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1 All Dollars were created Equal - Not
Most of the sections of this paper assume that there is one type of US dollar.

The notions of 

· Electronic versus foldable dollars (Fekete’s  two tectonic plates)

· Exter’s inverted pyramid

· Gresham’s law / devolution / flight to safety (quality)
· Euro dollars / petro dollars vs other dollars
modify, or are in contradiction of, the one type notion.  The best exposition of this is CAN WE HAVE INFLATION AND DEFLATION ALL AT THE SAME TIME? by Antal E. Fekete.  Also GEAR TODAY GONE TOMORROW by Alf Field.  See my annotated copies of both in one file titled 20070921 CAN WE HAVE INFLATION AND DEFLATION all at the same time ++++.html.

These assume there is an inverted pyramid of types of money, with the highest quality at the bottom.  A flight to quality is the attempt to trade a higher level for money of higher quality in a lower level.    See section 3.6, below, on The Shadow Pyramid.
2 Long-term Interest Rate  Determinants

What determines long-term interest rates?  Why the tendency toward an inverted yield curve?  
The model or presumption in this section is that we are talking primarily about USD long-term interest rates but also, to a substantial extent, about long-term interest rates in any of the major currencies because of arbitrage.  US Treasury bonds are of special interest because, being of “zero risk”, high yields on later maturities could not be indicative of default risk and therefore would be indicative of USD inflation.
2.1 A Global savings glut - Andrew Wilkinson's answer (Bernanke's “savings glut”)
This determinant involves the accumulation by savers of US money as a medium of exchange, their desire to hold the savings as a store of value for later use, and the desire to invest it for capital preservation/appreciation.  This necessitates purchase of USD-denominated investment assets, some fraction of which are long-term dollar-denominated debt.  This saving exists, despite saving by US citizens being minimal or even negative, except for social security.

It appears that this savings glut can be associated with an attempt to effect an intergenerational wealth transfer.  These are honored more oft in the breach than the observance.  Examples: "Alaska Permanent Fund", Nauru
 in the South Pacific.
Some economists single out the accumulation by non-US central banks or government treasuries of USD FOREX reserves/savings and the subsequent use, via Sovereign Wealth Funds to buy long-term dollar-denominated debt.  Except for the added possibility of these investment choices being influenced by national policy, this distinction seems to be largely arbitrary.
2.1.1 Social Security
This component of the global savings glut will turn into a dissavings around 2014.  Japan and the UK are similar.
2.1.1.1 Bond Vigilantes Swamped – Captive Bidders

http://members.forbes.com/global/2000/0904/0317081a.html  my file Interest rates - influence of SS.docx 
2.1.2 Petrodollars
2.2 Global Savings Glut – Retrospectives

John Embry, speaking of Greenspan on June 20, 2008 called the GSG “one of the most disingenuous things he did”.

Mid-2008 Doug Noland wrote that there never was a Global Savings Glut, “but instead a Global Liquidity Glut that was foremost a product of the massive Credit Bubble-induced dollar outflows”.
2.3 Fiscal Policy – U.S. Treasury in response to Congress
2.4 Monetary policy – Central Bank (Fed) actions
Ben S. Bernanke, Vincent R. Reinhart, and Brian P. Sack refer to “targeted purchases of long-term bonds as a means of reducing the long-term interest rate”
2.4.1 Open Market Operations Create Ceilings for Yields on Longer-Maturity Treasuries

In 2002, Bernanke said (in the context of how the Fed can avoid deflation):

"….under a paper-money system, a determined government can always generate higher spending and hence positive inflation."
"A more direct method, which I personally prefer, would be for the Fed to begin announcing explicit ceilings for yields on longer-maturity Treasury debt (say, bonds maturing within the next two years). The Fed could enforce these interest-rate ceilings by committing to make unlimited purchases of securities up to two years from maturity at prices consistent with the targeted yields. If this program were successful, not only would yields on medium-term Treasury securities fall, but (because of links operating through expectations of future interest rates) yields on longer-term public and private debt (such as mortgages) would likely fall as well."

See http://safehaven.com/article-8883.htm .
2.4.2 Government Intervention other than OMOs: The ‘Tinsley Put’

GATA, the Gold Anti-Trust Action Committee has a page written by Michael Bolser which describes likely interventional reasons behind the extreme interest rate derivatives growth. In addition, an important 1998 Federal Reserve consultant's publications that describe exact methodology needed to enforce the government's long-term interest rate policies are reviewed. Also the report shows preliminary evidence that since Summer 2003 the long interest rates appear to be under the controlling influence of those Federal Reserve policies.
The following extended quote from GATA/Bolser describes what has become known as the Tinsley Put.  This guarantee essentially offers the buyer of an intermediate or long-term bond an implicit put of that same bond at a price near the purchase price, guaranteeing a loss-free investment!

The Fed's toolbox
Several papers written by Federal Reserve consultants lay out the various tools and methods available to the Fed in its push to intervene in the bond markets in order to enforce its long-term interest rate policies. One of these: SHORT RATE EXPECTATIONS, TERM PREMIUMS, AND CENTRAL BANK USE OF DERIVATIVES TO REDUCE POLICY UNCERTAINTY P. A. Tinsley (September 1998) contains very detailed information on just how the Fed can go about achieving a reduction in "policy uncertainty". 

Abstract: The term structure of interest rates is the primary transmission channel of monetary policy. Under the expectations hypothesis, anticipated settings of the short-term interest rate controlled by the central bank are the main determinants of nominal bond rates. Historical experience suggests that bond rates may remain relatively high even if the short-term interest rate is reduced to zero, in part due to term premiums reflecting uncertainty about future policy. Term spreads due to policy uncertainty may be reduced by central bank trading desk options that provide insurance against future deviations from an announced interest rate policy. [Emphasis added]

Professor Tinsley, Cambridge University, goes on with the following statement that well summarizes his paper's objective:

In critical episodes, such as a persistent recession where the short rate may be driven near zero, historical experience suggests long-term bond rates may remain well above zero. This paper indicates derivative securities issued by the trading desk may tighten connections between policy intentions for the short rate and current long-term interest rates. Discussion is directed principally at policy options to influence nominal yields on Treasury securities. [Emphasis added]

And this passage where he lays out the Fed's rate enforcement methodology:

There are two major differences in the present proposal from current operating procedures. First, instead of disclosing only the current policy setting of the short-term rate, the central bank also indicates one or more explicit upper or lower boundary points on the yield curve that will be enforced by future policy, presumably at the short end of the term structure. Second, the credibility of the central bank policy is enforced by binding contractual arrangements with private sector agents, who will be compensated for any future deviations from the policy terms designated in the contingent contracts. [Emphasis added]

The Fed would, under Professor Tinsley's suggestions, hire agents to enforce "upper and lower boundary points on the yield curve". He then goes on to describes exactly how this would occur in section IV. Policy Puts:

Bond puts and interest rate calls
To enforce a floor on near-term bond maturities, derivative contracts that provide explicit policy signals over the next two years include the writing of short-horizon bond puts. For example, suppose the expiration date of the options is three months, and put contracts are written on forward 9-month and 21-month bonds with a unit strike price of $1. In three months, the trading desk will be obligated to buy 9-month and 21-month Treasury bonds from option owners at the strike price of $1 or, more likely, will settle in cash the difference between $1 and the existent bond prices.

In order to make this kind of intervention in a very large bond market possible, the professor makes an important note that a large source of liquidity is necessary:

Altering fundamentals
In principle, the existence of well-developed derivatives markets increases the liquidity of asset markets and, thus, tends to reduce bid-ask spreads on underlying assets, Fedenia and Grammatikos (1992) [Emphasis added].

...policy use of derivatives can alter the perceptions of economic fundamentals held by market agents. Given that the central bank has a monopoly on the supply of the domestic currency, it has the capacity to directly purchase or write options against any proportion of the outstanding Treasury debt. Private sector agents who exercise [bond] put options written by the trading desk are paid in the domestic currency [emphasis added].

It may now be better appreciated why Fed agent JP Morgan Chase constructed its towering $25 Trillion interest rate derivatives position beginning in 1996-seemingly oblivious to the risks. It is not unreasonable to conclude that it was done to create a source of needed liquidity to control the interest rate curve.

Indeed, Tinsley isn't alone in the idea of central bank intervention in the long-term interest rate arena when he referred to this quote:

It should not be beyond the power of a Central Bank (international complications aside) to bring the long-term market-rate of interest to any figure at which it is itself prepared to buy long-term securities." Keynes (1930, p.371)

Is Tinsley alone today?
One could dismiss a single highly technical paper suggesting Fed intervention in the long rate market but there is another even more explicit article by Clouse, Henderson et al and co-authored by Tinsley posted at the fed's website: Monetary Policy When the Nominal Short-Term Interest Rate is Zero
Abstract: ... This paper also examines the alternative policy tools that are available to the Federal Reserve in theory, and notes the practical limitations imposed by the Federal Reserve Act, The tools the Federal Reserve has at its disposal include 
· open market purchases of Treasury bonds and private-sector credit instruments (at least those that may be purchased by the Federal Reserve); 
· unsterilized [sic] and sterilized intervention in foreign exchange; 
· lending through the discount window; and, 
· perhaps in some circumstances, the use of options. [emphasis added] [bulletization added]
In early Feb 2008    Jerome R. Corsi, citing Bolser, says  consumers should expect a deep recession engineered by the Fed through manipulating the stock market, to depress long-term interest rates and avoid hyper-inflation.
Bolser:

· the Fed's ability to manipulate the market by increasing or decreasing the pool of available repurchase agreements (REPOs) amounts to a "stealth methodology" where the Fed can now depress the market, while implementing a policy of lowering interest rates …

· "Fed wants the Dow Jones Industrial Average and other financial indicators to descend in a managed way." 

· "The Fed wants to drive the DJIA toward the 8,000 level, or below, in order to help create a deep recession which will have the effect of slowing consumption across the board, and dampening the otherwise harmful effects of inflation."

· "Without this recession, we would be on quick trip to hyper-inflation," 

· "You have to remember the primary goal of the Fed is to support the bond market, which the Fed has done for quarter century......"

· “… the friend of the Fed is the bond speculator…”

2.5 Risk

2.5.1 Flight to Quality or not
In times of increasing risk/uncertainty, long-term interest rates for treasuries may be driven down by a flight to quality.  One must in addition explain why the yield spread between treasuries and lesser-rated bonds and other debt securities should shrink when intuitively they should expand .
See also section 2 above on the inverted pyramid and whether all dollars are equal.
2.5.2 Models
xxxxxxxx
2.6 Risk-Free Bond Speculation via Derivatives: the Shadow Pyramid

Here is a diagram of types of money, from Minyanville.
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And here is similar diagram, from the BIS.
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Antal Fekete in  THE SHADOW PYRAMID, dated Nov 1, 2007 annotated or original argues as follows.

The derivatives market is not the outcome of a natural development, as falsely suggested by mainstream economics in picturing it as a creature of the market’s immune system fighting risk-concentration.  Rather, it must be seen as a defensive measure on the part of the managers of the dollar, in order to perpetuate their power to issue irredeemable promises.  They hope that by creating infinite demand for T-bonds they can prevent interest rates or, by implication, prices
 from running away.  However, the managers are playing with fire.  Interest rates may keep falling, dragging prices down with them.  This spells deflation and depression not only in the United States but also in the world.
Fekete asserts that there is a shadow pyramid as indicated in the (center column of the) table below. 
	John Exter’s Inverted Pyramid
	The Shadow Pyramid
	A Gold Pyramid

	8 Electronic dollar credits
	4 Futures contracts to be settled by surrendering obligations belonging to the layer below
	

	7 Other loans and liabilities denominated in dollars
	3 Futures contracts to be settled by surrendering obligations belonging to the layer below
	

	6 Agency Paper 
	2 Futures contracts to be settled by surrendering T-bonds
	

	5 T-bonds
	1 T-bonds
	

	4 T-bills (they are payable in FR notes)
	
	

	3 FR notes

	
	3 Futures contracts to be settled by surrendering obligations belonging to the layer below [Do these exist?]

	2 Silver
	
	2 Futures contracts to be settled by surrendering gold

	1 Gold
	
	1 Gold


He asserts that long-term interest rates (and prices, via Gibson’s Paradox
) are suppressed as follows.  Speculators are encouraged to build up large inventories of T-bonds and hedge their long position in the futures market.  Simple hedging won't do. The hedges must also be hedged.  In effect, the government legalizes unlimited short selling of T-bonds thereby creating unlimited demand for them.
Or in his linkage article, Fekete concludes: A steep rise in American interest rates and the corresponding destruction of bond values, at a time when central banks around the globe are itching to dump the dollar, would be catastrophic. It would be a financial earthquake measuring 9.9 on the Greenspan scale. That is strong enough to demolish the international monetary system based on the irredeemable dollar. ....

Greenspan.... won’t allow that to happen ... ... with the Bank of Japan.... they could mercilessly punish everybody who had the temerity to short the dollar and bonds, be they central bankers, bond kings, or individual speculators like Gregory or Fred Chase. 

Fekete’s Uncle Sam Crying “Uncle” (commented) article
  of Feb 2008 is about hyperinflation/deflation/other.  But it makes the following points about long-term interest rates.

--  … the Fed will keep printing dollars like crazy. ….. most of the newly created dollars will go into bond speculation. Why? Because commodity bulls are running into headwind and face grave risks. By contrast, bond bulls enjoy a pleasant tailwind. Bond speculation is virtually risk-free.
 Under our irredeemable dollar bond bulls have a built-in advantage. The Fed has to make periodic trips to the bond market in order to make its regular open-market purchases of bonds to augment the money supply.  In order to win, all the bond speculator has to do is to stalk the Fed and [by being successful] forestall [the intended effect of] its bond purchases. [forestall?? foretell?] This is the Achillean heel of Keynesianism: it makes bond speculation inherently asymmetric favoring the bulls. 

--  the Chinese ......... find trading T-bonds most profitable. Indeed, theirs is the greatest U.S. T-bond portfolio ever, anywhere. They can overwhelm any opponent bidding against them. .......... The good news is that the Chinese have vested interest in keeping the bond bull charging. They also have a vested interest in keeping the dollar on the life-support system. ............
-- ......the Logarithmic Law of Deflation..states that halving interest rates brings about the same proportional increases in bond prices, regardless at what level the halving takes place. It makes no difference whether you go from 16% to 8% or from 2% to 1%, the value of long-term bonds will increase by about the same factor. ..... The Fed can halve interest rates any number of times without ever reducing them to zero. The bond-bull will never run out of breath.
2.7 Perception

2.7.1 General Expectations (inflation, demographics, ....)

2.7.1.1 Inflation Expectation

2.7.1.2 Inflation (Robert Schiller: The public has mostly forgotten the concept of “real interest rate”.)
3 Increase/Decrease of Long-Term Interest Rates & Prices
3.1 Linkage between Long-Term Interest Rates and Prices

The interest rate structure and the price level are causally linked.  Subject to leads and lags, they keep moving together in the same direction.   This is called linkage. 
As Antal Fekete  put it: “… linkage, the phenomenon of commodity prices and interest rates moving together subject to leads and lags.”   

Keynes coined the term Gibson’s Paradox for this fact.  At least for commodity prices, during the years of the classical gold standard.  Sometimes the change in price level leads and the change in rate of interest lags; at other times it is the other way around. 
This table lays out the four cases.

Linkage
	Cause
	Effect
	Comment 

	Interest Rates rising
	Prices rising
	Frustrated savers sell their bonds and put the proceeds in marketable commodities. Thus rising commodity prices and falling bond prices are linked and they reinforce one another. The linkage is best described as a huge speculative money-flow. The money-tide begins to flow at the commodity market while ebbing at the bond market. This epitomizes the inflationary phase of Kondratiev’s long-wave cycle. 

But falling bond prices are tantamount to rising rates of interest. Thus a rising price level and a rising interest-rate structure, if they do not march in lockstep, at least they are closely linked.

	Interest Rates falling 
	Prices falling
	...falling interest rates squeeze profits. The present value of outstanding debt rises. Fekete's “major break-through”. As profits are squeezed, firms are forced to retrench. They reduce inventory, causing prices to fall. ...the accountant must charge the increased cost of potential liquidation against assets without making allowance for increased future earnings ....... The Airline example. ...capital-intensive industries. (In the 'GOSPEL' article he addresses why in 2008 prices are not falling.)

	Prices rising
	Interest Rates rising
	

	Prices falling
	Interest Rates falling 
	The money-flow from the bond to the commodity market, while it can go on for decades, will not last indefinitely. Holders of commodities will find that it is not possible to finance ever increasing inventories at ever increasing rates of interest. At one point they will panic and sell. Not all can get through the exit doors at the same time, however. Some will get trapped. Inventory reduction is a long-drawn-out and painful affair. 

This means that the speculative money-flow has reversed itself. Now the money-tide begins to flow at the bond market while ebbing at the commodity market. Prices of commodities fall while bond prices rise. Again, rising bond prices are tantamount to falling interest rates. The falling price level and the falling interest-rate structure are linked and they reinforce one another. This reversed money-tide epitomizes the deflationary phase of the Kondratiev cycle. 


3.1.1 Discovery of Linkage
In 1947 the British-born Canadian economist Gilbert E. Jackson studied the behavior of just two economic indicators, that of the price level and the rate of interest. He found that the two are linked. Sometimes the price level leads and the rate of interest lags; at other times, the other way around. In his own words just like two hounds on a leash holding them together, while one can get a little bit ahead, they cannot come apart, the leash obliging them to follow the same path, uphill or down. Jackson’s calculations yielded the same long-wave cycle established by Kondratiev. He called this phenomenon “the linkage”. 

Jackson was probably unaware of Kondratiev’s work. Therefore it is quite remarkable that two economists working independently came to virtually identical conclusions. Yet Jackson’s contribution is all the more significant as he focused on just two economic indicators instead of twenty-one, to get the same conclusion. Jackson’s methodology used British data, namely wholesale prices in Britain and the yield on British consols for a period of over 150 years from 1782 to 1947. In order to iron out short-term fluctuations in the data-base due to the business cycle and other factors, Jackson replaced the raw figures by eleven-year moving averages. He then charted both indicators in the same coordinate system showing two curves with the rising trend of both curves indicating an inflationary spiral, and their falling trend the deflationary spiral, alternating with one another.  

We reproduce Jackson’s original chart at the end of the paper. [This is a must-see! – FNC] As the chart clearly shows, sometimes prices lead, and sometimes they lag the rate of interest. Neither Jackson, nor anyone else who studied the phenomenon of linkage, could offer a full theoretical explanation. The most they could say was that it appeared to be an “accidental coincidence”. 

Jackson’s results were published in 1947 in a paper The Rate of Interest that was barely noticed by the profession at the time. By now it is largely forgotten …..
The above is taken from the  Jackson’s linkage section within  CAUSES AND CONSEQUENCES OF KONDRATIEV'S LONG-WAVE CYCLE by Antal E. Fekete, January 24, 2005. 
3.1.2 Explanation of Linkage

A host of excellent thinkers such as Knut Wicksell, Wilhelm Röpke, Gottfried Haberler, to mention only three who have studied it, found the phenomenon of linkage “puzzling”. Irving Fisher went as far as saying that “it seems impossible to interpret [the linkage] as representing an independent relationship with any rational basis”.
The above is also taken from the  Jackson’s linkage section within  CAUSES AND CONSEQUENCES OF KONDRATIEV'S LONG-WAVE CYCLE by Antal E. Fekete, January 24, 2005.

Fekete’s entire paper constitutes a discussion/explanation of the 4 subtypes of linkage.
4 Theory – Danna’s Notes
4.1 Dummy1
4.2 Dummy2

4.3 These are just a guy's notes:

4.4 Danna’s Chapter 4: Understanding Interest Rates 

Saturday, October 13, 2007

Summary

1. The yield to maturity, which is the measure that most accurately reflects the interest rate, is the interest rate that equates the present value of future payments of a debt instrument with its value today. Application of this principle reveals that bond prices and interest rates are negatively related: when the interest rate rises, the price of the bond must fall, and vice versa.

2. Two less accurate measures of interest rates are commonly used to quote interest rates on coupon and discount bonds. The current yield, which equals the coupon payment divided by the price of a coupon bond, is a less accurate measure of the yield to maturity the shorter the maturity of the bond. The yield on a discount basis (also called the discount yield) understates the yield to maturity on a discount bond, and the understatement worsens with the distance from maturity of the discount security. Even though these measures are misleading guides to the size of the interest rate, a change in them always signals a change in the same direction for the yield to maturity.

3. The return on a security, which tells you how well you have done by holding this security over a stated period of time, can differ substantially from the interest rate as measured by the yield to maturity. Long-term bond prices have substantial fluctuations when interest rates change and thus bear interest-rate risk. The resulting capital gains and losses can be large, which is why long-term bonds are not considered to be safe assets with a sure return.

4. The real interest rate is defined as the nominal interest rate minus the expected rate of inflation. It is a better measure of the incentives to borrow and lend than the nominal interest rate, and it is a more accurate indicator of the tightness of credit market conditions than the nominal interest rate.

In summary, the yield to maturity is an accurate measurement of interest rates:  yield to maturity is the best choice for “interest rate”.
4.4.1 I)Measuring Interest Rate

1. Present Value

-Present discounted value: a dollar paid to you one year later is less valuable than a dollar paid today

-The process of calculating today's value of dollars received in the future --> discounting the future --> PV=CF/(1+i)^n; CF = cash flow payment

2. Four types of Credit Market Instruments

-Simple loan: repaid to lender at maturity date along with interest

*Commercial loans to business

-Fixed-payment loan: repaid by making the same payment every period, consisting of part of the principal and interest for a number of years. 

*Ex. borrowed 1000, require to pay 126 every year for 25 years.

*Installment loans, mortgages

-Coupon bond: pays a fixed interest payment (coupon payment) until maturity date when a specified final amount (face value) is repaid.

*Ex. FV=1000, pay a coupon payment of 100/yr for ten years and at maturity date, pay 1000.

*Identified by three info: issuer, maturity date, coupon rate.

*US Treasury bonds and notes, corporate bonds

-Discount bond: bought at a price below face value and face value is repaid at maturity. 

*No interest payments

*T-bills, US saving bonds, long-term 0-coupon bonds

-Require payments at different times: Simple loans and discount bonds may payment only at maturity dates; fixed payment and coupon bonds have periodic payments.

-For simple loans, simple interest rate equals the ytm.

-Table 1

*When the coupon bond is priced at its face value, the yield to maturity equals the coupon rate.

*The price of a coupon bond and the yield to maturity are negatively related; that is, as the yield to maturity rises, the price of the bond falls. As the yield to maturity falls, the price of the bond rises.

*The yield to maturity is greater than the coupon rate when the bond price is below its face value.

-Consol or perpetual bond: no maturity date and no repayment of principal; makes fixed coupon payments forever.

-Long-term coupon bonds (>20 yrs), acts like perpetual bonds because cash flow in the far future have very small present value.

-Current bond prices and interest rates are negatively correlated: when interest rate rises, the price of bond falls.

4.4.2 II) Yield on a Discount Basis

1. Yield to maturity, though best, is hard to calculate.
2. Alternative method: yield on a discount basis.

3. It uses the % gain on the face value of the bill (F-P)/F rather than the % gain on the purchase of the bill (F-P)/P.

4. It puts the yield on an annual basis 360 days.

5. Understates interest rate: year; #3 above. 

-Always understate the yield to maturity and this becomes more severe the longer the maturity of the discount bond.

6. It is negatively related to the price of the bond just like ytm.

7. DB and ytm always move together

4.4.3 III) Distinction between interest rates and returns

1. How well a person does by holding a bond --> return
2. Rate of return = payments to the owner plus the change in its value, expressed as a fraction of its purchase price.

3. The return on a bond will not necessarily equal the yield to maturity on that bond.

4. Table 2

-The only bond whose return equals the initial yield to maturity is one whose time to maturity is the same as the holding period (last bond in table 2)

-A rise in interest rates is associated with a fall in bond prices, resulting in capital losses on bonds whose terms to maturity are longer than the holding period.

-The more distant a bond's maturity, the greater the size of the percentage price change associated with an interest-rate change.

-The more distant a bond's maturity, the lower the rate of return that occurs as a result of the increase in the the interest rate.

-Even though a bond has a substantial initial interest rate, its return can turn out to be negative if interest rates rise. 

5. Maturity and the Volatility of Bond Returns: Interest Rate Risk

-Prices and returns for long-term bonds are more volatile than those for short-term bonds. 

4.4.4 IV) The Distinction Between Real and Nominal Interest Rates

1. When the real interest rate is low, there are greater incentives to borrow and fewer incentives to lend.

2. Returns vs. real returns

4.5 Danna’s Chapter 5: The Behavior of Interest Rates 

Wednesday, October 31, 2007

1. The theory of asset demand tells us that the quantity demanded of an asset is 
· (a)positively related to wealth, 
· (b)positively related to the expected return on the asset relative to alternative assets, 
· (c)negatively related to the riskiness of the asset relative to alternative assets, and 
· (d)positively related to the liquidity of the asset relative to alternative assets.

2. The supply and demand analysis for bonds provides one theory of how interest rates are determined. It predicts that interest rates will change when there is a change in demand because of changes in income (or wealth), expected returns, risk, or liquidity or when there is a change in supply because of changes in the attractiveness of investment opportunities, the real cost of borrowing, or the government budget.

3. An alternative theory of how interest rates are determined is provided by the liquidity preference framework, which analyzes the supply of and demand for money. It shows that interest rates will change when there is a change in the demand for money because of changes in income or the price level or when there is a change in the supply of money.

4. There are four possible effects of an increase in the money supply on interest rates: 
· the liquidity effect, 
· the income effect, 
· the price-level effect, and 
· the expected-inflation effect. 
The liquidity effect indicates that a rise in money supply growth will lead to a decline in interest rates; the other effects work in the opposite direction. The evidence seems to indicate that the income, price-level, and expected-inflation effects dominate the liquidity effect such that an increase in money supply growth lead to higher - rather than lower- interest rates.
4.5.1 I) Determinants of Asset Demand

Buying an asset, must consider:

· -Wealth: total resources owned by the individual

· -Expected return: on one asset relative to another

· -Risk: the degree of uncertainty

· -Liquidity: the ease and speed an asset can be turned into cash.

4.5.1.1 1. Wealth

-When wealth increase, more resources to buy assets. 

-Holding everything else constant, an increase in wealth raises the quantity demanded of an asset.

4.5.1.2 2. Expected Return

-Measures how much we gain from holding an asset

-An incrase in an asset's expected return relative to that of another --> raises the quantity demanded of the asset.

4.5.1.3 3. Risk

-If an asset's risk rises --> its quantity demanded will fall

4.5.1.4 4. Liquidity

-An asset is liquid if the market it is traded has many buyers and sellers.

The more liquid an asset is, the more desirable it is, the higher the quantity demanded.

4.5.1.5 5. Theory of asset demand - Summary
The above factors assemble to the theory of asset demand.  It states that, holding all other factors constant the quantity demanded of an asset is:

· positively related to wealth

· positively related to its expected return relative to alternative assets.

· negatively related to the risk of its returns relative to others.

· positively related to its liquidity relative to others.

4.5.2 II) Supply and Demand In the Bond Market

1. Demand curve - Expected return is equal to interest rate: 

i=R(e)=(F-P)/P
2. Supply curve 

-An important assumption behind the supply and demand curves for bonds is that all other economic variables besides the bond's price and interest rate are held constant.

3. Market Equilibrium 

-B(d)=B(s)

-Excess supply: people want to sell more than buy and the price of the bond will decrease

-Excess demand: people want to buy more than sell and price of the bond will increase

4. Supply and Demand Analysis

-An important feature of the analysis is that supply and demand are always in terms of stocks (amounts at a given time) instead of flows.

4.5.2.1 III) Changes in Equilibrium Interest Rates

-When quantity demanded changes as a result of a change in price --> movement along the demand curve.

-When D changes at a given price in response to a change in some factor besides the bond's price or interest rate --> shift in demand

4.5.2.1.1 1. Shifts in the demand for bonds

-Wealth: 

*Increase in wealth --> increase in demand --> shift to the right

*Another factor that affects wealth is the propensity to save. If households save more, wealth increases, and demand for bonds rises --> demand to the right.

*As wealth increase, people demand more bonds at the same price.

-Expected returns

*For one year bonds, interest rate and expected return are the same so nothing besides today's interest rate affects the expected return.

*For bonds with maturities greater than one year, expected return may differ from interest rate. 

*For example, a rise in interest rate on a long-term bond from 10%-20@ would lead to a sharp decline in price and a very large negative return.

*Higher expected interest rates in the future lower the expected return for long-term bonds, decrease the demand, and shift the demand curve to the left.

*Changes in expected returns on other assets can affect demand for bonds - expect higher stock prices --> expected return on bonds today relative to stock would fall, lowering the demand for bonds --> demand curve to the left.

-Risk

*Prices more volatile --> risk increases --> bond less attractive --> demand to the left.

*Volatility of prices of other assets --> make bonds more attractive --> demand to the right.

-Liquidity

*Increased liquidity --> demand to the right

*Reduction of brokerage commissions

4.5.2.1.2 2. Shifts in the Supply of Bonds

-Expected Profitability of Investment Opportunities

*The more profitable investments that a firm expects it can make, the more willing it will be to borrow to finance these investments.

*In a business cycle expansion --> supply of bonds increases --> supply curve to the right. 

-Expected inflation

*The real cost of borrowing is the real interest rate = nominal - inflation.

*When the expected inflation increases, the real cost of borrowing falls --> the quantity of bonds supplied increases at any given bond price.

*An increase in expected inflation causes the supply of bonds to increase and the supply to the right.

-Government Budget

*US Treasury issues bonds to finance deficits = revenues - expenditures.

*When deficits are large --> issue more bonds --> the supply of bonds to the right.

*Vs. govenment surpluses

4.5.2.2 IV) Changes in the Interest Rate due to Expected Inflation: The Fisher Effect

Expected inflation rises --> 
· expected return falls --> demand curve shifted to the left.
· the real cost of borrowing has declined --> supply curve shifted to the right.

So depending on the size of the shifts the quantity of bonds could rise or fall.

4. However, an economic theory or model embodying the Fisher effect will imply that when expected inflation rises, interest rate will rise.

4.5.2.3 V) Changes in the Interest Rate due to a Business Cycle Expansion

1. During expansion, national income increases, more profitable opportunities, higher supply of bonds --> supply to the right.

2. Expansion --> wealth increase --> demand to the right

3. Depending on the shifts, the new interest rate can either rise or fall.

4.5.2.4 VI) Explaining Low Japanese Interest Rates

1. Prolonged recession --> deflation --> negative inflation rate --> expected return on real assets fall --> expected return on bonds rise --> demand for bonds rise --> demand to the right.

2. Negative inflation --> raise real interest rate --> cost of borrowing increases --> supply to the left.

3. Rise in bond price and a fall in interest rates.

4.5.3 VII) Supply and Demand in the Market for Money: The Liquidity Preference Framework

1. Alternative model by Keynes

2. Determines the Eq interest rate in terms of the supply and demand for money.

3. Closely related to the supply and demand framework of the bond market.

4. Two main assets for store of wealth: money and bonds --> total wealth in economy must equal the total quantity of bonds plus money in the economy --> B(s) + M(s) = B(d) + M(d) or B(s) - B(d) = M(d) - M(s)

5. If the money market is in eq, (Ms = Md) then bond market is also in eq (Bs = Bd).

6. Interest rate can be found by equating supply and demand for bonds or money.

7. Ignores any effects on interest rates that arise from changes in the expected returns on real assets.

8. Bond supply and demand framework is easier to use when analyzing changes in expected inflation

9. Liquidity preference framework easier to use with changes in income, price level, and supply of money.

10. Keynes have expected return equal to interest rate

11. As interest rate rises, expected return on money falls relative to the expected return on bonds --> money demand fall.

12. Money demand and interest rate are negatively correlated because of opportunity cost - the interest sacrificed by not holding a bond.

14. As interest rate on bonds rises, the opportunity cost of holding money rises --> money is less desirable --> money demand fall

15. Interest above eq -->excess money supply --> people holding more money than wanted --> buy bonds with excess money --> price of bonds increase --> interest rate fall until eq.

4.5.4 VIII) Changes in EQ Interest Rates in the Liquidity Preference Framework

1. Shifts in the Demand for Money

-In LPF, two factors cause the demand curve for money to shift: income and price level

-Income effect

*Income affect money demand because: 1. expansion --> wealth increases --> hold more money as a store of value. 2. hold more money to carry out transactions

*Income increases --> demand to the right.

-Price-Level effect

*Price level increases --> money not as valuable --> hold more money to restore money holdings in real terms to former level.

*A rise in price level --> demand to the right.

-Shifts in the supply of Money

*An increase in the money supply by the Fed will shift supply to the right.

4.5.5 IX) Changes in the EQ Interest Rate due to Changes in Income, Price Level, or Money Supply

1. LPF: When income is rising during an expansion, interest rates will rise. 

2. Bond market: ambiguous.

3. When price level increase, interest rates will rise.

4. When money supply increases, interest rate will decline.

4.5.5.1 X). Money and Interest Rates

1. Increase in money supply will lower interest rates: increase money supply to lower interest rates.

-Income effect

*Increase money supply --> raise national income and wealth --> interest rates will rise

*The income effect of an increase in money supply is a rise in interest rates in response to the higher level of income.

-Price-level effect

*The price level effect from an increase in ms is a rise in interest in response to the rise in price level.

-Expected-Inflation effect

*A rise in interest due to rise in expected inflation rate

-Difference between price level and expected inflation effect - the price level effect remains even after prices have stopped rising, whereas the expected-inflation effect disappears.

-Expected-inflation effect will persist only as long as the price level continues to rise

4.5.5.2 XI) Does a Higher Rate of Growth of Money Supply Lower Interest Rates?

1. Liquidity effect indicate that money growth will cause a decline in interest rate; income, price-level, and expected-inflation effects indicate a rise in interest rates.

2. Liquidity effect is immediate, income and pl effect take time, expected-inflation can be slow or fast depending on whether people adjust their expectations slowly or quickly when ms increase.

3. Empirical evidence: increase ms --> increase in interest

Posted by danna at 7:17 PM 

4.6 Danna’s Chapter 6: The Risk and Term Structure of Interest Rates 

Tuesday, October 30, 2007

4.6.1 Summary:

Two considerations explain the relationship of various interest rates to one another

1. -Different interest rates on same maturity --> Risk structure of interest rates

2. -Different interest rates on different maturity --> Term Structure of interest rates

1. Bonds with the same maturity will have different interest rates because of three factors: default risk, liquidity, and tax considerations. The greater a bond's default risk, the higher its interest rate relative to other bonds; the greater a bond's liquidity, the lower the interest rate; and bonds with tax-exempt status will have lower interest rates than they otherwise would. The relationship among interest rates on bonds with the same maturity that arise because of these three factors is known as the risk structure of interest rates.

2. Four theories of the term structure provide explanations of how interest rates on bonds with different terms to maturity are related. The expectations theory views long-term interest rates as equaling the average of future short-term interest rates expected to occur over the life of the bond. By contrast, the segmented markets theory treats the determination of interest rates for each bond's maturity as the outcome of supply and demand in that market only. Neither of these theories by itself can explain the fact that interest rates on bonds of different maturities move together over time and that yield curves usually slope upward.

The liquidity premium and preferred habitat theories combine the features of the other two theories, and by so doing are able to explain the facts just mentioned. They view long-term interest rates as equaling the average of future short-term interest rates expected to occur over the life of the bond plus a liquidity premium. These theories allow us to infer the market's expectations about the movement of future short-term interest rates from the yield curve. A steeply upward-sloping curve indicates that future short-term rates are expected to rise, a mildly upward-sloping curve indicates that short-term rates are expected to stay the same, a flat curve indicates that short-term rates are expected to decline slightly, and an inverted yield curve indicates that a substantial decline in short-term rates is expected in the future.

4.6.2 I). Risk Structure of Interest Rates:

What contribute to the different interest rates?

4.6.2.1 1. Default Risk

-Risk of default when the issuer is unable to make interest payments or pay off bond.

-The diffference between interest rates of default risk and default-free bonds (both with same maturity) is risk premium --> how much more additional interest people should get to be willing to hold that risky bond.

-A bond with default risk always have a positive risk premium and an increase in its default risk will raise the risk premium.

-Credit-rating agencies: low risk (investment-grade >BBB), high risk (junk bonds 

The Enron Bankruptcy and the Baa-Aaa Spread

-Investors doubt the health of corporations that are less than Baa. increase in interest rates. More people want Aaa bonds and led to big gap between Aaa and Baa.

4.6.2.2 2. Liquidity

-The more liquid, the more desirable.

-Liquidity affect interest rate: less liquid, demand decrease, price fall, and interest rates rise.

4.6.2.3 3. Income Tax Considerations

-The behavior of municipal bond rates which are not default-free and not as liquid as T-bills.

-Municipal bonds have less interest rates than T-bills because interest payments on municipal bonds are exempt from federal income taxes --> increase in expected return.

-T-bills: 1000 face-value with coupon payment 100 (r=10%), income tax 35% --> earn only 6.5%

-Municipal bonds: " " with coupon payment 80 (r=8%), income tax 0% --> earn 8%

-With tax advantage, expected return increases, higher demand, higher prices, lower interest rates.

Effects of Bush tax cut on Bond Interest Rates

-39% to 35%: a decrease in income tax rate means that the after-tax expected return on tax-free municipal bonds relative to the T-bills are lower --> municipal less desirable --> demand decrease, lower price and higher interest rates. T-bills more desirable --> demand increase, higher price, and lower interest rates.

4.6.3 II). Term structure of interest rates

-Another factor that influences interest rate is its term to maturity.

-A plot of the yields on bonds with differing terms to maturity but the same risk, liquidity, and tax considerations, is called a yield curve. It describes the term structure of interest rates for particular types of bonds, such as government bonds.

-Yield curve: upward, downward, or flat.

-Upward: the most usual; the long-term interest rates are above the short-term interest rates

-Flat: short- and long-term interest rates are the same.

-Downward: long-term interest rates are below short-term interest rates.

-Term structure must explain different shapes of yield curves and the following:

a. Interest rates on bonds of different maturities move together over time

b. When short-term interest rates are low, yield curves are more likely to have an upward slope; when short-term interest rates are high, yield curves are more likely to slope downward.

c. Yield curves almost always slope upward.

-Three theories to explain term structure of interest rates: expectations theory, segmented market theory, and the liquidity premium theory.

-ET explains 12 not 3, SMT explains 3 not 12, LPT 123.

4.6.3.1 1. Expectations Theory

-The interest rate on a long-term bond will equal an average of the short-term interest rates that people expect to occur over the life of the long-term bond.

-Example: average expected short-term interest rates the next 5 years= 10%, then interest rate on a five-year maturity bond=10%.

-Key assumption: buyers of bonds do not prefer bonds of one maturity over another, so they will not hold any quantity of a bond if its expected return is less than that of another bond with a different maturity --> perfect substitutes --> expected return on these bonds must be equal.

...137-138

-Expectations theory explains why the term structure of interest rates changes at different times. When yield curves is upward-sloping, the expectations theory suggests that short-term interest rates are expected to rise in the future. In this situation when the long-term rate is higher than the short-term rate, the average of future short-term rates is expected to be higher than the current short-term rate, which can only occur if short-term interest rates are expected to rise.

-Downward: short-term are expected to fall in the future.

-Also explains fact 1: historically, if short increase today, they are higher in future --> rise in short-term interest rates will raise people's expectations of future short-term rates --> raise in long-term rates --> short and long move together.

-Explains fact 2: when short are low, people expect them to rise to normal level in future --> avg of future expected short is higher than current short rate--> upward sloping

-Does not explain fact 3, suggests that yield curve should be flat.

4.6.3.2 2. Segmented Markets Theory

-Different maturity bonds have different markets

-Interest rate determined by the supply and demand of that bond independent of other bonds.

-Key assumption: bonds of different maturities are not substitutes so the expected return from holding a bond of one maturity has no effect on the demand for a bond of another maturity.

-Investors have strong preferences for particular maturities.

-Investors have short desired holding periods --> demand for long is lower than short --> long have lower prices and higher interest rates --> upward sloping --> fact 3.

-Cannot explain why interest rates on bonds of different maturities tend to move together (fact 1).

-Not clear on how demand and supply for short vs. long change with short rate (fact 2).

4.6.3.3 3. Liquidity Premium and Preferred Habitat Theories

-The rate on a long will equal an average of short expected to occur over the life of long plus a liquidity premium that responds to supply and demand for the bond.

-Key assumption: bonds of different maturities are substitutes, but it allows investors to prefer one maturity over another --> substitutes but not perfect substitutes.

-Prefer short bonds so investors must offer a positive liquidity premium to induce them to hold long bonds.

-Preferred habitat theory: related to liquid premium theory

*Investors have preference for maturity: only buy different maturity if have higher expected return.

Posted by danna at 1:57 PM   

0 comments:
5 Essays and Opinions

5.1 Greenspan 20071212

Greenspan said that 

· The surge in competitive, low-priced exports from developing countries, especially those to Europe and the U.S., flattened labor compensation in developed countries, and reduced the rate of inflation expectations throughout the world, including those inflation expectations embedded in global long-term interest rates.

· In addition, there has been a pronounced fall in global real interest rates since the early 1990s, which, of necessity, indicated that global saving intentions chronically had exceeded intentions to invest. In the developing world, consumption evidently could not keep up with the surge of income and, as a consequence, the savings rate of the developed world soared from 24% of nominal GDP in 1999 to 33% in 2006, far outstripping its investment rate.

· …. weakened global investment has been the major determinant in the decline of global real long-term interest rates is also the conclusion of a recent (March 2007) Bank of Canada study.

· In mid-2004, as the economy firmed, the Federal Reserve started to reverse the easy monetary policy. I had expected, as a bonus, a consequent increase in long-term interest rates, which might have helped to dampen the then mounting U.S. housing price surge. It did not happen. We had presumed long-term rates, including mortgage rates, would rise, as had been the case at the beginnings of five previous monetary policy tightening episodes, dating back to 1980. But after an initial surge in the spring of 2004, long-term rates fell back and, despite progressive Federal Reserve tightening through 2005, long-term rates barely moved.

· In retrospect, global economic forces, which have been building for decades, appear to have gained effective control of the pricing of longer debt maturities. Simple correlations between short- and long-term interest rates in the U.S. remain significant, but have been declining for over a half-century. Asset prices more generally are gradually being decoupled from short-term interest rates.
5.2 Bernanke 20070302

Globalization and Monetary Policy, by Ben Bernanke: ...The empirical literature supports the view that U.S. monetary policy retains its ability to influence longer-term rates and other asset prices. Indeed, research on U.S. bond yields across the whole spectrum of maturities finds that all yields respond significantly to unanticipated changes in the Fed’s short-term interest-rate target and that the size and pattern of these responses has not changed much over time (Kuttner, 2001; Andersen and others, 2005; and Faust and others, 2006)…....

I draw two conclusions... First, the globalization of financial markets has not materially reduced the ability of the Federal Reserve to influence financial conditions in the United States. But, second, globalization has added a dimension of complexity to the analysis of financial conditions and their determinants, which monetary policy makers must take into account.

5.3 Bernanke 20070711
Mr. Bernanke's remarks yesterday touched on the challenges of measuring inflation expectations.

"If the public experiences a spell of inflation higher than their long-run expectation, but their long-run expectation of inflation changes little as a result, then inflation expectations are well anchored," he explained.

"If, on the other hand, the public reacts to a short period of higher-than-expected inflation by marking up their long-run expectation considerably, then expectations are poorly anchored", he said.

Although inflation expectations seem much better anchored today than they were a few decades ago, "they appear to remain imperfectly anchored," he observed.

5.4 Buiter and Krugman 20071117
Prof. 
Buiter argues that:

“Sooner rather than later, the weakness of the dollar, and fear of its future weakening, will trigger a large increase in long-term US interest rates, nominal and real. ... all the ingredients for a bond-run are in place, and at some point in the near future, the gradual sale of dollar-denominated securities will become a flood. The stock of US government debt outstanding can, however, only be reduced through US government budget surpluses, and we are unlikely to see many of those. So when the dust settles, the existing stock of US government debt will continue to be held, but at a much lower price (higher yield) and at a much weaker external value of the US currency.

    Expansionary monetary policy measures will be limited because a collapse of the dollar will have non-trivial inflationary consequences. That ugly word 'stagflation', will raise its ugly head.

With US long-term real interest rates now set largely by world markets rather than by domestic monetary and fiscal policy, the US policy makers will have to get used to operating in a setting that is quite unlike the closed economy paradigm that they grew up with, and more like like a small open economy. On the financial side, it has, effectively, already happened.”
Prof. Krugman on the other hand doesn't see the need for long-term interest rates to rise (in this post):

“    If the Fed lets the dollar fall, it’s not at all clear why interest rates, which in real terms are roughly comparable to those in other countries, will have to rise.”
Blogger Student of the Tao :
…… long-term interest rates. While Prof. Buiter may in fact turn out to be right, his scenario will require an abrupt shift in the demand for long-term US government debt. According to Brad Setser, as far as the private sector is concerned the TIC data indicates that this shift has already happened -- without a large effect on interest rates. The demand for US Treasuries is currently supported by the public sector, and it seems unlikely that the central banks of China, Japan and the Gulf States are going to rush for the exits -- if only because this will further weaken the dollar and further reduce the value of their own substantial holdings of the dollar.
Thus, at least in the short-run, I agree with Prof. Krugman that the US can rest on its reserve currency laurels and continue to borrow at markets rates comparable to those of other countries.

Overall ………a major decline in the dollar will effectively impose a large tax on foreign holders of the dollar without generating serious short-run effects within the United States at all.

…..Should these policies continue,……….a decade from now we will not be able to borrow on the same scale that we are borrowing today…………But a decade is far enough away that I don't think that any of our policy makers are in the least bit concerned. --Posted by Student of the Tao
5.5 Brad DeLong and his Commenters on Buiter

Willem Buiter Cries "Doom! Doom!" for the Dollar

Willem Buiter:

………Sooner rather than later, the weakness of the dollar, and fear of its future weakening, will trigger a large increase in long-term US interest rates, nominal and real....... It won't be pretty...

It is not clear to me what model Buiter is working in. In economists' default model, expectations are, in general, not of a particular rate of change of the dollar but of a future level for the dollar. If domestic interest rates are high (relative to interest rates abroad, adjusted for risk and other factors) then the value of a currency will be above its long-run expectation. If If domestic interest rates are low (relative to interest rates abroad, adjusted for risk and other factors) then the value of a currency will be below its long-run expectation. But it is not the case that expectations of decline drive up domestic interest rates--not unless a central bank is driving up domestic interest rates because it wants to keep a currency worth more than its long-run expectation. And the U.S. Federal Reserve is not in the business of pushing up domestic interest rates in order to keep the value of the dollar high.

So how then is it that Buiter expects "the weakness of the dollar, and fear of its future weakening" will "trigger a large increase in long-term US interest rates"?

One possibility is the following chain of causation:

Past declines in the value of the dollar push up import prices.

Rising import prices produce inflation.

Existing inflation leads workers, managers, and savers to expect future inflation.

The Federal Reserve has to raise interest rates to create mass unemployment to keep those expectations of future inflation from turning into actual high inflation.

But there seems to be another line of argument back there: one in which demand for dollar-denominated bonds is diminished by the mere fact that they have been a money-losing asset class in the past, and that this is a source of excess volatility in the currency markets. Such excess volatility is a bad thing for U.S. consumers of imports--they will face lousy terms of trade. It is a good thing for U.S. manufacturing companies and their workers. It is probably a small net minus for the country as a whole. However, it is not enough of a net minus to justify the Federal Reserve hitting the economy on the head with a brick--raising interest rates to recessionary levels--in order to prop up the value of the dollar.

The potential problem is only if rising import prices make people scared of rapidly-rising inflation. This makes me think that a suggestion Greg Mankiw made once--that the Federal Reserve should focus on and disseminate not core inflation--inflation ex food ex energy--but supercore inflation--inflation ex food ex energy ex imports.

November 20, 2007 at 06:09 AM 
[This would be OK only if headline, not supercore inflation were used for things like social security indexing!!]
Comments

Buiter's comments make sense if he's thinking simply of stopping a run on the dollar, a panic rush for the exit which would by itself only stop at an exchange rate far below any equilibrium. To do this, a central bank has to raise rates sky-high for a while. The last major run was I think Britain's ignominious exit from the ERM in 1992; not a good analogy since the fixed ERM rate presented speculators like Soros with a one-way bet, whereas the dollar floats. But the scale of a run on the dollar today would be much larger - hundreds rather than tens of billions. Would such an event really not have longer-term consequences?

Posted by: James Wimberley | November 20, 2007 at 07:27 AM 

I believe he is thinking in the internationalist model, rather than the domestic model. As such, if the US continues to run extraordinary levels of debts, and the demand for dollar debt slackens relative to supply, then long term rates will rise, since most new US debt is being sold internationally.

How that translates to domestic policy and model is another matter, and of less consequence to the prospective holders of debt.

Posted by: James | November 20, 2007 at 07:38 AM 

"...the weakness of the dollar, and fear of its future weakening, will trigger a large increase in long-term US interest rates..."

"Long-term US interest rates". Isn't that the basis of Buiter's argument? The retort seemed to assume that the issue was whether the Fed would take action. But, can the Fed significantly influence "long-term" rates?

Posted by: lostoption | November 20, 2007 at 07:47 AM 

Well, Brad, here's the model: uncovered interest parity. 

Viewed in (for example) euros, an investor is comparing a return of "r" (the interest rate on euro-denominated assets) against one of "r*" (the interest rate on dollar denominated assets) less the expected depreciation of the dollar against the euro over the holding period of the investment. 

This relation is what drives, for example, the famous Dornbusch overshooting model and, I would guess, features in almost any other international macro model these days.

The level of the exchange rate is irrelevant, except to the extent that it signals a change in the rate. For instance, if the dollar is viewed as "undervalued", market participants presumably think it will rise and will therefore, all else equal (as economists are fond of saying) will accept a lower dollar nominal interest rate. 

Buiter's point is, I guess, that investors now believe the dollar to be overvalued, and so think it will fall. Thus, they will want to be compensated for this by a higher nominal interest rate on dollar denominate assets. This does not mean rates have to rise in the US, but the alternative of a decline in the rest of the world seems implausible.

Posted by: lloyd667 | November 20, 2007 at 07:54 AM 

The key moment will be when a member of the NYSE issues bonds denominated in something other than US dollars.

Losing the extraordinary priviledge will be hard for the US to cope with.

Posted by: Ian Whitchurch | November 20, 2007 at 08:42 AM 

Well lloyd667 beat me to the punch. Still, Brad must have something up his sleeve, for he is surely quite cognizant of uncovered interest parity. Maybe we're not taking delong view. Brad? 

Posted by: kevin quinn | November 20, 2007 at 09:24 AM 

The model I use is that money represents a demand on economic production reserves. Or, cash reserves are there to cover any estimation error in future production. 

Money is never meant to hold value longer than the spectrum of the underling production volatility. 

This is the problem I see with my dynamic yield curve, http://stockcharts.com/charts/YieldCurve.html

The tail at the three month mark keeps sticking up because some large (mostly foreign) organizations are continuing to build up short term money reserves beyond what they need. 

The fed's job, under the current management scheme, would be to continually lower interest rates to keep that tail from wagging. The result will be an inflation cycle, which at this point probably cannot be stopped.

Bernanke should announce his plan to keep the yield curve shapely. Foreigners at risk of losing reserve value should be instructed to open up investment houses in the U.S. to solve their problem. 

Better yet, Bernanke should publicly explore the possibility of allowing foreigners to issue their own version of high powered dollars into the economy, make the monetary system competitive.

Posted by: Matt | November 20, 2007 at 09:42 AM 

I'd like to go all the way to superdupercore inflation, which would exclude food, energy, and imports and be adjusted to correct for the food, energy, and imported content of products that don't fall directly into those categories. (For example, the Fed shouldn't mind if FedEx raises its rates just to compensate for rising energy costs.) I've advocated using unit labor costs, because it's a measure that already exists. But in principle one could include capital's chunk as well.

Posted by: knzn | November 20, 2007 at 10:19 AM 

Possibly Buiter has in mind the recent tendency of central banks to hold longer-term securities as reserves. For example, if China were to stop pegging to the dollar, or to be expected to stop pegging to the dollar, it could cause the yield curve to steepen, as the demand for longer-term treasuries would decline. In principle, the Fed should compensate by cutting short rates, but it's easy to imagine the Fed passively resisting the potential inflationary impulse from imports.

Posted by: knzn | November 20, 2007 at 10:28 AM 

lloyd667 and kevin quinn, I think Brad is assuming uncovered interest parity, but he is saying that, in most models, the adjustment would be in the exchange rate rather than the interest rate. That is, foreign investors may (initially) insist on higher interest interest rates and sell US bonds, but when they do so, they will convert their assets to other currencies, causing the dollar to fall. Once this process is complete (which should happen immediately), the dollar has fallen enough that it is not expected to fall further, and the old interest rate becomes an equilibrium once again, so they will buy back the bonds again with cheaper dollars. Really all this should be anticipated, so no real selling of bonds needs to take place, just a cheaper dollar. 

Even in the Dornbusch model (if I remember and understand it correctly), it is (roughly speaking) the interest rate changes that cause the exchange rate changes (overshooting), not the other way around. Very roughly speaking, interest rates are set by Fed policy and expectations of Fed policy (if we hold foreign rates constant), and exchange rates have to adjust so that the expected future path of exchange rates is consistent with the expected path of interest rates set by the Fed. That's why you get a currency overshoot if something unexpected happens to change Fed policy.

In this case we're talking about a change in the expected long-run equilibrium value of the dollar rather than a change in Fed policy. Fed policy should still determine interest rates and provide a constraint within which current exchange rates will adjust to make the expected future path of exchange rates consistent with expected interest rates (covered interest parity).

Posted by: knzn | November 20, 2007 at 10:52 AM 

to answer the question about a model where expectations about future changes, not levels, of the value of the dollar can lead to interest rate movements, i think brad advertised a (very good) piece by Krugman on the dollar recently.

from that paper

"The key to this approach is arguing that the real question is not whether the dollar must eventually depreciate. It is whether the dollar must eventually depreciate
at a rate faster than investors now expect.

That is, the only reason to predict a plunge is if we believe that today’s capital flows are based on irrational expectations – that the future path of the exchange rate that investors expect is inconsistent with a feasible adjustment path for the balance of payments."

From the dollar plunge, you move pretty quickly to a spike in interest rates, as investors herd for the door.

not sure if this is what buiter has in mind, but, it could be.

Posted by: josh bivens | November 20, 2007 at 01:16 PM 

Core inflation excludes certain categories of goods on the grounds that their higher volatility would introduce noise into the statistics. Fair enough. But this so-called "supercore" inflation would exclude goods not based on categories, but based on their origin. Is there really any objective economic rationale for such a redefinition? If we exclude Canadian widgets from inflation calculations, why not exclude red widgets or widgets made on Thursdays?

Posted by: anonymous | November 20, 2007 at 04:58 PM 

We would exclude Canadian or Japanese widgets if we think that their price fluctuations are transient, like that of food and energy.

But that's not the case: if anything import prices tend to be stickier as foreign firms seek to hold on to market share. 

I can't see what DeLong and Mankiw are getting at. 

Posted by: Measure for Measure | November 20, 2007 at 05:50 PM 

Bernanke cuts and the price for oil, long term borrowed money, food, foreign currencies, and stuff goes up. What don't you see in that trend?

Relatively we're getting poorer.

Anyways it's been the world's worst overseas investors (reading the above) the Japanese, and the world's most profitable Communists, the Chinese central banks who have been bailing out the world's most overinflated (there's an appropriate term) central planner Greenspan. Do your rosy colored models account for central planning? Of course after falling for a while at some point the xera will reach a new plateau.

Posted by: christofay | November 20, 2007 at 06:43 PM 

New Name:

The Socialization of Risk for the Well Off Republic of Berkeley with affiliated Cantons in Cambridge, Mass., Boston, Mass., selected streets of Manhattan, NYC, tony NYC suburbs in Cn., you get the idea.

Posted by: christofay | November 20, 2007 at 06:52 PM 

Changes in import prices may be permanent (unlike, perhaps, typical changes in food and energy prices), but changes in the inflation rate for imports will be transitory if they result from exchange rate changes that are not echoed in domestic prices. Such exchange rate changes are a one-shot deal: prices change once, but they don't become unstable. Therefore, increases in import prices can be tolerated without violating the Fed's mandate to pursue price stability. Arguably, targeting a price index that includes imports would violate the Fed's mandate to pursue high employment.

Posted by: knzn | November 20, 2007 at 07:46 PM 

How about: Continued weakness of the dollar -- and the expectation that there's plenty more where that came from -- means that nobody wants to buy or hold U.S. Treasury Bonds. But continued government and current account defecits means the U.S. has little choice but to import credit from abroad. The price of T-bills plummets and interest rates soar in order to attract the needed credit.

Of course, the dollar could decline to the point that U.S. manufacturing-sector workers are suddenly competitive with teenage HIV-positive girls from the Chinese hinterland. In which case there wouldn't be a great need for credit from abroad and interest rates could remain low.

Posted by: kaleidescope | November 20, 2007 at 08:11 PM 

I advocate a super-duper-duper-duper core inflation measure, in which the only component is the price of stone disks like the ones from Yap, but produced in Indiana. Of course, if any demand ever develops for Yap-Indiana stone disks we would have to change components.

By the way, those of us who find ourselves a dollar short on the grocery bill one week, two dollars short a few weeks later, then four dollars short a few weeks after that soon begin to base our expectations on the rate of price changes rather than a future price level. Even if we can't graph it or express it as an equation. I suspect, but cannot prove, that the Chinese have also figured this out. I leave the policy implications to my betters in the academic community.

Posted by: Albrt | November 20, 2007 at 08:55 PM 

"The key moment will be when a member of the NYSE issues bonds denominated in something other than US dollars."

Huh? They do this all the time, albeit usually through European funding arms. Coke did a euro deal two weeks ago.

Posted by: Ginger Yellow | November 21, 2007 at 02:57 AM 

Various commenters seem to get the point -- expectations of a dollar decline reduce the demand for long-term dollar-denominated bonds, requiring an increase in long-term dollar-denominated interest rates to attract them back. It is easy to picture it happening, especially when the papers are full of stories about net buyers of US assets considering diversification out of dollars, severing their link to the dollar, etc. Once this happens, a "rush to the exits" might occur, as market participants try to get out before all the other participants do. But Buiter does not explain why the marginal holder of US bonds will act this way now, instead of three years ago -- or five years from now. (But maybe he doesn't have to show that now is the time -- he's just pointing out, in light of the drumbeat of articles along these lines, that such a "dollar run" is possible.)

Posted by: Nahtanoj | November 21, 2007 at 03:58 AM 

Why for?

Posted by: wood turtle | November 21, 2007 at 09:08 AM 

Albert, good but an imperfect idea.

I visited on occasion the commisary of Bundesministerium Des Finanz, or German Treasury Department, and I noticed that the prices are rether low. So, the inflation index should be based on meal costs as measred, let's be broad here.... the average of the commissaries of the Treasury Department, Federal Reserve and SEC. One could also include services in the basket, namely, what the officers in the respective institutions pay for parking. As you noticed, having Yap-Indiana stone discs in the indicator leaves too much for chance.

Now, if Fed wants to justify jacking up interest rates, all they have to do is to increase prices in their comissary. In turn, the Treasury can counteract by decreasing their prices. Hopefully, we will not fall into liquidity trap when Treasury workers get food for free.

Try as we can, one cannot devise "happily ever after".

Posted by: piotr | November 21, 2007 at 10:11 AM 
5.6 BoE – It’s a (Foreign) Savings Glut!
King [governor of the Bank of England] traces the causes of the Northern Rock affair back to the Asian financial crisis of 1997, which was so chastening for the region that countries used low-cost exports to the west to build up vast war chests of reserves.

This glut of savings was recycled into global financial markets, driving down yields on government bonds and hence long-term interest rates.
5.7 Bill Murphy – Manipulation
... in 1979 the prices of gold, silver, oil and other commodities were soaring AND so were US interest rates, going to a staggering 20% for a bit.

So why are they plummetting this time? My bet and guess is the underlying market situation in the US is that weak, but, just as important, the market managers in the US are buying up the 10 yr note, etc., via their Tinsley Put Program ... in essence, they are still in there interfering with a US financial market. They are that afraid of a MAJOR COLLAPSE. With control of the gold market giving them fits, they jump all over the US interest rate markets.
5.8 Linkage Discussion: the ‘Interest Rates Falling causes Prices Falling’ Proof

Fekete’s Dec 2007 article    FIAT CURRENCY - DESTROYER OF CAPITAL and Labor contains the following.
Critics find the statement that the present value of outstanding debt rises as the rate of interest falls counter-intuitive. Yet it is just the flipside of the statement that the market price of a bond rises as the rate of interest falls ― a mathematically and empirically well-established fact of life. 

Critics also object saying that losses in the liability column are offset by gains in the asset column. Falling interest rates, while increasing the present value of debt (hence causing capital losses) also increase the present value of future earnings which, they say, generate capital gains. The trouble with this argument is that it ignores the accounting rule that prohibits putting value on assets higher than historic costs, forcing the accountant to disregard any increase in anticipated future earnings. He has no choice: the accountant must charge [This would be in the context of Mergers and Acquisitions or bankruptcy, not in the context of a quarterly report to shareholders.] the increased cost of potential liquidation against assets without making allowance for increased future earnings due to falling interest rates.

As profits are squeezed, firms are forced to retrench. They reduce inventory, causing prices to fall. We conclude that falling interest rates translate into falling prices [I think of this as a transitory effect. - FNC]. This is the missing link that all the great theorists on interest from Eugene Böhm-Bawerk to Knut Wicksell have missed. They observed the operation of linkage as it forced interest rates to follow ― apart from leads and lags ― the same path upwards or down as do prices. They could even prove that rising or falling prices caused interest rates rise or fall, and that rising interest rates caused prices to rise, too. But for all their efforts they failed to find the missing piece of the jigsaw puzzle: the proof that falling interest rates caused prices to fall as well. Our argument above furnishes the missing piece. This, we believe, is a major break-through in theoretical economics, making nonsense out of Keynesian prattle to boot.

� Islanders were moved off so phosphates could be mined.  The whole island was chopped off.  Part of the proceeds of the mining went into the Nauru Phosphate Royalties Trust, a permanent/perpetual endowment which was supposed to take care of these islanders for ever.  It went bankrupt after about 20 years.


� Then Fed-governor, now Fed Chairman Bern Bernanke before the National Economists Club, Washington, D.C., November 21, 2002


� The implication is a result of linkage between interest rates and prices – Gibson’s Paradox.


� This level, 3, corresponds to the lowest level in the Minyanville diagram.


� See Fekete: “… �HYPERLINK "http://www.financialsense.com/editorials/fekete/2005/0313.html"�linkage�, the phenomenon of commodity prices and interest rates moving together subject to leads and lags.”Keynes coined the term Gibson’s Paradox for this fact.  At least for commodity prices, during the years of the classical gold standard.  Sometimes the price level leads and the rate of interest lags; at other times, the other way around. Also see Fekete: �HYPERLINK "http://www.financialsense.com/editorials/fekete/2005/0124.html"�Jackson’s linkage�. 


� (or � HYPERLINK "http://www.safehaven.com/article-9433.htm" ��Uncle Sam Crying “Uncle”� or   � HYPERLINK "http://www.atimes.com/atimes/Global_Economy/JB12Dj07.html" ��Uncle Sam can avoid dire strait�)


� Fekete has elucidated this theory in:  Forbidden Research, FIAT CURRENCY: DESTROYER OF [INDUSTRIAL] CAPITAL, Gold Standard University Live: R.I.P.  (“Risk-free speculation imparted a bias to the market favoring rising bond prices or, what is the same to say, falling interest rates.”) , Uncle Sam Crying 'Uncle', and elsewhere.


� Here the emphasis is on “the public”.  The Brian Sack, Fed, TIPS measure of inflation expectations is about expectations of “investors” (specifically, investors in Treasuries). 


� Willem Buiter: Professor of European Political Economy, London School of Economics and Political Science; former chief economist of the EBRD, former external member of the MPC; adviser to international organisations, governments, central banks and private financial institutions. More by him: � HYPERLINK "http://blogs.ft.com/maverecon/2008/01/dont-worry-be-h.html" �http://blogs.ft.com/maverecon/2008/01/dont-worry-be-h.html� 
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