpg
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or is it currency? When the pound crashed into 1985, a 328 Ferrari, which was 
a £32,000 car when the pound was US$2.40 ($76,800) fell to about $32,000 when 
the pound dropped to US$1.03. I bought a Ferrari in London and drove it around 
for two years there.  

Because the pound crashed, the Italians raised the price to £60,000, which was 
on par for what the car cost in the USA. But the pound rallied back to nearly $2 
and after driving it for 2 years, I sold it for twice the dollars I had paid. Did I make 
money on the Ferrari? Or was I just playing foreign exchange? It was currency 
not the car! Companies have made that mistake in producing a product and 
then raising prices based upon the current value of the currency and then when 
the currency turns, their sales decline because the product is them over valued. 
Both Ferrari and British Airways responded to the short-term changes in currency 
and lost market-share. 

 

International Value 

Provided the confidence has not collapsed in the government, then the decline 
in the currency will normally result in the rise in asset values (currency inflation). 
This is how assets are arbitraged to maintain this perspective of international 
value where foreign investors look at the decline in the currency making the 
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assets appear cheap in their view of value. They begin to look at the asset not 
realizing it is a currency play exactly and the Concord tickets and the Ferrari. 

 

Everyone will invest according to their own perspective of value. The strength 
behind the US share market rally has been the fact that the dollar bottomed 
against the Euro in 2008 and it has been rising on the broader level ever since. 
The strong rally in the dollar has made the US market exceptionally attractive to 
foreign investors. While the market in dollar terms has risen 320% up into July 2019, 
in terms of A$, the Australian made 332%. 

Indeed, the Dow bottomed in March 2009 at 6,469.95. The highest monthly 
closing for the Euro was also March 2009 at 1.787. The July 2019 closing for the 
Euro was 1.1075. The July high in the Dow was 27,398.68. On an intraday basis, 
the Dow rally was 323%. This means in Euro, the Dow bottomed in March 2009 at 
3,620.03 and the high in July was 24,738,6 posting a gain of 583%. Smart European 
money has been playing the US share market and every dip they were there 
buying more saying thank you ever so much. 

This is the real-world perspective through the eyes of currency. This is why the 
real definition of a Bull Market is something which rises in terms of ALL currencies, 
not just the domestic currency. Both the bull market in the USA for the Roaring 
‘20s was a strong dollar. The Nikkei Bubble in 1989 rose with a rising yen. A strong 
rally coupled with a rising currency provides greater profits for the foreign investor 
than the domestic player.  
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The End of Keynesian 

Economics? 

 

erhaps the most overlooked aspect of the REPO Crisis is the fact that this 
is all about power and has NOTHING to do with Quantitative Easing. All 
the central banks are in the fight of their life. Their authority under 

Keynesianism has been to control the short-term rates. The whole Quantitative 
Easing theory was to try to reduce long-term rates buying in long-term 
government bonds reducing the competition in hopes the banks would start to 
lend long-term and thus “stimulate” the economy. The short-term rates has 
where their power resided under Keynesianism whereby they rise or lower rates 
to manipulate demand to manage the economy. 

Therefore, this entire Repo Crisis is all about defending the Keynesian Economics 
lineage. This has nothing to do with “stimulating” the economy anymore. This is 
about defending the power of central banks. What is at stake here is the very 
existence of the theory of Keynesian Economics. In 1978, former Chairman of the 
Federal Reserve Paul Volcker made it clear that Keynesian Economics had 
already failed when the Recession of 1974-1976 unfolded and stagflation 
emerged causing confusion in the economic world 

 

P 
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The New Classical school in economics emerged during the 1970s in response 
to the failure of Keynesian Economics to explain stagflation. Prices were rising, 
primarily because of the oil embargos which forced prices higher based on cost 
rather than demand. Therefore, like increases taxes, it merely reduced the net 
disposable income despite the gross amount risen they ended up calling 
“STAGFLATION” – rising prices that did not result in economic growth. Under the 
Keynesian Model, there was no such exception for that scenario because it was 
purely based upon a one-dimensional construct of the economy predicated 
entirely upon demand. Consequently, if prices rose the economy was also 
supposed to expand in growth based upon demand. Volcker realized back then 
that Keynesian Economics had failed, yet he still raised 
interest rates into 1981 based upon the Keynesian 
demand model lacking any other tool whatsoever or 
theory. Volcker’s actions were still entirely based upon 
Demand Economics presumptions. 

There emerged what became known as the New 
Classical Economic movement led by Robert Lucas Jr. 
(born 1937) and Monetarist Economic theory criticisms 
of Milton Friedman (1912-2006) respectively which 
forced the rethinking of Keynesian Economics.  

Lucas argued that it was impossible to forecast economic changes based on 
previous relationships such as Keynes’ consumption function because such 
aspects were not structural and could vary with respect to changes in 
government policy variables. This simply became known as the Lucas Critique 
which he claimed explained the paradigm shift that occurred during the 1970s. 
Lucas saw that in macroeconomic theory that it moved toward establishing 
micro-foundations, which are simply the microeconomic behavior of individual 
agents including business firms and households. He believed that the key 
underlying foundation of economic theory was human behavior.  

Lucas’ arguments called into question the entire Keynesian model and led to 
the proposition that all macro models should be based on microeconomics. Yet, 
this complicated approach was still based upon presumptions of human 
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behavior without understanding the overall trend 
set in motion by herd instincts. No every person 
acts rationally but will respond based upon what 
everyone else is doing at that moment- i.e. 
Milgram’s Obedience to Authority. 

In the case of Milton Friedman, he is best known 
for reviving interest in the money supply as a 
major determinant of the nominal value of 
output. In other words, the Quantity Theory of 
Money. Monetarism has been what defines all this 
talk that we would see hyperinflation because of 
the Quantitative Easing by central banks. Here too, the failure has been its one-

dimensional assumption. What it is missing is the 
confidence of the people. Even increasing the supply of 
money has utterly failed to produce inflation when the 
people have no confidence in the future and thus the 
hoard the cash for a rainy day.  

We even find hoards of debased Roman coins during a 
period of political instability.  People will simply hoard 
money, even when debased, if they have no confidence 
in what comes tomorrow. This has led to the cries by 
various economists to cancel the currencies and move 

100% to electronic to stop people from hoarding cash which they recognize has 
defeated the Quantity Theory of Money. As always, instead of reviewing their 
theory and comprehend why it has failed, inevitably the solution they seek is to 
compel the economy and people comply with their ideas.  

Now we face yet another change to the economic theories used to manipulate 
our lives. The new Modern Monetary Theory of money has emerged becausze 
they have witnessed the increase in the money supply with Quantitative Easing 
and concluded that they can just print money without restraint and there will be 
no inflation. They propose injecting Marxism whereby they raise taxes on the 
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upper class to create a new 
economic Utopia where recessions 
and market crashes are forever 
extinguished from our daily lives. 
They fail to look closely at Europe or 
Japan and observe while there has 
been no inflation, they have 
created anemic economic growth 
at best. They ignore the fact that 

the rich create jobs through investment whereas government created jobs 
siphon off wealth reducing economic growth. 

After the 1970s and the apparent failure of Keynesian Economics, the rise of 
these other theories emerged in an effort to try to explain the development of 
stagnation which is a period of slow economic growth with relatively high 
unemployment that is accompanied by rising prices (inflation).  

The development of these various economic theories all continued to be 
constructed upon the underlying proposition of John Maynard Keynes (1883-
1946) that the government possessed the power to manage the economy which 
was in truth following Karl Marx (1818-1883). What emerged, has become known 
as the New Keynesian Model, which has been the merger of Keynesian 
Economics (demand) with the Monetarist view based on the Quantity Theory of 
Money. This merger has resulted in a major shift in the fundamental focus of how 
economic models have been viewed. There has been a move toward a 
monetary exchange economy perspective, as opposed to a barter economy. 
Hence, it became more about cash and credit controlled by central banks 
rather than the simple exchange of goods between individuals or businesses.  

Therefore, under Keynesian Economics government bonds were the influential 
factor in long-term interest rates that led to the idea of buying in long-term 
government bonds by the central bank to lower long-term rates within the 
economy. The long-term rates are NOT established by a central bank but are 
set by the free market. The economic focus therefore shifted to the central bank 
to control interest rates on the short-term in theory to control demand under 
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Keynesian Economics. The central bank 
assumed the role of manager of 
inflation post-Great Depression. What 
has emerged recently post-September 
2019 has been the assault on short-term 
rates within the free market forcing the 
Federal Reserve to intervene to defend 
its own power which is now the Repo 
Crisis. The original design of the Fed in 
1913 was simply to manage the capital 
flows between the regions within the 
domestic economy with each branch 
acting independently to provide 
stability for the banking system. It was 
NOT the master of inflation. 

While the Fed was considering lowering 
interest rates in the fact of an inverted 
yield curve into August 2019, they were 
also being lobbied to help Europe and 
Japan which were pleading for the Fed 
to lower rates because they are 
trapped. Hence, faced with the 
pressing inverted yield curve as long-
term rates were pressing lower as 
capital was fleeing from Europe in 
particular, the free market had other 
plans with the Repo Crisis emerging on 
September 17th, 2019 which forced the 
Fed to halt its policy to lower rates in 
sympathy. 

The Inverted Yield-Curve was being 
touted as a major indicator that a 
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recession was upon us. This was why the Fed was lowering rates on August 1st, 
2019. On August 15th, the St. Louis Post-Dispatch of St. Louis, Missouri was printing 
the story written by the Washington Post which was virtually cheering a recession 
to defeat Trump – their arch enemy. 

We can see that the policy objectives of the Federal Reserve were viewing the 
inverted yield-curve as recessionary and therefore were lowering rates to 
accommodate Europe and Japan. Little did they understand that this was all 
being driven by capital inflows pouring into the dollar particularly from Europe. 
As the free markets showed, the fears rising from European banks set in motion 
the Repo Crisis by mid-September 2019. 
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This shift in focus of the role of the central bank post-Great Depression under 
Keynesian Economics to manage “demand” through the manipulation of 
interest rates has come to a climax. The whole negative interest rates has killed 
Keynesian Economics and encouraged domestic hoarding of cash and capital 
flight to other currencies. This now also resulted in the free markets confronting 
that assumed power erupting into a Repo Crisis. Raising the interest rate is 
supposed to reduce demand for assets and result in making “Cash is King.”  

 

Therefore, we have already seen a shift from using government bonds as the 
main economic indicator to short-term rates on money. Consequently, the Fed 
was forced to intervene into the Repo market to maintain its only power over 
short-term rates. Its attempt to lower rates at the start of August resulted in a 
complete reversal of direction in September. Then the Fed funds rates were in 
jeopardy of rising by the Invisible Hand of the free market. The economy has 
shifted to very short-term central bank money which is precisely the crisis in the 
Repo market. Consequently, the Federal Reserve cannot lower rates as long as 
there is a liquidity crisis in the Repo Market. 



The End of Keynesian Economics? 
 

71 
 

The New Keynesian Model has 
emerged as a model based on a 
monetary exchange economy in 
contrast to a barter economy based 
on transactions. The rate of interest is 
the rate of interest paid on central 
bank money, rather than on 
government bonds. The free markets 
are raising the interest rate on short-
term money which normally reflects 
a coming recession as the demand for cash rises against assets. However, we 
are witnessing a different version where there is a demand for US dollars in both 
cash and assets in contrast to the collapse in demand for the external currencies 
in Asia and Europe. Therefore, we have already seen the shift the old theory that 
interest rates up and stocks down. That has simply failed in this new version of a 
financial crisis. 
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Fed’s Changing Focus 

 

nce upon a time, the Federal Reserve was simply created to secure the 
banking system. Post-Keynesian Economics, the Fed was charged with 
managing the demand within the economy to control inflation. It was 

theorized that the Fed could control the business cycle completely and manage 
the economy eliminating depressions and recessions. 

Suddenly, the Fed was then charged with Monetary Policy rather than the 
overlord of the banking system, yet it had no control over the fiscal policy 
spending of politicians. Then the Fed began to be impacted by external factors 
with the advent of World War I and the movement of capital flows globally even 
before it opened its doors. It has still been trying to figure out how to deal with 
external factors it cannot possibly control – namely international policy and fiscal 
policy objectives.  

While the Federal Reserve has injected tens of billions to calm the short-term 
lending markets known as the Repo Crisis, it is totally powerless to influence the 
international policies of negative interest rates in Europe or Japan, As public 
confidence is declining domestically, the Fiscal Policy carried out through the 
U.S. Treasury Department has only complicated the job of the Federal Reserve. 

O 
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The Treasury must raise the money that politicians are spending, and it too has 
no control over the politicians. The Treasury Department must cope with higher 
spending by Congress, which is also creating large swings in the amount of 
money it has on deposit with the Federal Reserve. Some argue that this which 
also undercuts the Fed’s ability to keep bank reserves stable. During last year, 
there was a large shift in cash from the Treasury which drained liquidity from the 
banking system that some contend contributed to the Repo Crisis. Some 
maintain that this is putting greater strains on the Fed’s reserve management 
and funding markets. However, the deficits have not ballooned upward to 
warrant this as a cause. 

The Treasury General Account at the Fed operates as the government’s 
checking account. Money comes in when taxes are paid out of bank accounts 
of individuals and corporations (which drains banks’ reserves held at the New 
York Fed) and money goes out when the government pays its bills (which does 
the opposite). 

Treasury Disinformation 

It appears that there is a disinformation campaign taking place to try to place 
the blame on the rising deficits. Under the Obama administration, Treasury back 
in 2015 maintained a policy of keeping at least 5 days’ worth of cash on deposit 
which was a minimum of $150 billion. By 2019, the balance has averaged $303 
billion, versus about $240 billion in the prior four years. Arguing that the swings in 
the Treasury deposits between $450 billion to $112 billion is contributing to the 
Repo Crisis. I do not find any evidence that this is the source of the crisis. 

Some have even proposed that the Treasury could help by shifting its deposits 
to the big commercial banks instead of the Fed. This seems to be a really brain-
dead idea for the Repo Crisis is all about the fact that private banks do not trust 
other private banks and prefer to deal with the Fed. Even Treasury Secretary 
Steven Mnuchin has commented on that suggestion that it would only lead to 
even bigger financial-stability problems. Then the Federal government would 
depend on a private bank and obviously it would have to be bailed out or the 
government would fail and that includes Social Security checks. Fed Chairman 
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Jerome Powell last December 2019 was forced to 
respond to such a stupid proposal. He said that the 
Fed officials had not discussed the topic with their 
Treasury counterparts.  

Monetary Policy 

Milton Freidman’s (1912-2006) criticism of the Fed 
during the Great Depression was their refusal to 
monetize gold inflows thereby failing to expand the 
money supply. Friedman reasoned that the Great 
Depression was caused by the Federal Reserve 
allowing the sharp decline in the money supply that took place during the period 
1929–1933. In other words, the Fed turned a normal recession into a depression 

by failing to implement an 
expansionary monetary 
policy in the early 1930s – i.e. 
austerity! 

The Fed’s austerity led to 
over 200 cities issuing their 
own money just to be able 

to conduct business. This became known as Depression Scrip. The fact that we 
find such a wealth of private currency being issued during the Great Depression 
does confirm Friedman’s point. 

 

Again, the Monetarist focus was purely on the supply of money in the system no 
doubt contrinuted to the crisis of the Great Depression. However, the bank 
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holiday of 1933 undermined 
the entire confidence in the 

economy and banking system. People hoarded 
their cash and would not spend it. There were 
some 9,000 banks that failed. That was not an 
inspiration of confidence. 

 

The Bank Holiday was called following a month-
long run on American banks based on rumors 
that Franklin Delano Roosevelt was going to 
confiscate everyone’s gold which he denied 
during the election. Roosevelt proclaimed a 
Bank Holiday, beginning March 6th, 1933, which 
shut down the banking system and sent the US 
dollar into a turmoil internationally.  

The Justice Department even sought to 
prosecute people for hoarding gold. A New York 
attorney named Frederick Barber Campbell had 
on deposit at Chase National Bank of over 5,000 
troy ounces (160 kg) of gold. When Campbell 
attempted to withdraw the gold, Chase refused, 
and Campbell sued Chase (Campbell v. Chase 
Nat. Bank of City of New York, 5 F. Supp. 156 
(S.D.N.Y. 1933)).  

A federal prosecutor then indicted Campbell on 
the following day (September 27th, 1933) for 
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failing to surrender his gold. This became the first attempt to criminally prosecute 
people for not turning over their gold. In the end, the prosecution of Campbell 
failed. Nevertheless, the authority of the federal government to seize gold was 
upheld, and Campbell's gold was confiscated. It stands as a warning about 
leaving your gold in any facility.  

World War I & the Federal Reserve 

On July 28th, 1914, World War I began with Austria-Hungary's declaration of war 
against Serbia. Three days later, on July 31st, the London Stock Exchange closed, 
and this left New York Stock Exchange vulnerable forcing it to close on the 
presumption that a panic would unfold in the financial markets because of 
European liquidation. Indeed, nearly all other world stock exchanges were 
already closed at that time. Eventually, the New York stock market was 
reopened on December 12th, 1914.  

It was clear that European investors prepared to liquidate their holdings of U.S. 
stocks and bonds to transfer gold to Europe to pay for the Great War. The 
Europeans had already taken $83 million in gold since May 1, 1914, which was 
the largest outflow of gold over any consecutive three-month period since the 
Panic of 1899 when the Bank of England doubled its interest rates to fight 
speculation. There was considerable concern that a stock market would crash 
as Europeans were in desperate need of cash which would only increase the 
gold exports that would result in a financial panic and economic collapse. 
Keeping the Exchange closed was seen as essential to get the Federal Reserve 
up and going. 

The coincidence of World War I taking place at the same time of trying to launch 
the Federal Reserve certainly caused a structural problem. President Wilson and 
Treasury Secretary McAdoo wisely saw the stock market as a serious threat in the 
face of foreign liquidation which would have jeopardized facilitation of the birth 
of the Federal Reserve System. Interestingly, John Maynard Keynes emphasized 
the importance of gold in establishing financial credibility. He argued that 
London’s position as the world’s leading financial center would surely be 
jeopardized if Britain suspended gold payments. It was Keynes who advised the 
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British government during this time period in his memorandum of August 3, 1914: 
“…the vital point is that we should not repudiate our external obligations to pay 
gold until it is physically impossible for us to fulfill them.” Milton Friedman and 
Anna Schwartz wrote: “The Aldrich-Vreeland Act succeeded on the one 
occasion it was used, the outbreak of World War I.” id/1963, p.441. 

Indeed, on August 1st, 1914, Germany declared war on Russia. France declared 
war on August 3rd and Britain joined on August 4th. Austria-Hungary also declared 
war on Russia and Japan declared war on Germany also during August 1914. 
Great Britain and France declared war on Austria-Hungary on August 12th. By 
August 25th, Japan declared war on Austria-Hungary.  

 

Germany abandoned the gold standard replacing 
the gold mark with the new German Papiermark as 
the official currency of Germany for World War I on 
August 4th. On August 7th, the Currency and Bank 
Notes Act in Great Britain gave wartime powers of 
banknote issue to the Treasury. 

The Federal Reserve Act had only been signed into 
law on December 23, 1913, and it required that gold 
be held as backing for Federal Reserve Notes. 
Congressional hearings on President Wilson’s 
nominations to the Federal Reserve Board were still in progress when World War 
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I began, and the regional Federal Reserve banks had 
not yet been organized. Eventually, Benjamin Strong 
(1872-1928) became the first Governor of the Federal 
Reserve Bank of New York in October 1914. 

In August 1914 the Wilson Administration 
demonstrated how to control a crisis without a 
central bank. Such financial crises frequently present 
a double threat: (1) a drain of funds from the banking 
system; and (2) capital flight from the country as a 
whole. The initial reaction was a capital withdraw 
from the USA to fund the war in Europe, but then as 
tanks began rolling down the streets in Europe, the capital turned to a flight back 
to the dollar. 

The Wilson Administration in 1914 was in a 
difficult spot as World War I emerged. The USA 
could not afford to allow its gold reserve to be 
depleted when it was in the midst of a major 
structural shift in creating the Federal Reserve. 
If the gold reserve was lost, then the credibility 
of the Federal Reserve would have come into 
question.  

The regional Federal Reserve banks did open 
on November 16th, 1914, almost a month 
before the reopening of the New York Stock 
Exchange. President Wilson and Treasury 
Secretary William Gibbs McAdoo (1863-1941) 
invoked the Aldrich-Vreeland Act to justify 

lending freely. In order to stop the gold outflow, they shut down the New York 
Stock Exchange to prevent foreign liquidations which prevented any default of 
the gold standard thereby maintaining American financial credibility. Hence, the 
Wilson Administration suspended the convertibility of the dollar to further 
maintain the integrity of the United States in the face of a global financial panic.  
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Treasury Secretary McAdoo declared a financial crisis under the Aldrich-
Vreeland Act, which provided the authority to issue emergency currency. This 
allowed the Federal Reserve to decide the timing and magnitude of securities 
to deposit as collateral for the issue of this additional currency. This measure was 
taken to address the liquidity crisis as people instantly began to hoard cash. It 
was this authority under the Aldrich-Vreeland Act that allowed for the success 
of this emergency issue of currency to ease the liquidity crisis. 

When Congress created the Federal Reserve, a completely new currency came 
into existence. There were two types of currency issued under the Federal 
Reserve. The main system currency was simply known as the Federal Reserve 
notes. Then there were the Federal Reserve Bank notes which were issued by the 
independent branches. 

 

The Federal Reserve notes of 1914 were issued in all denominations from $5-
$10,000. They were issued by the United States to the 12 Federal Reserve banks 
and through them to the member banks and the public. The notes were not 
issued by the banks themselves as were the Federal Reserve Bank notes (known 
as National Currency) and the obligation to pay the bearer was borne by the 
government and not by the banks. Hence these notes were not secured by the 
United States bonds or other securities.  

Therefore, the Federal Reserve Notes were the emergency issue which was not 
secured by any certified means of backing. The Federal Reserve notes simply 
stated: “United States of America will paid to the bearer on demand.”  
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The first issue of early 1914 had red seals. Then as World War I broke out, red ink 
could no longer be imported, and this the emergency issue appeared with blue 
ink seals. Notes with the red seals are rare and worth a lot more to collectors 
than the blue seal notes. This reflects the extent of the emergency note issue at6 
this critical time of getting the Federal Reserve off and going. 

 

The Federal Reserve Bank notes are inscribed “National Currency.” The first series 
to be issued by the independent lower level branch banks of the Federal Reserve 
was dated Series of 1915 and consisted only of $5, $10 and $20 denominations. 
They were only issued by the Atlanta, Chicago, Kansas City, Dallas, and San 
Francisco.  

How these notes different from a banking perspective 
compared to the emergency issue is very interesting. The 
obligation of this issue was to pay the bearer on demand 
only by that specific Federal Reserve branch. The 1915 
series stated it was “secured by United States bonds 
deposited with the treasurer of the United States of 
America.”  

The next later issue of 1918 stated, “secured by the United States bonds or the 
United States certificate of indebtedness or United States one year gold notes 
deposited with the treasury of the United States of America.” 
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There were several important developments at this time as well such as on 
January 25th, 1915 telephone service began between New York and San 
Francisco for the first time enabling faster domestic communication. Then later 
that year, the New York bankers granted a 500 million loan to Britain and France 
at 5% on October 15th. 1915. 

The following year, on September 8th, 1916, Congress enacted the Emergency 
Revenue Act which doubled income tax rates. It also added the estate tax 
(death tax) and munitions profits tax because Americans were supply Europe 
and that was perceived as profitable. They also established the Tariff 
Commission. 

 

Wilson was reelected as President on November 7th, 1916. Then on February 3rd, 
1917, the USS Housatonic was sailing from Galveston, Texas, on January 6th, 1917 
with a cargo of wheat and flour on its way to Liverpool. It was stopped by a 
German submarine and inspected. The German commander ordered the crew 
to abandon the ship which they did, and they sunk it on the grounds that the 
vessel was carrying foodstuffs to an enemy belligerent. That was the excuse for 
the U.S. to break diplomatic relations with Germany. 

On March 3rd, 1917, Wilson imposed the Special Preparedness Fund Act which 
provided for excess profit taxes and higher inheritance taxes. The next month on 
April 2nd, 1917, Wilson called a special session of Congress for declaration of war 
against Germany.  
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Fiscal Policy 

The initial creation of the Federal Reserve was completely independent when it 
was enacted in 1913. Many conspiracy advocates 
point to the fact that the major banks are 
shareholders of the Fed. What they miss is that in 
1913, the Fed was created to support the banking 
system and it was envisioned that the banks would 
become its shareholder and that was the funding 
any future for bailouts as J.P. Morgan (1837-1913) 
had arranged during the Panic of 1907. It was 
Morgan who a consortium of banks to lend to other 
banks in New York City to prevent a contagion bank 
run that would have brought them all down. It was Morgan’s model upon which 
the Federal Reserve was organized. 

The only manner in which the Federal Reserve would “stimulate” the economy 
was by purchasing short-term corporate paper to keep the economy stable 
when banks were unable or unwilling to lend. This enabled major corporations 
to find funding, so they did not have to lay off their work forces. With the passage 
of time and the changing economic theories, the structure and authority of the 
Federal Reserve continued to change with each passing financial panic. 
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World War I resulted in the first issue of government Liberty Bonds to fund the 
expense of “The Great War” on April 24th, 1917. The entire allotment of the First 
Liberty Bond issue of $2 billion worth was sold in denominations of $50 to $10,000. 
The $50 and $100 denominations enabled lower income groups to participate, 
while the higher denominations were purchased by high-income individuals, 
banks, and by U.S. corporations to pay dividends to shareholders. For example, 
U.S. Steel purchased $125 million in Liberty Bonds and the interest received 
contributed to its own dividends. 

 

The Federal Reserve Act was amended on June 21st, 1917. The Wall Street Journal 
reported: “Reserve Act Amendments Contain Novel Features.” Indeed, this 
change to the authority of the Federal Reserve directed the bank to establish 
branches eliminating any confusion with respect to whether it was a 
discretionary or mandatory directive of Congress.  

The Act of 1917 also clarified that any state bank which became a member 
bank of the Federal Reserve would retain its corporate powers under state law 
respecting the Separation of Powers.  

US Gold certificates were to be counted as part of the gold reserves of the 
Federal Reserve Bank. However, this amended version of the Federal Reserve 
act of 1917 authorized the Federal Reserve to issued notes on the security of the 
15-day notes of member banks secured by any eligible commercial paper or 
by bonds or notes of the United States. Therefore, the Federal Reserve Bank Notes 
were allowed to be backed by private debt.  
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However, it also authorized the Federal Reserve to be able to have accounts in 
foreign countries as a correspondent bank. With respect to Federal Reserve 
Notes, they were to be backed by gold or gold certificates issued by the US 
Treasury, which was a distinct difference where they had no backing 
requirement whatsoever. Nevertheless, the 1918 series note makes no mention 
of such a change. 
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Section 17 of the Act was perhaps the most interesting. It repealed any provision 
of law requiring national banks to maintain a minimum deposit of bonds with the 
Treasurer of the United States. It also mandated that member banks had to then 
transfer all reserves to the Federal Reserve itself. Consequently, member banks 
were no longer allowed to maintain their reserves in their own faults. This was a 
major structural change. 

Financing the war was greatly simplified by the Federal Reserve, which lent freely 
to banks at low interest rates. The banks, in turn, bought higher yielding 
government bonds or lent to borrowers who then bought the bonds. In the end, 
about half of all the American families bought war bonds, most between $5 and 
$100 worth, but half of the total sum sold were purchased by financial institutions 
for their own account in $10,000 increments. 
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Some complained that the interest rate of 3.5% was too low. This this was the 
same as other government instruments, and the interest on these bonds was tax 
exempt except for estate and inheritance taxes. Given the fact that with the 
maximum tax rate then of 67%, a bond paying a 3.5% federally tax-free interest 
rate was equivalent to a risk-free taxable 10.6% yield. 

The wartime economy surged, interest rates rose, and bond prices fell. The crash 
in government bonds persisted for 3 years – 1917 – 1920. There were four issues 
of Liberty Bonds: 

• Apr 24, 1917 Emergency Loan Act issue of $5 billion in bonds at 3.5% 
• Oct 1, 1917 Second Liberty Loan offers $3 billion in bonds at 4% 
• Apr 5, 1918 Third Liberty Loan offers $3 billion in bonds at 4.5% 
• Sep 28, 1918 Fourth Liberty Loan offers $6 billion in bonds at 4.25% 
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There was a total of four Liberty Loan Bond issues and one Victory Loan Bond 
issue. Of the $24 billion in total subscriptions offered, $21 billion dollars of bonds 
were issued. The average purchase of five issues was $445. Analyzing the 
denominations of the war bonds still outstanding as of June 30, 1920, only $3.9 
billion or about 20 percent, were issued in the denominations of $50 and $100, 
representing average Americans with modest means who supported the war 
effort. As a point of comparison, the financial cost to the U.S. of WWI was 
approximately $32 billion, or approximately $500 billion in current dollars. 

 

Because of the collapse in the value of the bonds, most of the first two issues of 
Liberty Bonds were redeemed or “converted” to higher rate issues. Those bonds 
converted were exchanged into the “First Liberty Bond Converted” or “Second 
Liberty Bond Converted” issues. The first two Liberty Loan Bond issues that were 
not redeemed or converted are among the rarest of the bonds issued. Many of 
these bonds have not survived the last nine decades because they were 
redeemed due to the need for money during the Great Depression of the 1930s. 
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With World War I, the Federal Reserve began to buy government paper rather 
than corporate. They never restored that fundamental structure which was 
critical to the economy to provide support to corporations when banks could 
not or would not lend. Moreover, each 
branch of the Federal Reserve 
maintained its own interest rate prior to 
1935. Therefore, at least that structure 
remained intact until Roosevelt took 
power.   

In 1916, as a debt-to-GDP share of the 
economy the debt accounted for just 
2.7%. The surge in debt associated with 
World War I was financed largely by 
selling bonds to the US public. (By the 
time the US entered the war, pretty much 
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all the other major powers were already in it up to their necks, and thus, didn't 
have any money to lend.) 

In the aftermath of the war, the Uncle Sam hit a new record high debt-to-GDP 
of about 33%, with more than $25 billion in debts. But with a combination of 
budget surpluses, expenditures aimed explicitly at paying off debt early, and 
payments from the losers of war, the US made significant progress in paying 
down the debt. It fell by more than $9 billion by 1930, a reduction of more than 
a third. 

 

The 1933 Banking Act 

The 1933 Banking Act established FDIC insurance. However, the most important 
aspect of this 1933 legislation was the separation of commercial and investment 
banking which became known as the Glass–Steagall Act. In the 1999, Goldman 
Sachs led the charge to overrule Glass-Steagall which was successfully done 
under President Clinton who signed the Gramm-Leach-Bliley Act.  

The 1933 Banking Act also established the Federal Open Market Committee 
(FOMC) which had a direct impact on the Federal Reserve. However, the 1933 
FOMC did not include voting rights for the Federal Reserve Board, which was 
revised by the Banking Act of 1935 and amended again in 1942 to closely 
resemble the modern FOMC. 
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The 1935 Structural Change to the Federal Reserve 

The entire design of the Federal Reserve was predicated upon the experience 
that although the United States was one political nation, it was not a single 
economy. Some regions were focused on commodity production and other 

manufacture, with still others were money 
centers for international finance. The very 
deliberate purpose of the framers of the 
Federal Reserve Act was to secure 
DECENTRALIZED banking and currency control 
to prevent the centralization of banking and 
financial control in 
Washington or New 
York City.  

Although a Democrat, 
Senator Alva B. Adams 
(1875–1941) who had 
represented Colorado 
in the United States 
Senate from 1923 until 
1924 and again from 1933 to 1941 was a man 
of integrity. He was perhaps the only one who 
spoke out against Roosevelt in the grab for 
power that destroyed the very design of the 
Federal Reserve transforming it to a centralized 
power ruled in Washington. 

The Banking Act of 1935 gave the Board of 
Governors control over other tools of monetary 
policy. The act authorized the Board to set 
reserve requirements and interest rates for 
deposits at member banks. The act also 
provided the Board with additional authority 
over discount rates in each Federal Reserve 
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district. There was no more independence among the branches. It became one 
size fits all. 

 

It did not take long for Roosevelt to abuse the power he usurped in the 1935 
Act. In 1942, the Us Treasury insisted that the Federal Reserve support the bond 
market during World War II. During April 1942, the Treasury requested that the 
Fed formally commit to maintaining a low-interest rates peg at 3/8% on short-
term T-Bills to fund the war. The Fed complied and capped the rate at 2.5%. 

At the time, in order for the Fed to maintain the peg, it was ordered to give up 
control of the size of its portfolio as well as the money stock. That is also what has 
happened today with Quantitative Easing among all central banks. Frankly, the 
Fed back then maintained the low interest rate by buying large amounts of 
government securities, which also increased the money supply domestically at 
the time. Because the Fed was committed to a specific rate by the peg, it was 
compelled to keep buying securities even if the members of the Federal Open 
Market Committee (FOMC) disagreed. 
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Everything exploded by February 1951. Inflation had soared reaching 21%. As the 
Korean War intensified, the Fed faced the possibility of having to monetize a 
substantial issuance of new government debt coming out to fund that war. This 
only intensified inflation. Nevertheless, Harry S. Truman became president in 
1945 and it was his administration that continued to urge the Fed to maintain 
the peg agreement of 1945. 

The conflict erupted in full view. The Fed revolted against the politicians. Shortly 
thereafter, the Fed informed the Treasury that as of February 19th, 1951, it would 
no longer “maintain the existing situation.” The Treasury was caught in a crisis for 
it needed to refund existing debt and issue new debt, a situation all governments 
are still in today. They never pay off debt, they simply roll forever. 

The government had no choice but to negotiate a compromise under which 
the Fed would continue to support the price of five-year notes for a short time, 
but after that the bond market would be on its own. It was on March 4, 1951, 
when the Treasury and the Fed issued a statement saying they had:  

“reached full accord with respect to debt management and monetary policies 
to be pursued in furthering their common purpose and to assure the successful 
financing of the government’s requirements and, at the same time, to minimize 
monetization of the public debt.” 

 

If we look at the 1985 Plaza Accord, once again we see the US Treasury interfere 
with the Federal Reserve. The entire move to great the Group of 5 (G-5) was 
orchestrated by Secretary of the Treasury James Baker – not the Federal Reserve. 
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Paul Volcker was in charge of the Fed at that time. He bowed to the wishes of 
James Baker. 

With each crisis, the politicians have interfered with central banks and have 
distorted their very purpose. So, while many spin the conspiracies that the 
bankers are somehow in charge of the Fed, they fail to see that the bankers 
have zero power. The major directives are always coming from the politicians 
and they have constantly changed the focus of what the Federal Reserve is 
supposed to looks at or even do within the economy. 

  

Then with 2007, the Federal Reserve was granted powers to bailout anything that 
was too big to fail. In 2015, pressure from Congress to limit its power to prop up 
a troubled financial institution, the Federal Reserve adopted a new rule that 
would limit its ability to bail out failing financial institutions. The Fed announced 
that its board of governors approved a final rule for its “emergency lending” 
program, criticized as recognizing that there are some banks that are simply “too 
big to fail.” 

Under the new rule, the Fed will no longer conduct “emergency lending” to 
specific companies. Instead, under the new rules, the Fed said that it will now 
only consider emergency lending for “broad-based” problems, affecting larger 
market troubles. This is where the Repo Crisis has emerged. The Fed is supporting 
the market to prevent a rise in interest rates rather than an individual institution. 
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The passage of the Dodd-Frank Act back in 2010, increased the Fed’s authority 
to provide “emergency lending” to a failing financial institution which was limited 
to programs and facilities with "broad-based eligibility" that have been 
established with the approval of the Secretary of the Treasury. Under the new 
rule, this definition of “broad-based” to qualify as an emergency lending 
program has become qualified that “at least” five financial entities would be 
eligible to participate in. Under the new Fed rules, if five financial entities aren’t 
concurrently failing, there are no bailouts. That means it will not bailout an 
individual bank. The crazy thing here is the fact that the very purposed on the 
Federal Reserve in 1913 was to secure stability in the banking system. 

 

Rules are not laws. This still leaves the Fed’s new rule does open to future bailouts 
if we are still talking about a major money center bank that if it was allowed to 
fail would create a contagion among lesser smaller banks throughout the nation. 
The criticism that this leaves the door open for taxpayers to bailout banks we 
must note that the bank all repaid the $700 billion and the Fed has the authority 
to create elastic money which would not require raising taxes to bailout banks. 
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Clearly, “emergency lending” must as a practical perspective mean 
“discretionary lending.” If this were not true, then ironically the very original 
creation of the Federal Reserve would be destroyed. Yet, the Fed’s new rules 
also further prohibits bailouts to entities that are insolvent and cannot be 
rescued. 

The Fed’s rule also incorporates the requirement in the Dodd-Frank Act that the 
Secretary of the Treasury must also approve all Fed emergency lending 
programs. It also made clear that it must still find that "unusual and exigent 
circumstances" exist as a pre-condition to authorizing emergency credit 
programs. 

Indeed, once upon a time, the 
Federal Reserve was simply 
created to secure the banking 
system. Post-Keynesian 
Economics, the Fed was 
charged with managing the 
demand within the economy to 
control inflation. It was 
theorized that the Fed could 
control the business cycle 
completely and manage the 
economy eliminating 

depressions and recessions. The very purpose of independence was killed by 
Roosevelt in 1935 and then we have a never-ending series of usurpations of 
powers and controls imposed on the Federal Reserve. The very idea that the 
president is not to intervene with the Fed decisions on interest rates is rather 
absurd. The Federal Reserve is no longer anything what it was designed to do. 

The entire Marxists/Keynesian agenda has led to the usurpation of central banks 
and transformed them into merely another undefined branch of government. 
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The International v Domestic 

Perspective 

 

hen we look at markets, the most obvious realization from an 
international fund manager’s perspective has always been the 
golden rule: Currency is everything! You will never be interested in 

participating in a country where there is Country-Risk from a political perspective 
or one where the assets rise only in proportion to the decline in the value of that 
currency. All great speculative bubbles take place when both the assets and 
the currency are rising. Then international foreign investors will pour into that 
market when they can make money on both the asset and the currency. 

There are some exceptions which are major red flags. One of the famous 
forecasts we made was that the Japanese market would peak in December 
1989 and that would be a major bubble top followed by a prolonged bear 
market for up to 26 years. I was often asked how I could make that forecast 
compared to other bubbles like 1987 or even the 2007 Bubble? The Japanese 
Bubble was unique. The price advance in yen was far greater than it was for 
foreign investors. The assets rose greater than the currency and that warned it 

W 
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was primarily a domestic bubble. This distinction warns of a more profound 
economic crisis unfolding. 

 

Events such as the 2000 Dot.Com Bubble benefitted foreign investors more than 
domestic. In dollars, the NASDAQ Composite rallied 190% during the final stage. 
In terms of Euros, the rally was 253%. This is what I am talking about when the 
foreign investor benefits more from the currencies it reflects a global capital 
movement as compared to the Japan Bubble were the rally was greater in yen 
than in dollars. 

We must understand that there is a significant difference in Bubbles being 
international v domestic. All such Domestic Bubbles never end well and will result 
in structural decline which may at times even lead to civil unrest. This is because 
the first sellers are based on currency rather than assets. In the case of Japan, 
the advance in yen sucked in everyone who ever thought of buying stocks in 
Japan domestically which fundamentally destroys the savings and fundamental 
capital formation. This is far more destructive just as a bond collapse wipes out 
more people than a stock market crash in normal markets where people have 
believed in their governments.  

These subtle differences are extremely critical to the underlying foundation within 
an economy. Once that is undermined, it takes a very long period of time to 
rebuild that base. For example, with the Sovereign Debt Defaults of 1931 and 
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over 9,000 bank failures, it took 25 years before the Dow finally exceeded the 
1929 high in 1954. In the case of the Roaring 20s, the low in the US share market 
came in 1932 in just under 3 years. However, it was the collapse in the bonds 
markets which undermined the banking system and contributed to the defaults 
of 9,000 banks. That is what wiped out the capital formation, not the stock market 
decline. 

In the case of Japan, it was a 19-year decline 
from the 1989 high with the low in the Nikkei finally 
unfolding in 2008. However, even 26 years later in 
2015 the Nikkei still could only muster a rally back 
to 20952 or nearly 50% of the 1989 high. 

I have often told the story of how a personal 
investor bribed his way into an institutional session 
at the Imperial Hotel. He apologized but said he 
just had to talk to me. He had invested $50 million 
and bought the market at the very day of the 
high. He said it was his first purchase ever and he 
was in his late 60s. He said brokers had called him 
every day for 7 years and said the Nikkei rose 3%-5% every January. He watched 
for 7 years and saw they were correct. He bought the very day of the high and 
watched it crash thereafter. 

 

Most of the capital outflow from China has been its own people trying to get 
cash out. They were using Bitcoin to accomplish that. Country Risk centers upon 
a stable and important rule of law for without that, capital will never be 
attracted for investment. Once the rule of law crumbles into bias and corruption 
as we see today in the USA and Europe, this is part of the risk of investment that, 
with time, will destroy Western civilization. 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2017/07/Country-Risk.jpg
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Edward Gibbon wrote in his classic, 1776 Decline and Fall of the Roman Empire: 

“…the intolerable weight of taxes, rendered still more oppressive by the intricate or 

arbitrary modes of collection; the obscurity of numerous and contradictory laws; the 

tedious and expensive forms of judicial proceedings; the partial administration of 

justice; and the universal corruption, which increased the influence of 

the rich, and aggravated the misfortunes of the poor. “ 

Book III, Chapter 34 

Country Risk is a critical part of international investment. In 
assisting international companies with decisions where to 
locate plants or open up operations, the first criteria are 

always “Country Risk” which is all about the stability of the Rule of Law. How can 
you invest in any country if there is no reliable legal system to secure contracts 
or property? 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2016/11/risk.gif
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Contract Law began in Babylon. Hammurabi’s 
legal code required all agreements to be written 
down. This put an end to false claims. When we 
talk about investing in Europe, we do not even 
consider “Country Risk” because it is assumed 
the Rule of Law is stable. That is gradually 
changing. The insane fines are part of the 
process of the decline and fall. In the USA, you 
cannot sue banks for manipulation in NYC. The 
conviction rate in the USA is federal court is 
98.5%+++. They threaten and intimidate people 
and 98% takes plea deals because jury trials are 
rigged for the government. This too is destroying 
the foundation of the American economy in a 
slow gradual process. 

Consequently, China will surpass the United 
States and the West because our Rule of Law is 
collapsing. Courts rule in favor of government routinely and once that happens, 
no property is secure anymore. They are just confiscating cash presuming it is 
criminal in some way be it taxes or otherwise and they do not have to prove 
anything. This is demonstrating that the West will not be able to survive long-term 
without security of property. Hence, you can see it coming. If China respects 
property rights, then capital will migrate to Asia and leave the West due to the 
lack of a Rule of Law. 

Obviously, Country Risk is a factor that also determines the possibility of a bubble. 
Capital will simply not be attracted to a place where its capital is as risk. South 
Africa had created a Financial Rand all to prevent capital from moving out of 
the country. I was offered projects to advise on, but I would not be able to get 
the money out. Naturally, I declined. 

After the Iranian Revolution, they simply nationalized the oil industry. American 
companies lost all their capital investment. As countries swing left, the Country 
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Risk will rise. This will begin to impact markets where you see legislation that seeks 
to curtain foreign investment as it has been doing in real estate. 

 

Dow Jones Industrials during the 1920s, we can see that the highs and lows in 
terms of even Swiss francs differed greatly. In dollars, the high was 1919 with the 
commodity rally. In Swiss francs, the high was 1917 and the low was 1920 
compared to the 1921 low in dollars. The rally in Swiss was 631% whereas the 
dollar rally was only 504%. International perspectives are critical to understanding 
the market timing. In this case, the country risk was Europe because of the war. 
Hence, the capital flight was from Europe to America. In this case, we have a 
stark difference between the US Bubble into the 1920s compared to the 
Japanese Bubble of 1989. 
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Therefore, we must assess 
the correlation of a 
currency to a Bubble as it is 
unfolding. In the current 
situation, we can see that 
the rally in dollar out of the 
2009 low to the January 
2020 high was 354%. When 
we plot this in Euros, that 
same period produced a 
rally of 442%. 

This is why the rally this time 
around has been not only 
the MOST HATED BULL 
MARKET in history, but it has 
been entirely driven by 
capital inflows which is why 
the Dow Jones Industrial 
Index has been the leader 
on the way up. 

Certainly, we have had 
those blaming the Federal 
Reserve for the cheap 

interest rates. Yet, if the Fed responded as they did in 1927 and doubled the 
interest rates, then they will attract even more capital inflows. With interest rates 
at virtual 5,000-year lows outside the United States thanks to Quantitative Easing 
which has failed and trapped both the Bank of Japan and the European Central 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2019/05/DOW-JONES-dollars.jpg
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Bank, the Federal Reserve is in a position 
where domestic policy objectives have 
become hostage to international policy 
objectives. 

The Federal Reserve has been focused on 
the problem of the Negative Interest Rates 
in Europe and Japan. They have come to realize that there is a very serious crisis 
brewing outside of the United States which will totally eradicate their domestic 
policy objectives. The slightest uptick will be devastating to those economies, not 
to mention the losses on the outstanding long-term bonds which negative yields. 

 

Therefore, to understand the crisis and the capital flows to the dollar, we must 
understand the Country Risk, the currency, and the movement of the assets. 
What it is creating is a future collapse in confidence with respect to the 
governments actually being in charge of the economy. This is why I wrote that 
book, “Manipulating the World Economy.” This is all coming to an end. We are 
looking at, not inflation, but a massive shift in investment strategy from public to 
private. The Fed cannot raise interest rates to prevent a rally without undermining 
the sovereign debt globally. The game has changed. The politicians will brow-
beat the Fed because the Democrats are really Marxists and will scream at the 
Fed because their low rates are benefiting the rich. They are beyond brain-dead. 
The politicians are incapable of understanding the problem and they have 



The International v Domestic Perspective 
 

104 
 

become so confrontational that we can guarantee there will be no 
understanding reached because they are absorbed by this class warfare.  
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Misconception of Who is in 

Control 

 

 common misconception that prevails has been that central banks are 
actually in control of interest rates. Some do not understand how interest 
rates can rise when central banks are the only market maker. Others do 

not comprehend that if the debt crisis is outside the United States, then why is 
the Repo Crisis taking place within the United States? Some then wonder if there 
is an intense capital inflow into the USA, then why is that capital not financing 
REPOs in the United States? 

These are interesting questions which are predicated upon the assumption that 
governments are all powerful thanks to Marx and Keynes. Central Banks do not 
control long-term rates. They set the short-term rate such as Fed Funds and 
Discount Rate. That is what Quantitative Easing was all about. The central banks 
began to BUY the long-term debt in hopes of "influencing" the long-term rates 
by reducing the supply of government long-term debt and in theory then the 
free market would have been willing to buy private long-term debt such as 
mortgages. That failed because banks had no confidence in the real estate 

A 



Misconception of Who is in Control 
 

106 
 

market and were loaded to the gills with real estate debt which people were 
defaulting on.  

 
  

The Repo Crisis has begun in the states BECAUSE this is the only viable free market 
to speak of. Both Japan and Europe have destroyed the bond markets. The 
Repo Crisis is the manifestation of our forecast that we would enter a liquidity 
crisis by September 2019. We listed that as one of the major points to take home 
from the May 2019 Rome World Economic Conference. 

The Repo Crisis is a liquidity crisis 
because of the collapse in 
confidence. Banks are unwilling to 
lend to each other because they 
are deeply concerned about a 
crisis in the international banking 
sector. The Fed was lowering short-
term rates because the yield curve 
inverted on the 10yr-2yr during the 
3rd quarter 2019. Then the Repo 
Crisis hit on September 17th. The 
forced the Fed to stop its intended 
policy to lower rates for the Free 
Market dictated otherwise. 
The image that central banks are 
in control is an illusion. They too are subject to the Free Market. They are not in 

https://www.armstrongeconomics.com/wp-content/uploads/2020/01/Rome-WEC-May-3-4.jpg
https://www.armstrongeconomics.com/wp-content/uploads/2019/11/Repo-Rate-9-2019.jpg


Misconception of Who is in Control 
 

107 
 

control of interest rates are they like to make everyone believe. If that were true, 
then there would have been no Repo Crisis to start with.  
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The Fed v ECB 

 

he Federal Reserve does not need permission to create elastic money. It 
has the authority to expand or contract its balance sheet. However, it 
cannot simply print money out of thin air. The ECB is the only institution 

that can authorize the printing of euro banknotes. The Federal Reserve must 
back the banknotes by purchasing US government bonds. The Fed buys and sells 
US government bonds to influence the money supply whereas the ECB influences 
the supply of euros in the market by directly controlling the number of euros 
available to eligible member banks. This structure was created because of 
Germany's obsession with its own hyperinflation of the 1920s. 

Each member state retained its central bank and those central banks issue the 
banknotes -- not the ECB. Therefore, the ECB works with the central banks in 
each EU state to formulate monetary policy to help maintain stable prices and 
strengthen the euro. The ECB was created by the national central banks of the 
EU member states transferring their monetary policy function to the ECB, which 
in effect operates on a supervisory role. 

There are four decision-making bodies of the ECB that are mandated to 
undertake the objectives of the institution. These bodies include the Governing 
Council, Executive Board, the General Council, and the Supervisory Board. 

The Governing Council comprises six members of the Executive Board and 
Governors of the national central banks of the euro area member states. The 
Council members meet twice a month at the institution’s offices in Germany. Its 

T 
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primary function is the formulation of monetary policy for the Eurozone area. That 
means it makes the decisions on monetary objectives, interest rates, and the 
supply of reserves in the Eurosystem. 

 

The Executive Board comprises the President, Vice-President, and four other 
executive members appointed by the European Council. The executive 
members serve for an 8-year non-renewable term. The role of the Executive 
Board is to implement the monetary policy as defined by the Governing Council 
and manage the day-to-day operations of the ECB, alongside the Chief Services 
Officer. Also, the board prepares the Governing Council meetings and exercises 
power delegated to it by the Governing Council. It holds meetings every 
Tuesday. 

The General Council is a transitional body that carries out responsibilities taken 
over from the European Monetary Institute (EMI). It comprises the President, Vice-
President, and Governors of the national central banks of the EU member states. 
The body will continue to exist until all EU member states have adopted the euro. 
As of 2017, only 19 out of the 28 EU member states have taken up the euro as 
their single currency. This body is charged with fixing the exchange rates of 
currencies for countries preparing to join the Eurozone. 
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The Supervisory Board comprises the chair, vice-chair, four ECB representatives, 
and representatives of national supervisors. The board plans and executes the 
supervisory function of the ECB. It also proposes draft decisions for the Governing 
Council through the non-objection procedure. 

The ECB was granted a monopoly status on the issuing of banknotes in the 
Eurozone area. The ECB makes weekly announcements on the amount of money 
it wishes to supply and the minimum acceptable interest rate. Eligible banks that 
have provided collateral then place their bids for the ECB funds through an 
auction mechanism. Once the banks have obtained funds, they use them to 
advance loans to individuals and businesses all in theory. 

The European Central Bank is also responsible for banking supervision in all the 
EU member states. The ECB carries out this function through the Single Supervisory 
Mechanism (SSM) that comprises the ECB and competent national authorities in 
the member countries. Therefore, the ECB has the power to grant and withdraw 
banking licenses, conduct supervisory reviews, and set higher capital 
requirements to counter financial risks. The ECB directly supervises 124 significant 
banks that hold 82% of the banking assets in the Euro area.  

The tensions within Europe have never abated 
between members. The first President of the Bank 
was Willem Duisenberg (1935-2005), who was the 
former president of the Dutch central bank. The 
French objected and demanded that the ECB 
should be headed by a Frenchman, Jean-
Claude Trichet, because the ECB was to be 
located in Germany. A gentleman's agreement 
was finally reached whereby Duisenberg would 
step down before the end of his mandate and 
Trichet would become the head of the ECB in 
November 2003. He was replaced by an Italian, 
Mario Draghi, who became the head of the ECB 
between 2011-2019. Now we have Christine 
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Lagarde, who is French, taking over the ECB from Draghi. 

 

AUTHORIZATION 

The primary objective of the European Central Bank was laid out in Article 127(1) 
of the Treaty on the Functioning of the European Union. That stated its authority 
was to maintain price stability within the Eurozone which is rather vague. The 
Governing Council in October 1998 took it upon themselves to define "price 
stability" as meaning inflation of under 2% on “a year-on-year increase in the 
Harmonised Index of Consumer Prices (HICP) for the euro area of below 2%.” 
Therefore, the ECB was created differently from that of the Federal Reserve 
System which was intended to be simply an independent system where the 
banks were shareholders because that was a contribution to create the Fed 
outside of taxpayer money. Hence, the ECB has only one primary objective and 

https://www.armstrongeconomics.com/wp-content/uploads/2020/02/ECB-Article-127.jpg
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it was envisioned as a division of the government. The "price stability" has never 
been defined in statutory law which leaves a very wide view of interpretation. 

The Governing Council sought to confirm this definition of "price stability" in May 
2003. They clarified that “in the pursuit of price stability, it aims to maintain 
inflation rates below, but close to, 2% over the medium term.” Hence, all such 
lending to credit institutions had to be collateralized as required by Article 18 of 
the Statute of the ESCB. This so-called "clarification" is by no means a defined 
law.  Therefore, this vague directive of maintaining "price stability" is further 
complicated because, under the Treaty, it also directs that "the ESCB shall 
support the general economic policies in the Union with a view to contributing 
to the achievement of the objectives of the Union." This leaves the door wide 
open for the ECB under Legarde to suddenly declare that climate change must 
be a policy of the ECB. This clearly makes the ECB an arm of the EU Commission 
and not independent as is the case with the Federal Reserve.  

Since November 4, 2014, the ECB has been 
responsible for specific tasks concerning 
policies relating to the prudential 
supervision of credit institutions within the 
framework of the Single Supervisory 
Mechanism. As a banking supervisor, the 
ECB also has an advisory role in assessing 
the resolution plans of credit institutions. 

European Parliament & ECB 

The ECB President reports to the European Parliament on monetary issues in a 
quarterly Monetary Dialogue. The ECB also prepares an annual report on 
monetary policy which is presented before Parliament. Parliament adopts a 
resolution on this annual report. The new supervisory responsibilities of the ECB 
are matched with additional accountability requirements as laid down in the 
SSM Regulation. The practical modalities are governed by an Interinstitutional 
Agreement (IIA) between Parliament and the ECB. The accountability 
arrangements include the appearance of the Chair of the Supervisory Board 
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before the competent committee; answering questions asked by Parliament, 
and confidential oral discussions with the Chair and Vice-Chair of the 
competent committee upon request. In addition, the ECB prepares an annual 
supervisory report, which is presented to Parliament by the Chair of the 
Supervisory Board. 

 

Structural Difference Between the Fed v ECB 

The very structural design of the ECB v the Fed turns on the very fact that Europe 
rejected the basic idea of consolidating national debts from the outside. 
Therefore, the Fed buys government debt for back its currency and in 
Quantitative Easing, the Fed would buy federal government debt. 

The ECB structure is substantially difference whereby it simply creates money for 
there is no federal debt to back the currency. Therefore, the measures used by 
central banks to deal with such crises as we saw 2007-2009 vary significantly. 
These differences have never been looked out by the vast majority of analysts 
because they just assume that all central banks operate in the same manner 
with the same authority. The Federal Reserve and the European Central Bank 
(ECB) may appear on the surface to be similar because theyu both engaged in 
Quantitative Easing, however they followed distinctly different monetary policies 
that employed completely diverse financial controls to manage crises. 

As explained, there has been an evolution in central banking post-Great 
Depression as politicians have divested themselves of responsibility for even 
inflation shifting that responsibility to the central bank. Consequently, central 
banks have inappropriately become the authority responsible for a country’s 
monetary policy and the only issuer of printed bank notes and minted coins in 
an economy. The original purpose of the central bank to support the banking 
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system has devolved from bailouts to bail-ins all to allow politicians to avoid 
responsibility. 

Many regard today that the main purpose of a central bank is to manage the 
stability of its currency and thereby controlling inflation through the supply of 
money in circulation. This, of course, has been the result of adopting Keynesian 
Economics but we are witnessing the failure of such models. 

 

 

The structural flaw in baking is that the very design has been based upon the 
spread between short-term demand rates and long-term rates. The banks pay 
depositors the lower short-term rates and then lend out the money long-term 
and their profit is the spread. When an economy moves into recession, people 
need cash so they tend to save rather than spend and thus people borrow less 
so long-term rates begiun to fall. If confidence is shaken, then there emerges a 
bank run with people demanding to withdraw their cash. This forces the banks 
to call in loans to meet the demand for withdraw. Banks get in trouble when we 
normally enter inverted-yield curves when they are purely a domestic 
occurrence. 
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If it is perceived that the bank is in trouble, that is when we see what is known 
as a bank-run. People line up as a herd to withdraw their cash before the bank 
runs out and closes down. In some cases, the rumors can be unjustified. In 1931, 
a local bank had the name: Bank of United States. When people heard that 
bank would not cash a check, they assumed this was like the central bank of 
the country and a real bank panic was born. Eventually, the bank was closed. 
In the end, people recovered more than 90% of the money. 

For this reason, when a crisis strikes and commercial banks cannot cover the 
shortage in supply of money, they turn to the country’s central bank for 
additional funds. That was the original design to a central bank. The central bank 
must somehow provide these funds in order to keep the banking system from 
failing. That was the authority of the Federal Reserve to create Elastic Money 
allowing it to expand the money supply which would then contract when the 
crisis was over. 

Buying v. Lending 

The primary difference between the Fed and the ECB is structural. During such 
periods of a financial crisis, the Fed buys U.S. government debt (treasuries) to 
inject cash into the system. The the ECB is only authorized to lend money to 
governments and commercial banks within the Eurozone because there is no 
national European debt.  

The Fed buys treasuries whereas the 
loans granted by the ECB were originally  
supposerd to be short term (up to three 
months) and were to be secured by 
collateral which tuyrned out to be their 
own debt. When the loan period expires, 
the banks have to pay the money back 
to the ECB. However, the ECB has 
admitted it cannot reduce its balance 
sheet and has to roll the debt it has 
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bought under its Quatitative Easing program. In other words, they are trapped 
eternally. 

The Fed’s Quantitative Easing 

The Federal Reserve’s main response to the l2007-2009 Financial Crisis was to 
increase liquidity in the market through large-scale asset purchases which 
became known as Quantitative Easing (QE). This QE program pumped cash into 
the marketplace by purchasing in government bonds. After the main crisis was 
over, the Fed announced the tapering of its monetary policy in December 2013, 
and has been slowly reducing its monthly purchases on the back of improved 
economic performance. 

Because there is a United States bond market which did not go to negative 
rates, the Fed has been able to allow its debt holding to mature. This is exactly 
opposite of the position that the ECB finds itself in these days. The negative rates 
of the ECB has destroyed its bond market and that means there is no way to 
simply allow the debt holdings to mature thereby shrinking its balance sheet. The 
crisis faced by the ECB is that it has surrendered all its power and now is unable 
to extracate itself from its negative interest rates experiment. There are about 
$12 trillion of negative yield debt outstanding. 

The ECB Extended Maturities of Bank Loans 

The ECB’s inability to extracate itself from its negative interest rate experiment 
has forced it to maintain liquidity in a futile attempt to repair its lending system 
to commercial banks by extending the maturity of its outstanding loans. Uf the 
ECB called in its loans to member states, interest rates would explode. 

The ECB was force to change its monetary policy by increasing the maturity of 
its bank loans. What was three months eventually was extended to three years 
and even that has noi hope of resolving the crisis. These loans have been made 
available on a full-allotment basis, meaning that banks have unlimited access 
to the liquidity of the central bank, when providing adequate collateral. 
Definition of acceptable collateral has been eased in order to prevent a 
collapse of the entire financial system.  
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ECB’s Securities Markets Programme 

In 2010, when Greece was on the verge of collapse, the ECB introduced the 
Securities Markets Programme (SMP) and intervened intop the markets by buying 
Greek bonds. When traders saw the crack in the European debt markets, they 

turned on Spain. The programme had 
to be expanded to then also include 
purchases of Spanish and then Italian 
bonds up until its termination in 
September, 2012. The ECB justified the 
creation of the SMP through the need 
to ensure financial stability in the 
Eurozone. It has used vague 
language in its authority to expand its 
powers. 

The EU rules prohibit the ECB from 
helping a country unless it has agreed to a rescue program of EU partners. Then, 
for example, the Euro-watchdogs could buy up Italian government bonds in 
order to contain a rise in yields. This provides for a monetary policy emergency 
tool adopted in 2012 – called “OMT”. However, this has never been used before. 
The ECB, behind the curtain, fears that if they try to use this mechanism and it 
fails, as our model warns, then the CONFIDENCE in 
the entire EU system will collapse. 

The European High Court ruled in 2015 that the 
ECB may buy government bonds of member states 
to rescue the Euro. This is in direct contrast to the 
German Constitutional Court, which ruled that the 
ECB violated German sovereignty. “The program 
does not exceed the monetary powers of the ECB 
and is not contrary to the prohibition of monetary 
financing of Member States,” said the European Court. However, this pitted the 
European High Court in direct CONFLICT with the high court of Germany. 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2015/06/European-HighCourt.jpg
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The ECB then started its own aggressive Quantitative Easing programme. After 
launching the Banking Union, designed to coordinate monetary policy in a more 
cohesive way within the Eurozone, the ECB committed to buying €60 billion euros 
worth of member state government bonds per month. The European Central 
Bank also introduced negative interest rates in 2014 as a way to encourage 
banks to lend and boost the economy, 
instead of keeping their cash stockpiled. 
That measure has completely failed and in 
the process has trapped the ECB for it 
cannot now allow rates to rise. 

There is no question that there are stark 
differences between the FED and the ECB. 
The two banks are very different in nature 
and it remains to be seen whether the ECB 
will ever be able to escape its own madness.  
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What Are Interest Rates? 

 

he common definition of an interest rate is the price of future inflation. A 
lender will secondly consider credit risk. He will also charge different 
levels of interest based upon his view of the risk presented with a 

particular borrower. Therefore, aside from the changes in the quantity of money, 
the primary factor is the credit risk. Therefore, if people distrust a government, 
bank, or a borrower, the interest rate will rise in proportion to the risk that is 
perceived. Therefore, 
interest rates are 
determined by (1) 
inflation and (2) credit 
risk. 

This is what is behind the 
Paradox of the Bell 
Curve. Interest rates will 
rise exponentially when 
confidence collapses as 
the credit risk expands. 
This is why you will 
suddenly see interest 
rates rise dramatically when a country is perceived to be in trouble as was the 

T 
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case in Argentina or Russia 
which ended up in the Long 
Term Capital Management 
collapse of 1998. 

Therefore, the very reason the 
Repo Rate spiked to 10% 
during September 2019 had 
nothing to do with a shortage 
of cash, tax payments, or 
other assorted nonsense 
offered by people who seek 
air time to sell their products, 
but plain and simple a 

collapse in the confidence concerning who will be standing at the end of the 
day. It also really had nothing to do with the banks trying to force regulation 

changes. 

  

Interest rates are commonly used for personal loans and mortgages, though they may 
extend to loans for the purchase of cars, buildings and consumer goods. 

Lenders typically offer lower interest rates to borrowers who are low-risk, and higher 
rates to high-risk borrowers. While lenders typically set their own rates, competition for 
borrowers means lenders within a certain area usually offer comparable numbers. 

Aside from a borrower’s risk assessment, several outside factors may influence current 
interest rates. These typically include inflation, lower money supply or a high demand 
for credit. 

When interest rates rise, the economy may worsen due to a lack of affordable credit. 
Interest rates can influence corporate profits and government monetary policies. 
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The Great Experiment 

 

hen Larry Summers stood up and called for Negative Interest rates, 
many people were shocked while other called it brilliant. Negative 
Interest Rates were nothing more than an experiment on the 

economy much like a medieval doctor who bled people believing that all 
diseases were introduced to the body externally. Drain the blood and reduce 
the toxic poisons. If the patient died, it was never because they were bled too 
much, it was obviously because they did not bleed them soon enough.  

Those seeking to manipulate the world economy never see themselves as 
perhaps the disease. The entire theory of negative interest rates began with the 
idea being floated by Larry Summers with absolutely no reference in history to 
support this experiment. The interesting aspect 
of this is how the governments all assume no 
responsibility and point their fingers at central 
banks. They love to pretend that they can 
spend anything, but the central bank will 
sterilize whatever actions they take. 

W 
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August 2019 Key Turning Point 

Now, we have already witnessed that the Inverted Yield Curve bottomed in 
August 2019 and the Liquidity Crisis which manifested into the Repo Crisis began 
on September 17th, 2019. Here we need to look closely at the German 10-year 
bund. This is the best or the best in Europe.  

The German 10-year bond yield began to rise in August 2019 after establishing 
the major low one monthly BEFORE the Repo Crisis hit and in conjunction with 
the Inverted Yield Curve in the United States. The rate bottomed in August 2019 
at a minus -0.65%. Our Monthly Bullish Reversals on yield stand at -0.135% and -
0.01%. In January 2020 going into the ECM, the rate moved up to -0.26%. The 20-
year yield became positive (0.03%), and it has pushed the 30-year yield further 
into the positive. 

Germany’s 30-year bonds are infamous for the government’s efforts to sell them 
at a negative yield of -0.11% on August 21, 2019. The bonds were offered with a 
0% coupon – so no interest payments for 30 years – and at a premium, in order 
to achieve the negative yield of -0.11%. This effort that mostly failed: €2 billion of 
these insane bonds were offered, but there were only enough brain-dead 
investors to actually buy €824 million worth of a guaranteed loss for 30 years. That 
day marked peak-negative-yield absurdity. 
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The French 10-year yield transitioned into the positive going into the ECM turning 
point of January 18, 2020 for the first time since July 2019 closing in the positive 
(+0.023%) level, up almost 50 basis points from -0.45% at the end of August 2019. 

The Spanish 10-year yield which had come close to zero at the end of August 
2019 rose to 0.39% going into the ECM.  

The Belgian 10-year yield, which had declined to -0.38% last August 2019, also 
turned positive going into the ECM turning point for the first time since July 2019 
and closed at 0.02%, up 40 basis points from August 2019. 

The Italian 10-year yield, which never made it into the negative despite Draghi’s 
best efforts, rose some 30 basis points from 0.82% at the end of August 2019 
reaching 1.18%. 

Switzerland was the first country to actually sell new 10-year bonds with a 
negative yield back in April 2015. Here the yield on their 10-year had bottomed 
out at a negative -1.10% on August 16, 2019. Ever since August as this Liquidity 
Crisis has begun, the yield even in Switzerland has since soared 70 basis points 
to -0.40%. This clearly illustrates that the Repo Crisis has been a Liquidity Crisis 
which is causing interest rates to rise.  
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When we look at Japan, the second largest government bond market in the 
world which is no longer a free actual “market” since it is completely controlled 
by the Bank of Japan, here too we see that rates have risen even in the face of 
the government claiming their will buy unlimited amounts of government bonds. 
Since February 2018, the Bank of Japan has publicly announced it will buy 
unlimited amounts of government bonds to prevent interest rates from rising. 
Despite these pronounced, the 10-year yield on JGBs has risen from -0.29% at 
the end of August 2019 to -0.06% going into the ECM turning point. 

 

The unimaginable mountain of negative yielding debt had peaked in August 29, 
2019 at a staggering $17.03 trillion. Since then the outstanding negative yielding 
debt has dropped by $5 trillion, or by 30%, to $11.94 trillion going into the ECM 
turning point.  
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 Negative Interest Rates 

Where did this Insanity Come 

From? 

 
his turn in the Economic Confidence Model (ECM) may in fact prove with 
hindsight to be the end with perhaps the most absurd experiment ever 
attempted – Negative Interest Rates. This theory was unleashed on the 

world economy by people who have zero experience in the real world and have 
never ever traded a market to understand how they truly function. 

First, we have experienced the 
inverted yield-curve. As 
reported in the Chicago 
Tribune on March 26th, 2019, 

this warned of a potential recession coming. I wrote on March 28th, 2014, that 

T 
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despite the popular interpretation that this was foretelling of a coming recession, 
our model indicated there was no such threat. 

 

The yield on the 10-year U.S. Treasury bill fell below that of the 3-month note for 
the first time since 2007 during 2019. This is what everyone calls an Inverted Yield 
Curve and has usually been touted as an early indicator of a recession. As 
always, it appears that people just cannot handle complexity and seek to create 
a one-dimensional relationship. There are so many other variables that are 
unfolding which can result in an inverted yield curve especially capital flows that 
this sort of analysis is just amateuristic. 

What was very explicit was the fact that the Inverted Yield Curve was 
conforming to the Economic Confidence Model (ECM) which had been warning 
that as the global economy moved into recession post-2015.75, the capital flows 
were pointing to the United States. Consequently, U.S. economic growth 
declined, but it remained in the 2%-3% range only because of the intense capital 
inflows. 

Based on the capital flows, it was clear that the dollar would rise in the face of 
an economic contraction in both Europe and Japan. For this primary reason, the 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2019/03/US-Yield-CFurve-10-3-3-27-2019.jpg


Negative Interest Rates Where did this Insanity Come From? 
 

127 
 

yield curve has inverted particularly as Europe and Japan moved to negative 
interest rates. This external trend of negative interest rates created global 
uncertainty outside the USA. 

 

This Inverted Yield Curve was 
confirming that as the political 
chaos emerged around the 
world, the more foreign capital 
became attracted to park in the 
dollar. This complexity in the 
global financial markets was 
behind our forecasts from 2009 
that the US stock market would 
make new record highs. 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2017/10/CapInflow-USA-AE.jpg
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Indeed, the Euro peaked in 2008 and began its decline from $1.6036 to $1.0341 
in 2017. The bounce into 2018 was merely followed by the drop in 2019 which 
even closed the year below the low of 2018. 

The Repo Crisis is unfolding on schedule for the crux of it is emerging from a 
liquidity crisis driven by a combination of confusion as to what is going on and 
a distrust of the system which is becoming illogical. 

 

We can see that the 10-year premium to the 2-year has been in a major decline 
ever since peak in March 2011 at 2.84. The Yield Curve (10-2yr) did not invert 
but it fell to ZERO in August 2019. This is clearly showing the capital flight to the 
dollar. This was not reflecting a major recession in the USA, but it was pointing to 
a capital flight to the dollar primarily due to regulation and negative interest 
rates combined with the refusal to bailout European banks. 
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The Liquidity Crisis we forecast would begin in September 2019 manifested into 
the Repo Crisis as fear over European Banking escalated. With the no-bailout 
policy in Europe, this left American banks uneasy about dealing with any 
European bank which included HSBC. The fear that Europe would not cover 
losses would simply spread as a global contagion. The Fed could not bailout a 
European bank to stop the contagion. All it could do is cover loses in the USA 
encountered from a default by a European bank. 
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Creating the Euro 

The real liquidity crisis hit in Europe during the 2008-2009 Financial Crisis. The US 
bailed out the banks by taking the bad assets off their books. In Europe, they 
would not do that because it would mean money might flow from one member 
to another to bailout banks. Helmut Kohl insisted that to get Germany to agree 
to join the Euro, there would be no consolidation of debts because he did not 
trust Greece, Italy, or Spain for starters. He never allowed the German people to 
vote on joining the Euro for he admitted he would have lost 7 to 3. The entire 
structural flaw behind the Eurozone Banking Crisis can be traced to this demand 
of Kohl. 
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To appease Kohl, the fundamental principle behind the creation of the Euro was 
to leave each state with its own debt converted to Euros, each state’s central 
bank remained in place and would print Euros and mint coins for circulation. To 
then appease France, they insisted there would be a prohibition against issuing 

any coin that commemorated 
Waterloo and the defeat of Napoleon.  

Interestingly enough, Belgium defied 
the rule by issuing a commemorative 
2.5-euro coin but called it a 
commemorative which was NOT for 
general circulation.  

Great Britain also issued a commemorative 2-pound collector’s coin in 2015 also 
celebrating the victory at Waterloo. Both 
were for collector purposes and thus 
skirted around the prohibition included in 
the agreement for the Euro by the French. 
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Refusal to Consolidate Debts 

It has been this refusal to consolidate debts insisted 
upon by Kohl which has resulted in the 
destabilization of the Euro and the negative interest 
rates which began in June 2014. For you see, 
because bailouts were prohibited by the refusal to 
consolidate debts since capital could flow from one 
member to another, this meant that the toxic debts 
banks held on their books could not be purchased 

by the central bank to relieve the banks. The only other option was to employ 
negative interest rates in hopes that the banks could make enough money to 
cover their losses. However, since negative interest rates were adopted by the 
ECB in 2014, going into 6 years of this experiment and the banks have still been 
unable to recover. 

 

European banks were left with all the toxic losses from the 2007-2009 Financial 
Crisis and this experiment to cut interest rates to negative, hoping the banks 
would make money on their own to cover their losses. That never happened. So, 
Europe has been unable to recover at all because of that policy which refused 
to consolidate the debts. To add misery to insanity, because of the negative 
interest rates on the Euro, other central banks do not want to hold Euros because 
they in effect see this as an international tax on holding Euros which is going 
back to the EU. Hence, this is an indirect means of taxing Euro holdings regardless 
where they are being held. 
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Structural Risk of the Euro 

 

There arrives a time when the sins of the past come to demand their retribution. 
I warned that the structural design of the Euro was a complete disaster. The Repo 
Crisis is emerging because of this structural design flaw that has placed the entire 
world at risk of a financial disaster beyond all proportions of the 2007-2009 
Financial Crisis. This is only enhanced by the insanity of this experiment with 
negative interest rates. With $12 trillion outstanding of negative yielding debt, the 
potential losses are off the charts. 

Due to this structural crisis in Europe, there is nothing external international central 
banks can do to prevent this crisis, no less manage the fallout. The best they can 
do will be to stand behind their own local banks who may suffer losses from any 
transactions with a European bank that the EU refuses to bailouts. 

We face a global contagion never witnessed before in economic history. On 
top of that, we have fiscal irresponsibility clashing with monetary policy of central 
banks and there is no referee standing between this clash of titans. Furthermore, 
we have absolutely the worst possible political catastrophe unfolding where 
people who have true qualifications to manage a financial crisis of this 
magnitude have no interest in even coming close to politics. 

The analysis of this Repo Crisis has been the traditional domestic focus spun by 
people who have zero experience in international world capital flow analysis, 
economics, or basic comprehension of how the world economy operates. 

Germany has used the Coronavirus Scare to justify reversing its strict policies of 
anti-inflation. Germany has suddenly pledged to spend "whatever is needed" 
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to assist the economic impact of the coronavirus. 
Merkel promised that new policy during a press 
conference and Scholz of the SPD effectively 
confirmed. Meanwhile, Federal Minister of Economics 
Peter Altmaier says that given the Corona crisis, state 
investments in strategically important companies are 
conceivable. In other words, they are using the 
Coronavirus as a possible justification to nationalize 
businesses (confiscation of private assets).  

Behind the curtain, if the policies originally insisted by Germany under their view 
of austerity that bailouts must be prohibited, the only way this becomes possible 
is to nationalize companies since they cannot bail them out. This is an interesting 
solution. 

 

Scholz and Economy Minister Peter Altmaier said in a joint statement released 
on Friday, March 13th, 2020, that their goal was to secure German companies. In 
addition, as we noted earlier, Scholz said there will be "no limit" to the money 
available, and that Germany may need to take on additional debt to finance 
the spending spree. The impact of the German bunds was sharply negative. This 
was bringing into question the rock-solid German image behind the Euro. 
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Larry Summers – Father of Negative Interest Rates 

A speech delivered by Former U.S. Secretary of the Treasury and past President 
of Harvard University Larry Summers at the IMF Research Conference on Nov. 8, 
2013, set in motion negative interest rates. It was being hailed as brilliant, 
succinct, and a ground-breaking presentation that explained what many say is 
the most pressing economic matter of our time. The speech was being widely 
praised of course by Paul Krugman who never saw other people’s money as 
their property but really just a toy of the state for their manipulating pleasure. 

Summers argued that over the past 50 years, the Federal Reserve has cut short-
term interest rates during recessions to spur economic growth. However, the new 
problem has arisen where the Federal Reserve has lost its power to control 
society. Summers further argued that if another recession were to hit in the next 
couple of years, the Fed will have even less power to combat such a decline 
since rates were already at zero. Summers therefore warned in his speech at the 
IMF that the “real” interest rate should be NEGATIVE. 

Summers has ascribed to the proposition of Karl Marx that Government can 
manipulate society to create Utopia. He has also ascribed to Keynesian 
economics believing in the proposition that raising or lowering interest rates will 
impact and manage the demand within society thereby steering the economy 
to eliminate the booms and busts. 

http://s3.amazonaws.com/armstrongeconomics-wp/2013/07/Summers-Larry.jpg
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Summers has adopted the position that manipulating investment and savings 
brings about full employment and that the devastation of the 2007-2009 
Financial Crisis shifted the real interest rate should be NEGATIVE to stop people 
from saving. Summers then proposed that the problem was that the Fed cannot 
cut the nominal rate BELOW zero because people will choose to hoard money 
instead of putting it in the bank. He then stated that there was a zero-lower 
boundary on interest rates where people would hoard cash outside of the banks.  

 

QE & Excess Reserves 

To offset this zero-lower boundary, the Fed had employed unconventional 
programs such as Quantitative Easing (QE) to push long-term rates down to try 
to bring about greater investment. However, QE at the Fed buying billions of 
dollars of Treasuries failed to stimulate the economy for a simple reason. The 
presumption that the 30-year US bonds they would purchase were held 

exclusively by domestic investors. They failed to consider 
that about 40% of the US national debt was held outside the 
United States. 

When the Fed finally realized that foreign governments also 
held 30-year Treasuries, they began to buy the mortgage-
backed securities. The Fed again was only praying the banks 
will lower rates and lend to potential borrowers which they 
hoped would stimulate the economy. That prayer failed 
miserably. The Fed relied upon the banks which instead 
complained, and the Fed then created the Excess Reserves 

facility where they paid them interest on excess funds, they had refused to lend 
out which defeated the entire stimulation of QE. 
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Natural Interest Rate 

Larry Summers maintains that the natural interest rate remained BELOW zero 
even with the QE measures sterilizing any action of the Fed. Reducing short-term 
interest rates is the Fed’s greatest power, according to Summers, under 
Monetarism to bring about full employment during recessions. He has never 
considered that humans act no different than a herd of wild animals. We act 
primarily in a herd instinct. The bankers would not lend and parked money in 
excess reserves because they had no faith in the economy reversing. People 
would not borrow until they BELIEVED the future would be better.  

I have done the studies seeking to discover that magic button with interest rates 
and discovered it does not exist. 
The stock market has never 
peaked with the same level of 
interest rates twice in history. 
Because it is all a matter of 
confidence. If you believe the 
stock market will double, you will 
gladly pay 20%. If you do not 
believe the stock market will rally 
even 1%, you will not pay 0.5%. It 
is always about the perspective 
of the future and that amounts to 
confidence.  
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Summers has viewed this as a larger problem that this is not a short-term issue 
but systemic. He has argued that should another recession hit; the Fed would be 
impudent. This is what Summers warned of in his speech at the IMF. 

 
“Imagine a situation where natural and equilibrium interest rates have fallen 
significantly below zero,” Summers said. “Then conventional macroeconomic 
thinking leaves us in a very serious problem because we all seem to agree that 
whereas you can keep the federal funds rate at a low level forever, it’s much 
harder to do extraordinary measures beyond that forever, but the underlying 
problem may be there forever.” 

 
Summers, who was also an economic adviser to President Obama during the 
economic crisis from 2009 through 2010, wrote an article that appeared on 
December 6, 2015, in the Washington Post. 

Washington Post 

By Lawrence Summers December 6, 2015 

“While the risk of recession may seem remote given recent growth, it bears emphasizing 
that since World War II, no postwar recession has been predicted a year in advance by 
the Fed, the White House or the consensus forecast.” 

Subsequently, Bloomberg News interviewed Summers on this very issue. They asked: 

“Why it’s so hard for smart guys like you to predict some form of economic slowdown? 
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In part it’s hard because the economy is an enormously complex system meteorologists 
turns out are not very good at predicting the weather that’s a complex system too. 

In part there is something in the logic of economics if it were predictable that the 
economy was going to decline people would stop investing; people would reduce their 
spending and the economy would have already declined. So, there is a sense in which 
in the logic of the system that once expectation of recession takes hold, you're in 
recession and therefore it’s very difficult to predict in advance when that is going to take 
place. The argument is not unlike that at least there's a good approximation that 
speculative prices should follow random walks.” 

 

Paradox of the Bell Curve 

In the Bloomberg interview, Larry Summers again conceded it is impossible to 
forecast the direction of the business cycle because it is like that of the weather 
system — too complex. Nevertheless, Summers theorized that negative interest 
rates would reverse the economic decline relying on Keynesian economics. 
What he fails to understand that everything functions in a bell curve – not linear. 
Aspirin is a miracle drug but take too much and it can become a poison. Interest 
rates will explode when people believe the entity will go bankrupt be it 
government or a corporation.  
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Secular Stagnation 

Summers has also championed the role of what he has called “secular 
stagnation” in current economic conditions which refers to a market economy 
with a chronic (secular or long-term) lack of demand. Traditionally, a booming 
economy with low unemployment and high GDP growth would normally 
generate inflation in wages and products. However, under secular stagnation, 
the economy behaves as if it is operating below capacity, even when the 
economy appears to be booming. In other words, inflation does not appear and 
it is argued that savings by consumers exceeds investment by businesses. 
Because savings increase and the available money supply increases for lending, 
interest rates to fall because there is a decline in the demand for money to 
invest. 

Summers came to the conclusion that facing secular stagnation requires an 
interest rate below zero to bring savings and investment into balance. In other 
words, to punish people for saving and to compel them to spend or invest in a 
future they obviously do not believe in. His theory that this surplus of savings over 
investment was not unlike what the United States experienced with low 
unemployment and low inflation during the years that preceded the Great 
Recession 2007-2009, although a massive housing bubble had developed. This 
merely provides evidence that Summers’ analysis was purely domestic oriented 



Negative Interest Rates Where did this Insanity Come From? 
 

142 
 

and failed to take into consideration foreign capital which was especially buying 
real estate both in Canada and the United States. 

 

Fiscal v Monetary Policy 

While Summers has argued that the “neutral interest rate” had declined 
substantially and was likely to be lower in the future, the idea that real interest 
rates, which is defined as interest rates adjusted for inflation, will be lower going 
forward demonstrates his inability to forecast the business cycle. 

Summers, like everyone else in government, has completely ignored what Keynes 
also said was a vital tool to manipulate society – 
taxes. He has utterly failed to understand that raising 
taxes diminishes the disposable income of 
consumers. Therefore, if wages rise and the tax rate 
rises at the same rate of higher, then there would 
also be no expansion in spending or savings and his 
theory of secular stagnation would still prevail. They 
never consider the cost of government as a factor 
in economic growth theories. 
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Interest rates are only the Monetarist side of the coin whereas Keynes was 
concerned about the fiscal policy – government spending. Keynes argued that 
it was DEMAND that declined during a depression and that could be overcome 
by government moving into a deficit. But deficits are now systemic and 
politicians have turned to the Fed to sterilize their fiscal mismanagement using 
Monetarism since the Fed is incapable of controlling fiscal spending – 
Keynesianism. 

 
Because his theory on negative interest rates completely failed to compel 
people to spend recklessly and stop saving, he presumed they were just 
hoarding cash and the way to then stimulate using his theories was to eliminate 
cash. He wrote in the left-wing newspaper Washington Post that it is time to kill 
the $100 bill. There was no consideration that perhaps his theory of negative 
interest rates was a flop, he then moved to the proposition to eliminate cash to 
forced people to keep their money in banks where they would be penalized 
with negative interest rates if they refused to spend their money.  
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Summers now assumes that the problem is systemic but has refused to ever look 
at government’s role or responsibility in this crisis. He never addresses the issue of 
chronic deficits and borrowing perpetually with no intent of ever repaying the 
debt. Summers ignores the fiscal side of the balance sheet and only looks at the 
fiscal side and expects the Fed to manage the entire economy singlehandedly.  

 

 
 

All of this is perfectly logical for the elites who see themselves as manipulating 
the economy enticing us like a mouse in a maze searching for the cheese. They 
ignore TAXES entirely, fiscal spending, and do not see that their own chronic 
systemic deficits have eliminated Keynesianism entirely. Now they see the 
solution as eliminating all cash and then penalizing savers with NEGATIVE interest 
rates. This has merely created a false expectation that manipulating the world 
economy is entirely possible and the duty of central banks. 
  

http://s3.amazonaws.com/armstrongeconomics-wp/2013/11/mouse-in-maze.jpg
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The Repo Crisis That 

Surprised Everyone 
 

 

 

uring the ROME World Economic Conference (WEC) held on May 3rd & 
4th, 2019, we warned that a major Liquidity Crisis was developing as a 
direct consequence of the Negative Interest Rates and the 

Quantitative Easing on the part of the European Central Bank (ECB) which was 
destroying the European bond market. It was quite shocking how those in power 
remain clueless as to how the global economy truly functions. All they have is 
the simplistic view of how to manipulate the masses with Keynesian Economics 
applied to their monetary policy of raising and lowering interest rates. They have 
ignored entirely the fiscal side of the books and disregard the impact of taxes 
upon the people. They assume inflation will take place if you merely increase 
the quantity of money, but do not consider that the person on the street looks 
only at net disposable income after taxes. If he does not feel secure, he will 
hoard his cash and never spend. 

D 
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During the Panic of 1893, long before Keynes, there was a major economic 
collapsed which inspired a march on Washington which the author of the Wizard 
of Oz was inspired. The Tine man was Industry, the Scarecrow was Agriculture, 
and the Cowardly Lion was William Jennings Bryan. They followed the Yellow 
Brick Road which represented the austerity of the gold standard. 

The Silver Democrats had sent the economy into nearly bankruptcy. It was at 
that time that President Grover Cleveland stood before a special session of 
Congress on August 8th, 1893 and said… 

 

“At times like the present, when the evils of unsound finance threaten us, the speculator 
may anticipate a harvest gathered from the misfortune of others, the capitalist may 
protect himself by hoarding or may even find profit in the fluctuations of values; but the 
wage earner – the first to be injured by a depreciated currency – is practically 
defenseless. He relies for work upon the ventures of confident and contented capital. 
This failing him, his condition is without alleviation, for he can neither prey on the 
misfortunes of others nor hoard his labour.” 
 

https://d33wjekvz3zs1a.cloudfront.net/wp-content/uploads/2012/12/cleveland.jpg
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Because we lean individual from our mistakes, many wrongly assume that 
government knows what it is doing. Unfortunately, history repeats for the simple 
fact that collectively we NEVER learn the lessons from the past. That never 
applies to societies and at best only to the more dynamic thinkers individually. 

 

We have entered a serious Liquidity Crisis and as a result, we have entered the 
“The Great Unknown” for we cannot ever learn from our past mistakes as a 
society. Then there is the problem of those in power will NEVER admit to a mistake 
for they fear they will be voted out. Thus, society remains doomed unable to 
ever advance from our mistakes that we deny making as a political society. 

We are now entering a period of tremendous disparity between the artificial 
interest rates set by government’s central banks and those of the independent 
free market. What has been unfolding is a major clash between the real world 
and the artificial world which the central banks have attempted to create. 

Traditionally, the central banks have controlled the short-term rates. The long-
term rates have always been set by the free markets. When confidence 
collapses, that is when the yield curve inverts, and analysis warn of a recession 
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as they did during the summer of 2019. The very existence of the Repo Crisis is 
confirming that we have entered a new crisis, one where the central banks have 
even lost the ability to manage the short-term rates. The Fed is trapped insofar 
as it cannot lower rates as long as they must be the market-maker in the Repo 
Market which is under pressure to cause short-term rates to rise – not decline. 

In order to attempt to control the long end of the yield curve the central banks 
engaged in Quantitative Easing where they bought in long-term debt in hopes 
of creating a shortage whereby, they would bring those long-term rates down. 
Of course, the Federal Reserve was only were buying government debt with no 
regard to credit risk. This maneuver demonstrated the difference between 
academics and people with real world experience. The Fed never considered 
the fact that banks were also not lending because the distrusted the credit risk 
given the prospects of the future.   

 

The Repo Crisis is far more serious than most people understand. We are dealing 
with the LAST VESTIAGE of power that was once held by the central banks under 
Keynesian Economics. Ever since Karl Marx, this idea that government have the 
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right, the knowledge, and the capacity to manipulate the world economy. While 
I have sought to collect the historical record of how governments have 
attempted to manipulate the world economy in my latest book, what we are 
facing is the clash of central banks desperately trying to remain relevant in the 
game. 

The FED has been compelled to intervene into the Repo market in order to 
prevent short-term rates from rising. What is taking place is that the free markets 
are smelling risk ahead and that is being translated into greater caution in 
lending.  

 

 

At the May 2019 WEC in Rome, we presented this slide and the #1 issue on our 
list of things to take home from the conference was the “Destruction of the Bond 
Markets & Liquidity Crisis” with a focus on both Europe and Japan. This 12 years 
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of quantitative easing from both Europe and Japan have completely failed to 
stimulate and reverse the economic decline and deflationary mode. In the 
process, by purchasing government bonds under the Keynesian theory that if 
they reduce the supply of government debt, the banks would be willing to lend 
to the private sector and that would get the economy going again. 

This theory required two factors. First, the bank would be willing to lend more 
when their portfolios were burdened with non-performing loans and the 
government had ruled out any bailout scenario. Secondly, they also presumed 
the people would be willing to borrow despite the economy and the future 
prospects did not hold out any vision of an opportunity. 

 

Consequently, as I have explained, our forecast made at the May 2019 WEC 
was that we faced a liquidity crisis in the face of the destruction of the 
government bond markets. That liquidity crises first showed its teeth by capital 
flight to the dollar which drove the yield curve to an inverted position as capital 
moved to buy 10-year US treasuries with a positive yield against European 10-
year bonds at a negative yield. On top of that, our banking clients in Europe 
were shipping cash to their US branches who were then depositing that in the 
Excess Reserve facility ta the Federal Reserve. They were not stupid. The ECB 
wanted to charge them a negative rate to park funds at the central bank so 
they simply wired their funds to their US branch which in turn parked capital at 
the Federal Reserve. 

The Repo Rate reached a high of 10% by about 9am just before the stock market 
opened. The fed funds rate was testing the Fed’s upper limit. The Fed was forced 
to intervene I believe for the first time since the 2008 crisis. 
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On Tuesday, the Fed offered $75 billion through its facility and received $53 billion 
of demand from borrowers who swap AAA Treasury holdings for cash at minimal 
rates. On Wednesday, the Fed again offered the same $75 billion facility and 
received this time $80 billion in bids. 

Overnight financing (REPO Rate) is a basic function which holds the economy 
together. Those who trade on leverage rely on the REPO market (Broker-dealers, 
hedge funds, and institutional). It is rarely written about for it is not generally seen 
by the public. The events of the past few days is a clear warning sign of what I 
have been yelling about which is on the horizon. The central banks are TRAPPED 
and in Europe, they have destroyed their bond market with more than $15 trillion 
and perhaps up to $17 trillion in negative-yielding bonds ($1 trillion is corporate). 

Before the 2007-2009 crisis, the Repo Rate was actually the only financial 
instrument which paid a rate of return that could become NEGATIVE under 
normal market conditions. NEGATIVE Repo Rates can happen when there is a 
shortage of cash or particular collateral security, like negative-yielding bonds, 
are put up to borrow against. Therefore, trying to borrow against a negative-
yielding bond can present a crisis. The standard Repo contracts, such as the 
Global Master Repurchase Agreement (GMRA), have been drafted under the 
implicit assumption that general collateral (GC) Repo Rates would only ever be 
positive. 

 

 

What has transpired is the buyers of these negative bonds have been simply 
traders. They have not bought this stuff to actually hold to maturity. They have 
been happy to trade them assuming rates would continue lower so it would be 
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a bond rally. We are looking at SERIOUS credit risk once again but instead of the 
time bombs being mortgage-backed securities, this time it will be negative-
yielding bonds issued by governments. The bond markets have been converted 
into a child’s game of musical chairs. When the music stops, someone will be left 
holding negative-yielding bonds that will only be salable at even deeper 
discounts of perhaps as great as 50% in a few years. 

About 30% of the bonds issued by governments and companies worldwide are 
trading at negative yields which is now about $17tn of outstanding debt. This 
unprecedented reversal of normal practice has raised profound questions about 
the outlook for bonds. This is seriously impacting core holding for institutional 
investors. 

The interest rate risk that negative-yielding bonds carry is beyond unbelievable. 
It is totally artificial supported only by punters. The financial system simply doesn’t 
work with negative rates and this is also contributing to shortages of cash for 
Repo markets. A slight rise in interest rates will create a massive debt crisis and if 
you undermine the bond market, that is what creates great depressions. 
Negative yields have been confined to places outside the USA and the 
intervention of the Fed implies they are not prepared to allow negative rates to 
undermine the US economy as they have done in Europe. 

Unlike the 2008 crisis where the time bombs were private debt, Tuesday’s abrupt 
rise in short-term rates wasn’t obvious that the financial system was in trouble 
because sovereign debt is assumed to be AAA and risk-free. Not sure whoever 
started that huge lie. 

Nevertheless, we have a convergence of forces which are creating the perfect 
financial storm on the horizon. Immediately, corporate tax payments are due so 
corps have less cash to sell overnight. Then there are big Treasury auctions as 
deficits continue to rise for governments always borrow, yet never pay off the 
debt as if this can continue without end. 
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Can the Fed Exit the REPO 

Market? 
 

 

t is stunning how after more than several months, the analysis on the Repo 
market is still nowhere close to reality. The Fed cut rates during the crash but 
then they have to pour in $1.5 trillion into the Repo Market. Had they not 

done so, then short-term rates would have naturally exploded as they ALWAYS 
do in a crisis because of rising credit risks – i.e. the Lehman Moment.  

The popular explanation in September 2019 was repeated by the Wall Street 
Journal: “For one, Monday marked the deadline for companies to submit their 
quarterly federal tax payments.” This was standard analysis put out by the 
countless pundits the press relies upon and they have to come up with some 
explanation and quick. When analysts spout out their explanations to 
mainstream media it is because they are trying to get business. Hence, the 
analysis put out in the press about the Repo Crisis is coming from people who 
have no real clients in the area and lack the expertise in the field to start with. 

I 
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Not even the central banks understand what was going on because even they 
tend to be domestically oriented. The Fed cut rates because of pressure to 
appear to be doing something yet it knew that rates would rise if it did not 
provide the liquidity for the economy. The Fed did what people expect it to do, 
but it had no effect. Perhaps the Fed is starting to see the light from this darkness. 
But that remains to be seen. 

In order to SAVE the system, we MUST abandon Keynesian Economics right away! 
Despite the obvious fact that we live in a global economy, all the economic 
theories, analysis, and experience have been domestically focused. Unless 
someone has been in the trenches globally, they will never see the wildcard 
coming from external sources. The coronavirus has presented what many will 
view as a systemic risk. However, our model was forecasting a top and I warned 
at the October 2020 World Economic Conference that we were ready for a 20% 
correction and we provided the initial target in the 21000 level on the Dow. 

 
The Phase Transition in the Dow going into 1929 ruined the reputation of the 
leading economist and market commentator Irving Fisher (1867-1947). Three 
days before the high he announced, “Stock prices have reached what looks 
like a permanently high plateau.” The Phase Transition of the US share market 
into 1929 on a monthly level was 37.3 months (8.615 * 4.3). Likewise, on the weekly 
level, the overall final Phase Transition was also 13 weeks from 300.10 to 386.10. 
However, on the daily level, the final rally was a brief slingshot and from that low 
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it was a 17.2-day rally (2 * 8.6) that created the major high at 386.10. Therefore, 
those final 17.2 days caused Fisher to proclaim a new permanent high level had 
been reached. This is the classic Phase Transition. Then, even as the market 
began to crash, precisely on the 34th day of that decline a temporary low 
formed which was four cycles of 8.6 days. He then announced that the market 
was “only shaking out of the lunatic fringe.” He coined a saying that has long 
since remained. 

 
When you reach these sorts of tops, inevitably there are those who assume 
everythi8ng has changed. Quite frankly, the market was growing tired after 11-
years up and at that point, ANY news is enough to cash its demise. In the case 
of 1929, the rally was from 1921 and was only about 8.6 years. The current rally 
from the 2009 level has lasted 11 years because of the reluctance of many to 
accept a bull market.  
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Bridgewater’s Bob Prince declared that the Boom-Bust Cycle was over. This was 
indicative of the arrogance of fundamental reasoning. His theory was that the 
tightening of central banks all around the world “wasn’t intended to cause the 
downturn, wasn’t intended to cause what it did.” Prince explained, “I think lessons 
were learned from that and I think it was really a marker that we’ve probably 
seen the end of the boom-bust cycle.” 

The Bridgewater Associates boss, Ray Dalio, had just proclaimed that "cash is 
trash" and warned investors against ditching stocks for dollars in a CNBC 
interview on Tuesday, January 21st, just after the Economic Confidence Model 
turned on Saturday, January 18th, 2020. Dalio argued a weaker dollar and 
growing money supply would be eroded by the value of hard currency over the 
next few years as he has been an old-school gold bug. Ray Dalio said gold will 
be a top investment during upcoming ‘paradigm shift’ for global markets back 
on July 17th, 2019. 

Dalio argued his theory that gold would be king as central banks get more 
aggressive with policies that devalue currencies and are about to cause a 
“paradigm shift” in investing. He said that investors have been pushed into stocks 
and other assets that have equity-like returns. As a result, too many people are 
holding these types of securities and likely to face diminishing returns. 

“I think these are unlikely to be good real returning investments and that 
those that will most likely do best will be those that do well when the value 
of money is being depreciated and domestic and international conflicts 
are significant, such as gold.”  
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On January 15th, 2020, the London Financial Times reported “3 Reasons Ray 
Dalio’s Hedge Fund Is Betting on a 30% Gold Price Surge.” Then on March 13th, 
2020 in the heat of the panic sell-off, the order to sell $16 billion in gold was 
liquidated. That was been rumored to have been Bridgewater who is raising cash 

as people speculate that they lost over $30 
billion on the decline during the week of March 
9th, 2020.  

What has been coming out of Bridgewater is 
essentially the theory all based upon the 
Quantity Theory of Money (QTM) which does 
not work. They have been saying is that the 
stock market rose even with higher interest 
rates and thus they have been assuming the 
Business Cycle had been defeated. 

That is an interesting take, but it reflects the 
typical investment manager focus. They tend not to pay attention to history and 
always assume that the financial world started as far back as maybe 1971 if not 
1990. The boom-bust cycle that they refer to has been the classical economic 
expansion and contraction in economic activity. However, the very book I just 
published, “Manipulating the World Economy,” deals with this very issue of central 
bank intervention and the failure of QTM. Bridgewater seems to think that the 
financial crisis and monetary easing has disrupted that cycle and economics 
has been changed forever. If the rumors are correct, Bridgewater could become 
the Long-Term Capital Management debacle of 2020. 

This is why Bridgewater has had a terrible year in 2019. They have completely 
misunderstood the market and do not understand the role of capital flows and 
how they drive global markets. Indeed, Bridgewater Associates, the world’s 
largest hedge fund firm, had a very difficult 2019 because of this view. The firm’s 
flagship Pure Alpha strategy was essentially flat in 2019, with Pure Alpha 18%, the 
more leveraged version, falling 0.5% for the year, according to an investor in the 
funds.  



Can the Fed Exit the REPO Market? 
 

159 
 

 
It has been this fundamental focus at Bridgewater may become one of the 
biggest losers in the Crash of 2020. They are largest hedge fund. Ray Dalio who 
said “cash is trash” and his #1 guy pronounced that the central banks had 
defeated the Business Cycle, their fund is now facing huge losses at Bridgewater 
Associates. The firm’s macro fund is down roughly 20% through Thursday, March 
12th, 2020. Their view has been anti-dollar, bullish gold, and thought that the rise 
of cryptocurrencies was a structural change that ended declines like this.  

Ray Dalio’s is also widely known for his 123-page manifesto (Principles) where he 
gives readers a glimpse into his philosophies about living life and managing 
people and organizations. In the text’s abstract he explains: 

“Truth, more precisely an accurate understanding of reality is the essential 
foundation for producing good results.” 

Principles is a required read for all Bridgewater employees. Dalio released an 
expanded and revised edition of the manifesto on September 19th the day of 
the Repo Crisis.  Just before the Crash of 2020, on February 13th, Bridgewater 
made its regulatory quarterly filing Form 13F. This revealed that Bridgewater’s 
stock portfolio totaled $12.2 billion at that time. The list value of his stock holdings 
was already down -18.4% when compared to the last quarter. The S&P 500 was 
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up 6.1% over the same period. This meant that Dalio underperformed the market 
by 24.5% based on the 13F filing. 

Moreover, Bridgewater’s largest holdings were in ETFs1 which is rather strange for 
a hedge fund that requires healthy management fees. Since then, the decline 
in the fund, Pure Alpha Fund II, comes nearly two months after Dalio told CNBC 
“cash is trash” in an interview held during the World Economic Forum in January 
2020. The problem with such funds as Bridgewater is very clear – their strategy is 
based on human opinion. The ONLY way to survive the years ahead is to 
eliminate human opinion and stand objective between all the theories. 

The Repo market is already disproving the idea that the boom-bust cycle is 
dead. Interest rates were pushing higher and the Fed had to intervene in a 
desperate attempt to prevent that rise in short-term rates which was a direct 
confrontation of central bank power.  

Quantitative Easing was an attempt to influence the long-end of the yield curve 
because central banks only set the short-term rates. The Repo Crisis has proven 
that the very power of central banks is now being challenged and the 
marketplace, politicians, and even most central bankers remain clueless as to 
what is taking place. 

  

 
1 Market makers create ETF units by delivering a basket of underlying securities to the ETF provider 
in exchange for a block of units (typically 50,000 units) of the ETF with the same market value. 
These newly created ETF units represent an inventory that can be sold on the stock exchange 
to investors. When the market maker runs out of units (because the investing public has 
purchased them all), they simply repeat the process, beginning with purchasing and delivering 
additional securities. 
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Zero Boundary 

 

he attempt to push beyond the zero interest rate boundary has proven 
to present tremendous risks that were never anticipated. The fact that 
there are calls for the Fed to lower interest rates to zero presents a 

tremendous risk to the world economy. As the market falls further and the 
economy plunges into stagnation, the credibility of the Fed evalporates. Not 
merely has Keynesian Economics been completely discredited as a viable 
economic tool, but the lack of any alternative leaves central banks with no 
power to manage future downturns. This undermines monetary policy to dig 
economies out of recession and it is becoming increasingly more obvious that 
as was the case with Dorothy in the Wizard of Oz, we ain’t in Kansas anymore. 

When we look at the future under the Keynesian Economic Model, it is becoming 
widely recognized that we’re likely to have great difficulty in the years ahead 
because of the zero-lower boundary in interest rates is far more serious than 
economists have previously even thought about. There is no monetary room to 
lower interest rates under the Keynesian Model. 

T 
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Institutions and the elderly have for decades relied upon interest rate income. 
This is especially true about pension funds. This chronic use of the Keynesian 
Economics has caused many to desperately seek yield in emerging markets and 
even equities. Without interest income, institutions are going to have to rethink 
their entire investment strategy in a very different world when we have a black 
hole in interest rates which is zero to negative yields. 

The failure of this Keynesian Economics to manipulate interest rates in hope of 
stimulating demand has utterly proven to be a disaster. We are headed into the 
economic abyss like Japan’s economy, which has experienced decades of 
economic stagnation. The Japanese central bank, the Bank of Japan (BoJ), 
embarked on its journey into negative rates in 2016, about two years after the 
European Central Bank (ECB) began in 2014. Both are now hopelessly trapped 
and cannot raise interest rates out of fear that the consequences under 
Keynesian Economics would predict a Great Depression.  

Without major change in this economic thinking, the world economy is headed 
into a period of draconian measures in a desperate effort to make this failed 
model work. There’s little chance of policy rates being able to remain rational at 
the Federal Reserve when politicians, including Trump, are indoctrinated in 
Keynesian Economics and cannot see a way out. They constantly demand lower 
rates without any contemplation of the consequences. 
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Indeed, the expectations that the effort Federal Reserve Open Market 
Committee (FOMC) will reduce the target rate for the federal funds to zero has 
materialized on the Ides of March, 2020. However, the market will continue to 
decline and the rise will be that the Fed will lose credibility and that will 
undermine the entire confidence of the system setting the stage for the 
Monetary Crisis Cycle 2021-2022. 

The economy will continue to implode into the end of the first quarter. Yet 
lowering rates to zero will not prove be a realistic solution and it has failed at the 
BoJ and ECB. Therefore, the greatest risk is the collapse in confidence. Once that 
is gone, then the volatility will rise and the chaos begins. 

The marketplace is firmly brainwashed in Keynesian Economics and thus expect 
the Fed to maintain an exceptionally low policy rate for some time to come. 
That will wipe out pension funds and institutions not to mention the elderly. The 
market is expecting that the funds rate will remain at the zero lower bound level 
through year-end. The real danger is as the economy only stagnates as we see 
in Japan, the Fed also will become trapped as is the case in the ECB and BoJ. 
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There is little doubt that the central banks are constrained by the zero-lower 
boundary. They see this can be solves by eliminating paper currency. They have 
completely altered the yield curve and disrupted the entire pension system. But 
central banks are blinded by the Keynesian Economic Model and have lost all 
peripheral vision like a horse pulling a carriage with blinder. All it can see is the 
Keynesian Model and the economy by simply manipulating interest rates. 
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The Federal Reserve Risking 

It All on One Hand 

 

he Federal Reserve is simply player a giant game of poker. It is all about 
playing your cards and trying to bluff you opponents. The greatest 
danger that exists here is that after cutting rates to zero and President 

Trump praising that bold move, then wake up and suddenly see the bluff did not 
work. We have reached the OMG moment in public confidence. 

The danger of trying to respond basis the Keynesian Economic Model which has 
NEVER worked even one time, is that when the markets realize that the central 
banks cannot control or manage the economy, the volatility will rise even further. 
Caesar, beware the Ides of March! You may have just sealed you own fate. 

T 
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The Repo Crisis 

The Fed is taking every possible measure to try to manage with the Crash of 
2020. It is also widely believed that the Fed will take aggressive measures to 
support market liquidity by even further being accommodating in the Repo 
Market to cope with the financial market stress. The Fed has been compelled to 
become the market-maker in short-term rates thereby underpinning the flow of 
credit. This was not by choice. The Fed was looking for an exit without success. 

Because the hedge funds have been buying the treasury market and selling the 
futures, the unwinding of this popular spread threatens the functioning of the US 
bond market as a whole. This could force the Fed to increase its purchase of US 
Treasuries significantly as we see hedge funds implode. This will continue into at 
least the second quarter of 2020. 

There has been a sharp decline in the liquidity of cash Treasuries compared to 
the futures market. Therefore, the traditional trade of buying cash treasuries and 
selling the futures demonstrates that there is indeed a serious liquidity crisis 
developing which is impacting the largest bond market in the world. The 
widening of the price between the cash Treasuries falling relative to the futures 
is indicative of the liquidity crisis and the further decline in the confidence of the 
financial markets. While that cash Treasuries have still rallied in the face of the 
climbing stock market with the flight to quality, it has lagged behind the futures 
making this traditional spread a losing bet. As this trade comes under pressure, 
we can see the sudden panic selling of cash treasuries to unwind this trait.  
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Relative Value Hedge Funds 

The big players in this trade are “Relative Value” hedge funds. As this comes 
under pressure, they will be forced to start dumping these positions. These hedge 
funds have been using the Repo market to enhance their positions. The post the 
Treasuries and the take the cash and use that for trading derivatives.  They are 
one reason why the Repo market has doubled over the past five years. There is 
no question that these value spreads by hedge funds are contributing to the 
Repo Crisis. This only further confuses 
many who do not understand the 
Repo market and have never paid 
attention to it to begin with. 

The older benchmark Treasuries, 
known as off-the-run, tend to be 
cheaper to buy in the marketplace, 
but they are also harder to resell. 
There has been an increase in the selling of these older issues which is a warning 
sign with respect to liquidity. The Fed has moved by injecting more cash into the 
Repo market, but it also mentioned that it will purchase bonds to address what 
it called the “highly unusual disruptions in Treasury financing markets associated 
with the coronavirus outbreak.” 

What we must take into consideration is the fact that these Relative Value hedge 
fund strategies have absorbed large portions of the debt coming to the market. 
They have certainly contributed to the doubling of the Repo Market in the past 
five years. The unwinding of this with huge losses will put counter-directional 
pressure of interest rates. The risk is that the Fed can be forced un Keynesian 
Economics to absorb government debt to prevent rates to rise. 

The risk here is that as hedge funds lose billions, the market to absorb Treasuries 
as punters also shrinks. The same is taking place in the European bond markets 
and this is threatening the entire Keynesian Economic Model where government 
must realize that printing is cheaper than borrowing. But they are not at the point 
of realization  
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High-Frequency Trading 

The higher volatility has wreaked havoc on high-frequency trading (HFT). 
However, collateral trading desks have experienced a lot of losses of late. One 
of the most common traits was to buy cash treasuries and sell interest rate futures. 
The treasuries have usually traded slightly cheaper than their equivalent 
derivatives because they carry a higher capital charge for banks. This means 
that the normal conditions investors will buy treasuries, sell the futures contract, 
and then pocket the difference during this immediate crisis this trade has been 
unwinding because of the increased volatility. 

The high-frequency trading firms began to encounter serious troubles even 
before the Crash of 2020. This is not a temporary downswing, but a major shift in 
focus. The factors that allowed successful firms to trade latency arbitrage and 
liquidity provision. Latency arbitrage meant simply moving for an advantage by 
being faster. Therefore, the game has changed from pure speed to finding 
underpriced latency. 

HFTs have been moving into other markets that are less liquid stocks, exchange-
traded derivatives, emerging markets, bonds, and over-the-counter derivatives. 
The days of HFT providing liquidity in the major markets are gone. Some believe 
that this has also contributed to the decline in liquidity. 
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Mortgages Backed Securities 

In addition, it is expected that the Fed will adjust its reinvestment policy for 
mortgaged backed securities. At present, the Fed reinvests up to $20 billion of 
ensuring mortgages backed securities principal into US treasuries. It’s expected 
that the Fed will reinvest all maturing mortgage-backed securities principal into 
the mortgage-backed security market in order to support mortgage rates and 
provide incentive refinancing activities for households. 

 

The mortgage-backed security market peaked on the rebound in the Economic 
Confidence Model in 2017. It has been declining ever since. The youth are not 
buying because they are saddled with student loans they cannot even go 
bankrupt on. The Fed may think it can stimulate this sector, but the only way to 
do that if forgive student loans for worthless degrees. 
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Commercial Paper Funding Facility 

The Federal Reserve will return to its origin and it will do what it was originally 
designed to do. They will lend now on commercial paper rather than just 
government. The Federal Reserve created the Commercial Paper Funding 
Facility (CPFF) to provide a liquidity backstop to U.S. issuers of commercial paper. 
The CPFF was intended to improve liquidity in short-term funding markets and 
thereby contribute to greater availability of credit for businesses and households. 

The Federal Reserve Board on October 27th, 2008 announced details regarding 
the Commercial Paper Funding Facility (CPFF), which it would begin to fund 
purchases of commercial paper. 

As everyone knows, this has been my strongest recommendation and criticism 
of Quantitative Easing. The Fed was originally designed to create Elastic Money 
buying corporate paper to prevent a recession and job losses. World War I saw 
government interfere and directed the Fed should be buying government debt. 
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Injecting cash into the banks under Quantitative Easing FAILED because the 
banks lacked the confidence to lend money. The government bailout the banks 
with TARP without any strings hoping the banks would lend money, which they 
did not. The banks turned and placed money at the Fed in Excess Reserves. Not 
only did that bottom in September 2019 with the Repo Crisis, it has begun to rise 
once again as banks are not lending and prefer to hoard cash in times of 
uncertainty. 

Lowering short-term rate FAILED because people will not borrow if they lack 
confidence in the future. Consequently, Europe and Japan have destroyed their 
government bond markets and now they talk about nationalizing companies 
and eliminating paper money while seizing cryptocurrencies. They have no 
monetary power left in the central bank. The zero-limit boundary has drained all 
the power from the ECB and BoJ under Keynesian Economics. All they can do 
now is turn to draconian measures and seal the fate of their economic future. 

The Fed will take a different path and lend directly to corporations because the 
bankers will hoard the cash and NEVER help the economy. This has been my #1 
recommendation to save the economy and the central bank. Because of the 
consolidated debt prohibition in the EU, they cannot bailout banks and the same 
will apply to corporations. This has led to the suggestion that they should just 
nationalize banks and corporation that need to be rescued. 

https://www.armstrongeconomics.com/wp-content/uploads/2020/03/FED-Excess-Reserves-3-15-2020.jpg
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This is the REAL Crisis - not the coronavirus which has been at best the catalyst 
to set everything in motion for the Monetary Crisis and the Mother of All Financial 
Crises. 

 

Risk Management v Keynesian Model 

The Federal Reserve needs looks at this from a risk management perspective 
instead of a pure Keynesian Model interest rate perspective. Only then will the 
Fed start to understand that by a prolonged policy of low interest rates, they 
would be undermining the economy rather than supporting it. This is clearly 
evidenced by the negative interest rates maintained by the European Central 
Bank and the Bank of Japan.  

Therefore, a Fed policy must shift to risk management to survive. The Fed must 
see the economy as a dynamic whole and remove the blinders imposed by the 
Keynesian Economic Model. Monetary policy would then be able to move away 
from the extraordinary low interest rates paradox which has undermined 
institutions and destroyed pension funds. It is critical that the Fed understands this 
shift in how to deal with this immediate crisis for this will be absolutely critical for 
the survival of the Federal Reserve itself moving forward. 

The world economy is under siege. Normally you would you see a collapse in the 
stock market and that typically moves to a flight to quality into US treasuries. 
However, the expectation now is that governments will flood the markets with 
more debt. They will have to buy it themselves for the marketplace will not 
absorb such debt at these low rates. 
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 The Timing 

 

 

he greatest risk that we face is the fact that the Fed has just bet all its 
chips. It is calling everyone’s bluf and they are all-in. Virtually every 
newsletter guys is claiming this is another QE. They cannot escape their 

reasoning that increasing the supply of money will be inflationary. You would 
think they have learned their less given the world economy is still in a deflationary 
mode. But like the central banks, they are trapped in their thinking just like Trump 
and everyone else relying on Keynesian Economics rooted in the Quantity Theory 
of Money. They will never just step back and ask: Did it produce inflation before? 

They cannot fathom why gold has fallen. They keep preaching the dollar is Trash 
like Ray Dalio. They do not realize that they are preaching what the majority 
believes. Dalio lost about 20% the week of March 9th. The Fed has gone all in, 
but it will fail. Then what? We are staring into the cold eyes of financial crisis that 
will wipe out the majority and send volatility screaming higher. 

T 
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They do not even realize that there are about $12 
trillion outstanding in negative-yielding debt 
instruments. With the Fed lowering short-term rates 
to zero, the Fed risks destroying the US bond market 
as has taken place in Japan and Europe. 

What is the real risk going forward? This entire theory 
of lowering interest rates to stimulate demand is 
absurd for it has never worked even once. As long 
as people are uncertain about the future, they will 
not borrow or invest. This is when cash rises in 
purchasing power and assets decline because the 
expectation of the future remains questionable. To 
all those like Dalio who really believe that the dollar 
was trash, they will not survive these moves yet to 
come. 
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Our models on the Fed directly have been correct. We see volatility rising during 
April and a big turning point in May. The propaganda over the Coronavirus has 
been off the charts. Now China, Russia, and Iran are all claiming that this is a 
biological weapon brought to China by the US Military.  

This does appear that the virus will probably peak out in May. However, the Fed 
has gone all-in so as the markets fall into the end of the quarter simply because 
hedge funds need to raise cash so the sell whatever they can, we risk the 
collapse in confidence because the Fed will be unable to do anything more. 

As market plunge despite the Fed’s actions, there remains a risk that the powers 
that be could declare a national emergency to close the markets because 
there will be a run on many hedge funds which will then force liquidations on a 
wholesale basis. 
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When we look at the arrays for timing, we see generally May followed by 
July/August. The Democratic Convention is in July. There still remains a risk of rising 
violence as Bernie’s supports reject the Democratic Party and there may yet be 
the draft of Hillary to come to the rescue.  

The second half of 2020 looks to be rather volatile and we expect some very 
interesting outcomes. The Central Banking Crisis will begin to emerge as a real 
major issue later this year as we head into the Monetary Crisis Cycle and it is now 
entirely possible that they will use this Coronavirus as the excuse to eliminate 
cash at least in Europe. 
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Conclusion 

 

overnments are incapable of dealing with this event of the Coronavirus 
for all they have is Keynesian Economics which has never worked even 
once. Paul Volcker saw the flaw in his Rediscovery of the Business Cycle. 

The problem has been that there is just no other economic theory which has 
come forward. The Coronavirus is COMPLETELY irrelevant. Governments are using 
this for political power gains. 

The conspiracy crowd spin their theories about the Coronavirus and how Trump 
will be defeated, some huge portion of the population will die, and civilization is 
coming to a dark end. The real crisis is that nobody seems to notice the fact that 
central banks are at negative rates and lack any monetary policy room 
whatsoever to combat this economic decline with further lowering interest rates. 
The Fed has dropped the Fed Funds back to 0%-0.25% which it stood during the 
2009-2009 crisis.  

This is what I have been warning about – the Central Bank Crisis. They have shot 
themselves not in the foot, but in heart. They have destroyed the Keynesian 
Economic Model. They have nothing left. They do not know what to do other 
than try to expand liquidity. The entire idea of manipulating interest rates is done. 

 

G 
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I have laid out in Manipulating the World Economy that the solution requires 
political action. The central banks are dead. This is a far greater crisis than most 
expect.  

The Repo Crisis has been greatly misunderstood with so many people insisting 
this is Quantitative Easing because they lack the understanding of exactly what 
the Repo Market even is. They failed to understand that pumping even $1.5 
trillion into Repo did not mean they were replacing debt with cash on a long-
term basis as was the case under Quantitative Easing. Typically, these people 
are gold bugs and the Quantity Theory of Money is their religion. They are also 
trapped in their thinking based on the same principle of Keynesian Economics 
used by the central banks. The problem was, they injected trillion in QE and 
nothing happened. 
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The Fed is grappling with the problem of trying to PREVENT interest rates from 
rising on the short-term level through Repo. The Quantitative Easing was long-
term debt. The Fed cannot control the long-term rates, so they tried to 
“influence” that part of the curve buying in 10 to 30-year debt in hopes of 
creating a shortage there which in theory would lead to more lending into the 
private sector such as mortgages. That simply failed and central banks ended 
up with portfolios that at least the Fed allowed to mature but the BoJ and ECB 
had to keep rolling that debt or rates would rise. 

The Bank of Japan has come out and said they will but government debt without 
limitation also desperately trying to prevent interest rates from rising. All of these 
attempts to manipulate the interest rates will fail because the FREE MARKETS are 
demanding a return to normal where the interest rate not only reflects the 
potential future inflation rate, but ALSO the future risk in a world with ZERO or 
negative rates of inflation. 

The greatest danger we face is waking up to the realization that central banks 
can no longer control the economy. Once that is understood in the 
marketplace, the fun and games will begin.  
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The risk the Fed faces is that they are not 
in a position to control the damage when 
it is global in nature. The Fed will be unable 
to hold up the entire world economy 
through its shadow Repo Market (swaps 
between Central Bank uncollateralized).  

This merely increases the flight to quality 
being the dollar. As Europe turns to more 
draconian political measures given the ECB can no longer act under the 

Keynesian Model, the entire system 
begins to come unglued. The mere talk 
of nationalizing European companies 
means shareholder lose everything. 
They are clearly beyond stupid if they 
think this is somehow a solution. 

In the end, this correction will wipe out 
those that believe in the Quantity 
Theory of Money. This is how the market 

will set up for the inevitable slingshot up where we still see the Dow will reach 
the $40,000 level. With the US interest rates going to zero, after the dust settles, 
capital will turn back to the equities for they will be the only game in town. We 
are looking at a massive collapse in government debt. 

Everything has changed right down to the old concepts of the Quantity Theory 
of Money. We have stood by and watched the central bank pour trillions of 
dollars into the economy with no inflationary impact. The old theories are giving 
way to new realities. Inflation did not engulf the world – deflation emerged 
instead. How is this possible? If you increase the supply should not the value of 
money decline? This new trend has led to a perplexing array of excuses with little 
understanding. Obviously, we have to dig deeper to comprehend what is really 
going on here. 
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We must begin where nobody else dares to look. A fundamental principle that 
is just not even considered because the majority assume this is the way we 
operate and the elite in government assume this is just the way to run 
government. Accordingly, what needs to be challenged are our most 
fundamental basic ideas of how to run a government.  

The proposal needs to be revolutionary indeed. But if we do not confront the 
failure of Keynesian Economics, we will be doomed as government seek more 
and more draconian measures to force the Keynesian Model to work. 

Central Banks cannot manipulate the economy with interest rates not with 
Quantitative Easing. Banks will not lend money in a crisis and people will not 
borrow without confidence in the future. Lowering rates is a fool’s game. We 
must come face to face with the Keynesian Model assumptions. 

The central banks are powerless. When the capital markets realize this fact, then 
confidence in the idea that Santa Claus exists and will make everything better 
will be exposed. At that point, government becomes irrelevant and will respond 
authoritatively for they will see their power slipping away. This is how our Free 
Society becomes no different than what existed once behind the Berlin Wall. 

It is time we change our management of the economy and end this Keynesian 
Economic model that has always ignored confidence and credit risk. 

 


