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IMF’s Dr. Kyobe on 18 March.

   Hubei 114 new cases, 31 new deaths – Total 67,217 cases, 2,834 deaths.
• South Korea 851 new cases, total 5,186, 34 deaths
• Italy 346 new cases, total 2,048, 52 deaths
• Iran 523 new cases, total 1,501, 66 deaths
• France 191 (from 130 yesterday), 3 deaths
• US 103 cases, 6 deaths

Citi analysis, 4 March 2020:
1.   In most advanced economies, the circulation of the virus and the health impacts are in their early phases, and can potentially expand sharply.
2.   The drastic and non-linear nature of restrictions is likely to imply significant economic costs, both directly and indirectly (through sentiment effects), in addition to the effects of tighter financial conditions.   Limitations in healthcare provision and coverage can exacerbate the economic impact, even though healthcare systems in advanced economies are in general much more effective than in EMs.


We actually face two concurrent crises. One is about public health, the other about the economy and markets. They won’t necessarily track each other. We might find the virus is less deadly and infectious than feared but that the fear itself (plus the control and containment measures) harms the economy.  


Fed lowers federal-funds rate range to 1% to 1.25% in its first between-meeting move since the financial crisis.  The -25% fall in the price of oil since early January—largely the result of the outbreak—has suppressed inflation expectations, handing the Fed both the room and the incentive to ease. Of course, monetary easing will neither cure the virus nor fix disrupted supply chains. But it will provide cheap funds for companies while they weather the storm. And it has consequences for financial markets.

Yesterday, 3 March, the G-7’s finance ministers and central bankers talked in the morning, produced a statement that the market found disappointing, and then the Federal Reserve announced an emergency interest rate cut.  It only had 10 trading days to wait until the next meeting. This is important; by doing this now, the Fed burns its chance to leave some monetary ammunition ready for later emergencies. It also runs the risk of looking as though it has lost control.  

The long-term outlook is now of drawn-out deflationary stagnation. We can see this from another amazing development — the drop in the 30-year yield to a negative level in real terms late yesterday.   In other words, its yield is less than the average inflation rate that can be derived from the inflation-linked bond market. Nothing like this has ever happened before.

In the US, yesterday bond inversion in the Treasuries’ market.

The “random walk” hypothesis would suggest world markets, which have plummeted, should adjust prices to each new piece of information — which at this point probably means reducing risk expectations somewhat.  In practice that is not happening. More likely, we seem to be suffering a classic investment panic. The level of anxiety, rather than actual information, seems to be  dictating the market response, and that means that the market will be driven by crowd psychology. When a narrative takes hold, the Nobel prize professor Robert Shiller suggested that the best way to understand its effect on markets is through epidemiology. As the coronavirus becomes an epidemic in the physical world, we should expect fear of coronavirus to become an epidemic in the financial world.
The Louvre in Paris is closed.

March 3 -- IMF, World Bank Switch to Virtual Spring Meetings Due to Coronavirus 

Feb 28, 2020 A Pandemic of Deglobalization?   HAROLD JAMES      At this stage, there is no telling how bad the COVID-19 epidemic will become before the contagion subsides or an effective, widely available vaccine is rolled out. In any case, we should not be surprised if the crisis leads to far-reaching, historically significant global change.

 (the Economist)   A disconnect in the market appeared in 2019. Equity prices continued rising in the hope that the global economy (and corporate profits) would grow strongly. But government bond yields fell, normally a sign that investors are worried about the economic outlook.  Bond markets are acting as if this is a massively deflationary event.  As of yesterday, the yield on the ten-year Treasury bond dropped to the previously unfathomable level of 0.98%, before rebounding. It has never in history dropped below 1%, indicating that investors are extremely risk averse. 

Among the confounding effects of the coronavirus has been its impact on foreign exchange markets. The last few weeks have seen heavy flows into the US dollar, on the grounds that the US economy had been relatively insulated from the ill-effects of the outbreak. As fears have grown of a dismal first quarter for the eurozone on diminished external demand slumped to a near three-year low against the US dollar below US$1.08.

Other news ---

(Feb 25):   #IMF's Gita Gopinath notes that yes, interest rates are low and debt is high and for large economies that seems to be at least a periodic new normal. But for economies in debt distress in emerging markets, places like sub-saharan Africa and Brazil - that's not the case.

There is an argument that asset price inflation matters the most to the modern business cycle because they pose the nearest and most substantial danger of a recession. Since the early 1980s, recessions in the West have all been driven by asset price busts, and not by the traditional fear of excessive wage increases leading to inflation (but ex rate). If this is true, monetary policy, and the regulation of capitalism more generally, need to be radically different.  That, essentially, is the argument of the late economist Hyman Minsky.   

Why would people suddenly decide to hoard money instead of spend it? A possible answer lies in the combination of two issues:
•	A gloomy economy after the financial crisis
•	The dramatic decrease in interest rates that has forced investors to readjust their portfolios toward liquid money and away from interest-bearing assets such as government bonds

In this regard, the unconventional monetary policy has reinforced the recession by stimulating the private sector’s money demand through pursuing an excessively low interest rate policy (i.e., the zero-interest rate policy).  
Indeed, during the prerecession period, for every 1 percentage point decrease in 10-year Treasury note interest rates, the velocity of the monetary base decreased 0.17 points, based on a linear regression model of the velocity onto interest rates. Since 10-year interest rates declined by about 0.5 percentage points between 2008 and 2013, the velocity of the monetary base should have decreased by about 0.085 points. But the actual velocity has gone down by 5.85 points, 69 times larger than predicted. This happened because the nominal interest rate on short-term bonds has declined essentially to zero, and, in this case, the best form of risk-free liquid asset is no longer the short-term government bonds, but money.


Financial repression

Policy response to sovereign debt:  

1)   Pay it back
2)   Default/ restructure
3)   Inflate it away


Back in March 2011, author Carmen Reinhart wrote a comment in Bloomberg describing the term “financial repression.”  She wrote:

“As they have before in the aftermath of financial crises or wars, governments and central banks are increasingly resorting to a form of “taxation” that helps liquidate the huge overhang of public and private debt and eases the burden of servicing that debt."   Such policies, known as financial repression, usually involve a strong connection between the government, the central bank and the financial sector.   In the U.S., as in Europe, at present, this means consistent negative real interest rates (yielding less than the rate of inflation) that are equivalent to a tax on bondholders and, more generally, savers.”

FDIC data example of interest income and interest spending by US banks.  Notice that while the Fed has maintained the net interest income to banks, the earnings of depositors have fallen more than 90% since 2008.  Via QE, the Fed is subsidizing all banks to the tune of over $100 billion per quarter in artificially depressed interest cost and income to depositors of all stripes. By robbing consumers and all savers of income, the FOMC is in fact feeding deflation and hurting growth and employment.

Prior to the 2007 financial crisis, total interest expense for all US banks was over $100 billion every three months and interest income was almost $200 billion.  In order to maintain the net interest margin for banks at +/- $100 billion per quarter, the Fed is confiscating income of US savers, including companies, investors and the elderly, of almost the same amount each quarter.  This badly needed income is transferred from savers to the banks and is not available to support consumption.

Reinhart, NBER, 2011.  Historically, periods of high indebtedness have been associated with a rising incidence of default or restructuring of public and private debts. A subtle type of debt restructuring takes the form of "financial repression." Financial repression includes directed lending to government by captive domestic audiences (such as pension funds), explicit or implicit caps on interest rates, regulation of cross-border capital movements, and (generally) a tighter connection between government and banks. In the heavily regulated financial markets of the Bretton Woods system, several restrictions facilitated a sharp and rapid reduction in public debt/GDP ratios from the late 1940s to the 1970s. Low nominal interest rates help reduce debt servicing costs while a high incidence of negative real interest rates liquidates or erodes the real value of government debt. Thus, financial repression is most successful in liquidating debts when accompanied by a steady dose of inflation. Inflation need not take market participants entirely by surprise and, in effect, it need not be very high (by historic standards). For the advanced economies in our sample, real interest rates were negative roughly ½ of the time during 1945-1980. For the United States and the United Kingdom our estimates of the annual liquidation of debt via negative real interest rates amounted on average from 3 to 4 percent of GDP a year. For Australia and Italy, which recorded higher inflation rates, the liquidation effect was larger (around 5 percent per annum). We describe some of the regulatory measures and policy actions that characterized the heyday of the financial repression era.

In retrospect, we now understand that leading into the 2008 GFC, some financial institutions underwrote products with excessive leverage in real estate investments (notably US, Ireland, Iceland, Spain).  The collapse of liquidity in these products impaired balance sheets, and governments backstopped the crisis.  Soon enough governments themselves were propped by extraordinary monetary stimulus from central banks.   Central banks purchased ~$15T of financial assets, mostly government obligations.

This accommodation was expected to reverse.   If and when such outflows (or lack of new inflows) take place could lead to asset declines and liquidity disruptions, and potentially cause a financial crisis or a hypothetical “Great Liquidity Crisis” (GLC). The timing will largely be determined by the pace of central bank normalization, business cycle dynamics and various idiosyncratic events, and hence cannot be known accurately. This is similar to the 2008 GFC, when those that accurately predicted the nature of the GFC started doing so around 2006 (Shiller, Rogoff, Roubini).

[bookmark: _GoBack]NIRP

Negative real interest rates, whether due to the inflation of the late 1960s or the infinitesimal nominal interest rates of recent years, generate far more bubbles than were possible under the Gold Standard, because they make leverage cheap and easily obtainable. What’s more, the mechanism causing the bubbles to burst is far less strong than in 1720; with leverage so freely available, it can be used to prop up the shakiest and most heavily loss-making structure.

Sweden’s Riksbank decided in late 2019 to exit from negative interest rates. Economist Daniel Lacalle explains why it was right to do so and others that haven’t yet, like the Bank of Japan and European Central Bank, aren’t helping their economies.
Key Points:
    Negative interest rates spring from a wrong diagnosis: that growth falters because people and businesses save too much and therefore saving must be penalized to stimulate the economy.
    In fact, low growth is due to excessive debt, artificially induced overcapacity and subsidies to unproductive businesses.
    An investment that is profitable with rates at -0.5% but unviable with 1% rates is hard to imagine, but any that exist are time bombs waiting to explode.
    Negative rates are a huge transfer of wealth from savers and workers to borrowers and the government – essentially a tax on caution.
    Sweden reversed policy after it observed negative rates failed to stimulate investment and consumption.
Bottom Line: Like other monetary policies, negative rates give governments an excuse to delay beneficial reforms that politically powerful groups wish to avoid. They don’t solve the underlying problems and may even aggravate those problems.  
Negative interest rates:

1.	Low interest rates spawn asset bubbles. As bubbles expand, banks make loans on asset prices that rise higher and higher. When bubbles burst, they leave behind a pool of debt that cannot be paid back. It was unusually low interest rates that created the housing bubble and the junk bond/equity bubbles we are in now.
2.	Low interest rates spur all kinds of economic development that is not productive. That development sends a signal that things are OK and that shortages exist. In 2005, people actually believed there was a shortage of Spanish and Florida flats. A couple years back it seemed like going into massive debt to drill oil wells was a good idea. Today we know it was not such a great idea.
3.	The Fed, central bankers in general, want 2% inflation. However, there is no reason to believe 2% is a magic number.
4.	Inflation benefits those with first access to money: the banks and the already wealthy. Rising income and wealth inequality is a direct result of interest rates set too low. Think back to the housing bubble. By the time money was available for liar loans, the party was nearly over.  Those who bought late in the game got crushed.
5.	In foolish attempts to hit 2% inflation, desperate central banks have now tried negative rates. Outside of central bank intervention, negative rates are impossible. Negative rates imply one would rather have 90 cents ten years from now than a dollar today. Clearly that is absurd. While we do not yet know precisely what problems may arise from such economic silliness, we can say for sure there will be more economic distortions.
6.	What should the interest rate be?   Wicksellian dynamics?


What do policy-makers hope to achieve with all this untethered monetary intervention? Consider the most basic economic model taught in Econ 101.

Output (Y) = Consumption (C) + Investment (I) + Government (G)

Foreign trade is ignored for simplification. Now, if Consumption is assumed to be proportional to output (so C = c*Y where c is the fraction of income that people consume), we have

Y = cY + I + G

or

Y = (I + G) * {1/(1-c)}

Look at the term in brackets. If people spend 75% of their income on consumption, they save (1-c) or 25%. That bracketed term would be {1/(1-.75)} or 4.0. So the model would say that increasing investment or government spending will have a “multiplier effect” on output of $4 of new output for every dollar of new investment or government spending. Alternatively, if you could get people to spend 80% of their income instead of 75%, you could increase the multiplier to 5.0.

While the crude little world above is an extreme abstraction from the real world, imposes no resource constraints whatsoever, and implies “multiplier effects” that are dramatically larger than we observe in practice, this model is essentially how most policy makers think about and justify their actions. Accordingly, what monetary authorities are quietly hoping to do is punish savings so violently, through negative interest rates and the like, that people will consume more (essentially increasing little c), or at least stimulate real investment so that attempts to save more (reductions in c) don’t result in economic contraction.

Unfortunately, we’ve observed in recent years that no amount of punishment actually reduces the desire of people to save. They simply look to save in different forms.  This behavior has driven what is now the third equity bubble in 19 years, accompanied by a massive overhang of covenant-lite debt, and an increasing move to alternative forms of money such as crypto-currencies.  Meanwhile, aside from a mean-reverting rebound from the 2009 lows, real investment hasn’t responded strongly to low interest rates.  Indeed, the growth rate of real U.S. gross domestic investment since 2000 has dropped to nearly one-quarter of the growth rate over the prior 50 years. That’s precisely why productivity and real incomes have stagnated.

Look, there’s one thing we know for certain in economics. The amount of saving in an economy must be precisely equal to the amount of real investment in the economy (factories, buildings, equipment, capital goods, and inventory). That’s not a theory. It’s an accounting identity.

Other things being equal, if people are trying to save a larger fraction of their income, and the level of investment doesn’t respond to low interest rates, income has to fall in order to bring saving and investment into equality.  That’s the basic setup that Keynes explored in the General Theory.  But if policy-makers really believe that there’s a “savings glut,” punishing savings isn’t the only way out.  There are many ways to encourage investment other than manipulating interest rates, and all kinds of spending can function as “investment” even if the GDP accounts classify them as government spending or consumption.  That leaves a relatively straightforward road that’s rarely taken, which is to pursue fiscal policies targeted at increasing productive investment at every level of the economy.

Put simply, if people want to save a larger share of their income, and punishing savings doesn’t reduce that desire, and the whole world can’t rely on beggar-thy-neighbor policies to expand their own economies by increasing the trade deficits of others, then the only way to avoid global economic contraction and simultaneously raise the prospects for long-term growth is to expand productive investment at every level of the economy (including infrastructure investment, corporate investment tax incentives, workforce development credits, and other measures ideally tied to the creation of new jobs).  Since investment isn’t responding materially to lower interest rates, you can’t do this through monetary policy. The only remaining option is to do it through fiscal means.

The problem with punishing saving in order to encourage more consumption is that it’s ineffective, and also leaves the economy with nothing to show for it. The wealth of a nation consists of its stock of real private investment (e.g. housing, capital goods, factories), real public investment (e.g. infrastructure), intangible intellectual capital (e.g. education, inventions, organizational knowledge and systems), and its endowment of basic resources such as land, energy, water, and the environment. In an open economy, one would include the net claims on foreigners. Everything else cancels out, because every security is an asset of the holder, but a liability of the issuer. If we want greater prosperity, it will come from expanding our productive capacity.

The irony of economics is that when we pursue policies that encourage speculative malinvestment and make productive investment scarce, the pie gets smaller but a larger share of it goes to the owners of existing capital. The “rents” are always highest for those resources that are most scarce. If we really want more jobs, higher labor productivity, stronger growth, better real wages, a balanced income distribution, and a return to long-term economic prosperity, only an expansion of real productive investment - at every level of the economy - will do the job. Ever more deranged monetary policy will not.




Lacy Hunt:

Four considerations suggest the Fed will continue to be unsuccessful in engineering increasing growth and higher inflation with their continuation of the current program of Large Scale Asset Purchases (LSAP):

    First, the Fed's forecasts have consistently been too optimistic, which indicates that their knowledge of how LSAP operates is flawed. LSAP obviously is not working in the way they had hoped, and they are unable to make needed course corrections.
    Second, debt levels in the U.S. are so excessive that monetary policy's traditional transmission mechanism is broken.
    Third, recent academic studies, all employing different rigorous analytical methods, indicate LSAP is ineffective.
    Fourth, the velocity of money has slumped, and that trend will continue—which deprives the Fed of the ability to have a measurable influence on aggregate economic activity and is an alternative way of confirming the validity of the aforementioned academic studies.  And money multiplier.


A few words about the International Monetary System (IMS).
A recent seminar held at the IMF in Washington concluded that the international monetary system may be ill-equipped to deal with a host of modern problems, from climate change to abrupt shifts in capital flows across borders.  For instance, there is no global safeguard mechanism for managing cross-border spillover impacts when major central banks like the Federal Reserve shift monetary policies.
The overarching goal of the IMS is to develop the orderly underlying conditions that are necessary for financial and economic stability.  To this end, the IMS provides a framework that facilitates the exchange of goods and services, and capital among countries, and sustains sound economic growth. Achieving these goals involves balancing the needs of individual economies and the system as a whole, and over time as economic and financial relationships change.
The global situation we face today is arguably more fraught with danger than was the case when the crisis first began in 2007. By encouraging still more credit and debt expansion, monetary policy has ‘‘dug the hole deeper.’’  The fundamental analytical mistake has been to model the economy as an understandable and controllable machine rather than as a complex, adaptive system.  This mistake also implies that the suggestion that central banks should necessarily reduce the ‘‘financial rate of interest,’’ in response to a presumed fall in the ‘‘natural rate,’’ is overly simplistic. In practice, ultra-easy policy has not stimulated aggregate demand to the degree expected but has had other unexpected consequences. Not least, it poses a threat to financial stability and to potential growth going forward. Further, ‘‘exit’’ threatens to be delayed in many countries, underlining the dangerous fact that the global economy has no nominal anchor. Much better would be policies, introduced by other arms of government, that would recognize that the fundamental problem is not inadequate liquidity but excessive debt and possible insolvencies. The policy stakes are now very high

Currency war (from Petits):   there is a general tendency of countries to want their currencies to depreciate. Everyone would like to boost their growth by letting their currencies slide and increasing exports. Of course, not all can succeed. Someone must increase net imports and let their currency appreciate.  Neither the Chinese nor the Americans are willing to let it happen (at least at a pace desired by the rest of the world).

What it all boils down to is this: There apparently is no motivation for global central banks to stop directing capital inflows at the US in an effort to support mercantilist objectives. If it isn’t China, it will be some other economy.  And equally apparent, there is no motivation among US policymakers to address such government-directed capital flows.  Which will leave politicians falling back on ultimately harmful trade barriers.  Trump.  The absolute inability of US policymakers to seriously address a global financial architecture where a rule of the game is “when in doubt, buy Dollars” will ultimately have serious consequences via disruptive adjustment when the system can no longer be maintained, via either external or internal forces.  

The result is like a game of deflationary pass the parcel in which the countries with appreciating currencies eventually feel the pressure, and try to reverse the trend.

