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The F'ederel Debt: How It Hurts The Dollar

Tbcr€ ir a great dcsl of r:spursiblo+ounding
iry in Utashington about the public dcbt criEis

dayr. Bcturp Ross Pcrot rud 6F wwly-clcdcd
tre dr,bsrc finally centcrs m hov to rcducc the

rasEr l' fi" on wltcther to realoe it. New "budgat
iiidift pruiagss" arc fcetsl nnx*.ly and the mere

Sdit is discttss€d lmds support to ths dollar andthe
and bmd nrarl#. This is frE good news.

Thc hd ncws is 'h"t a corrurCIn urd politically
way to sllay v netion's debt is debt

r policy thar avtnhrally rcntlts in rcvere
and uurcncy dcprcciation. Tho longcr we tske

wr ftdcral dch tb ttrore tihty tr€ a^!c to indulge
ttig sohilion and ercpcricocc thc dolter rvealoess it

First, rmflc dffinitions are importrnt. A buftet
iE thc shortftl in a giv€n fiEsal y€ar. For

wa *pcalc ofthc "fiscal 1995 budSsdcfisit*.

A hdgd "d€btn is the cumrletiw sun of thc
Thc $400 billion 1995 frderal dcfinit cmtributrs

our rargfly $4.5 tillim dcbt, a dcbt lrnpty cobblcd
withfte las 20 ',carC fsdnal dcficits.

"trtfimdizfiiou of tc d*tn fu a prcoass that
al wdcr*aorling d blrw ggttffnmcds bormw
Sifiply pr4 thcy issus bfids, notes snd bills,
trs nahty dlftr mly in trc lcugtr of thcir

uity. Numalty, frs public asd othtr gsvttrilncots

thc tsrrfics - 6"y lsan trc boffgtl,irg gov€f,smcqt

fimsy fu the p€riod covstd W ths secrrity rnd in
esy get iDtqEst Fayntf,ds and fte prirnipal
is rcftmed d rn*uity. But u/hcn a golltmmEilt

izEs its &bt, its beasury ffiuritfols arc purchased
is ccntral banlc It pays fqr thcrn with banhoes

by or with a chcdc drmm on thc ccittnl banlq
firDds treo bcowre a part of the prirnary tEscf,yffi

tho osnnrercial banldqg 8'yEtcm (b€cause the seller
iE its recriprts ftom th ccstral baDk into itr eccount

a cmmerciat bank). Thc transaction is slidt because

of thc ncat capasity of cennsl barks to write e cback with
m fiuft b€bfud it - a ceffial bank is the nodrtfiry
authority in a. cqury ffid cs.u limally \niu ih oru
uckct". This proccss - a cerrd baDk crEdirg moocy to
pay frr govemmest bonds * is "nme;tizatim of$e debt".

Thc problcurs with d€bt Eonctiatiorl rcsult from
thc insr€ase in ths monny mrPPly vrhfl tbe ccffiflt bank's
chesk is dtposited in tbs aosrmcrciel bEEkiqB systcrn-
Becauee the @ocit qualiEes as lE elly rescnable firnds,
thc increase in nronry supply is frr $€ater tbau thc
deposit smoutrt. In a fractimal rcse{ve badcing s}tstfm
likc urrs, banh can loan tnore monry 6arr thsy haw in
dcposits. The rccrrlt of debt moo*izcim, thfi4 ie mtdt
more curredcy thagiag the sane ffiudt of Soodg ad
services - tha classic' dcfinitim, of fufluion. hr$enntrc,
ss eftry nCtudit l\lstlsls" arthls in ftE WaIl Steet
Jgumrt warrut, "bod inrrcstorE hmc idafion bpcause it
rcduce SB rcat rttum of 6lr€d fuocduc itn,ustrnedts" (tbe
laag$agt std the a$icle arc in Sccfioft C cverydey - soc
frr pur:df). So $ftitc trs mf,in probtem dcscribed hcrc
ir iuflatioo, you cut ree Sat an ailcndant problm is
fli$t fim tc countr/e bds aad Sersfore hi$cr
iuffiEst rttls or nsw bffi& aud lonm Pdces on CIdstiqg
botr&.

Tbfi secffid plobtsn wifr dcH mmctizrtim ig
trfi cNilrEdsy dsvaludioo ftsdlts ftmt trE idmim
Curnocy is nrbjoct b thc ltw d nrpFty d dmrud: n
greater ntWly (frsq trc chorJc urifica bty the ocffil
bank rnd tbs, nrbrcqruat ffifiFlfur sftst) couplcd wifr
stEtic dpflrard rcsults in e lounr price. The mory is urure
thsn thnt, howwcq tlpically, deffi for the aurrwrlg
weafuns rusuhing iu a gti[ toqrcr equitibrium curerry
pricc. Specificelly, ft'reip pur*asers of the cormEy's
bmds shift thcir cmsumptim tuwards securities th* arc
less vuhcrablc to inflation. So inscad of sclling thsir
yen, for erranrpls, buying dotlars rnd usiqg thfim to buy
dollarderominated bsdq trsy $,iXl buy Swiss or
Crennan bonds insead. The tnd rcnrlt of this second

(Cowlnued on Page 2)
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contirrued

problem is tbar the frDal equilihirun pricc fffi thc
fitrtEor,y (wbcher dollars, yr4 fterc-.. any country's
debt can be moo*ized) is evun brtrrttan dcscriH in trE
last paragrapb. Thc iruease in supply pushes dorm rha
pricc firsl but th follovring inflrio*,+poomrca dccrcasc
in dcrrand lorwers thc pricc sti[ funficr. Ifs a nasry
problern.

This is thc rnmy of thc rnm*iatir:n of tc dcbt.
It is one sohrim to a nrnarray prblic dcbt. The oficr
Eohrtlns art higlcr f€dcral hxcs, btivcr ftdEnll spcoding;
od/cr a tiehrr savingr rdo by ths privan stctor rc ttc
morc m@sy is ryaileble to loan to rbo Sgttnlneot Tti$
c(ilmry orprrssed an awreiru to higbcr tarrf,s sh it
cl*tedthc l04th Congress. Its nvbgs rdtc will pmbebly
incnasc as the Baby-Eoorncrs ruech thcir fortits, but thc
lftplihmd thrt ftdcral spcrding wil bc rtdustd e lot ie
slim. Thc politicians tlffi .alurld ttducc spfiildbg Egt
bodd from office if tlED' dout throw rmncy at trcir
corutiilrnfs, ThE rcmt flap fronn AARP is an cxamplc.
Tho attErDdivrs to monetizetiotr arc ci&er too litth (the
saving3 rar) or will be very latc (htghcr tarrc+ lotffi
speding),

The Fedcral Reservc is this csusrys cetrtrat
brnk lts formal, hgal iadepenfucc from thc gplcrF
rrxr$ tbcorsticalty allows it to makE tsrgh dccisions
withmt wurry about pditical prelsurE ftqrn thc
politicians. Additiooally, the Fcd ir arrrenfly legilly
prcscrib€d frutt buying botrds dircaly fiorn tlc Trcasury;
it en moneti?r by btryrng theur ir trc open market. On
the ofrer httd, rbc Presidcnt appoints tre Chairman of
fu BGrd of Govcrnors ild Alrn Grceospan's term
e*pirec soon....will Gtmspnt cow to politicsl prurure to
idats - monetize thc dcbt? Mormter, lhe Fed suftrs

Whatwr erpect...

Gorman mark The Burrdesbank ([re Gqman Conbal Bank, malogorn b our Fadord Reserv€ Bank) ls urggndlng an offi h
hbrad ratea We lmk b horcr ilound 1,36 near-lsffn bebre an upFade to he fiid-1.50s.

BrtUsh pound. Prinp Mintster Jotrn Maior calletl his party's blufi - his otftrirq of his resignalion put ndld prnsf,ro m ha pourd. Ffis
voto of cotfldenca end€d lhe bfip. We |od( fur a move up to 1.85ftlloilEd by a rru$u t€ohr*ld dolar raty to 1.t15.

Jrpnnesa ytn. The lrnpendlng bank md ingrancs ttdusfiy problems rnay reallt h enough yen rapatrislion b bdw 80, brJt frrd
lmk for a rebound lo 9$100 as a genulne Japmese stimulus plan goes lo work.

Cenadlan dollar. We expect 1.40 h hold, tuIo*qd by at uptrade in hE 'litlle dotaf h thE low 1,30s.

irlexican pffio. Tln politicd crncems - with sxne notaHa, outspoken Amsrklafl srcsptions - ao oasirg, Ths result will coilinw h
ba increased foreign htsrost h fulexft;en docks rrd bonda Thd intereet. has to buy pesos to buy hs osruritbs - wB bok for the
pm b raty to 5.75.

incrEaslDg pr€ssure frorn Congress, nlbcit to lower
interc$ rats a$ oppos€d to mouf,iliziry fre debt
Furthermore, Ileory Goozalca (DHn., TJf) bac rrccutly
lobbied to tale fu Fed'r indepcrdence away. Thc point
is tbat erypn in t'rfu oorrntry trc ccnf4l bank operatcs
under political pressure. So what--.-?

In our second paragreph wE trotcd how
politiully temptlng mmetizaticn is, Because politiciens
&nt harrc to raisc mry or cut cmftlpnmt speoding and
suftr thcir cmstitrcntg' urrafh if tbCIir sohrtioD is
mm+izntim, it prescds m easy tilfly fit ftr thnrn,
History arguss ths will happ€il htro. ThE \Mcimrr
Reprrblis iE ptrt WWI Gcmauy aud a shr of Sorr6
Amcrican bypcrinflatims art rmrnplcs oilt t.ltu rhe
casicr raray out. Each hypcrhflatiotr' stiltrd with a
rampant brulgpt dcbt, atrd trc potitida$ of each tied to
wiggh out with monstizilion.

This is a cilncncy nrwslrficr-{br U.S.' fcdcral
debrds aftct on the dollar is plain. The bies fs tn dollar
wrll continrrc ro be boadsh bccausc tho ffiedd auticipetes
that the hanbr arswerg - higlcr ftdefel ttxefi, lmrnr
ftdcml spcnding - will ncMcr ece trc ligh of day, snd it
articipatee tbet thc zupply of dollets wrll increase via
mtttiation. [Iutil a rnmrial polisy chanse oqsutt, troo-
dollar qrrrfircy wil ggt rrprc cnpeusirrc frr those d w
with uly dollars to spcuil

Onc fi"al poiut Currcutly, tht Washington ja,rftmiqg is
only about rodrrcirU the d4pit W 2092. Ss evu if ftst
loug+hot is realize4 th urt$andiqg ffit will rtrnn 4
with ia ameodant annual imercs co6ts.....
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T H E  J A P A N E S E :  $ T I L L

Opinims diftt m tbe strs$gft of the U-S.'
setdprneot of thc cgr talks. Arnerican auto partr dealas
lorrc it - thc scttlcrneut glws then grcsr€r acccss to tbs
Japame markst. ThG furanoial marlcts' soruonsul,
lrclffi/Er, is 6at the scfilcmcflt is toottrlcss. Atg,r.rq tbat it
has no plam in agrceorents between privatc parties, ttc
Japancec ggtEtilrncat refirsed to agrEc to policc the
seEkdilEut- Tbc result is a scttlomcnt ftom whic'h thc
Japmcse urto industry caq df&st withost ftgr of rcpriml.
At lca* 6s thing is offtbo front pagp of USA Today.....

Anmhs leprnese criscs frrcatcns to impee on thc
doller, hffievcr. Japan's bailking $stEfn ' cmtucid
!ilks, trust bank, crpdit unifits and lmg+crm crcdit
barts - is flifiing with a bad-loan burfu tbat couH triggcr
a chair' rcaction ftlt'in'stock tottd ind currency marlsets
gbbafly.

Sffis history is hclpful. Th€ lapuIese Cffitral
Badq 6c Banlt of Japan (BOD, proposed tb f2 trillion
bailds of,trro lccserfuo$rn credit uiqrs. TbG BOI boped
to modd a rpttnr-wide mop up after this baibut" A leu
relatcd scandrl was turcs\rcfcd at the crdit ufonq
tprrwer, and frc upshot is thrt other badcs havc shicd
ftorn frrir araaornt to b"lp in frE bailoul Tok5ru's tan
urtbmity tEoqed m ic commitment of $600 mtllicn, as
urcll. Thc BOJ and Japan's FDIC (thc IDIC) arc hung wrth
ttts hi[.

Otbcr, morc cyclical history comporrds ttle
f,nnking q4ern's pain. A bcnn-fide deflatiou elrisE in
J+* Real egtc e"icos harre collapsed, so bank's loan
portblirx ale realieing big write$- ThE real loan
uonblc is conacmacd iu thc Japancse S&L sector, ituen,
and it ju$ happros ild thc rnaior S&L sharcholdcn arc tha
banb, l4orcovtr, &c dsfiEtin has tt.&$ed corporire
earniug8 eooomty-wide, so the banks' significart stock
pordulios bf,vc sufhrcd dnraluatitms. In shorq a
csrgdldim d ftstorg casts a da* ftfirE for Japarme
bsnkr - frcir capital addquac" requiranaB arc close to thc
point whcrc lmus ffi$t b€ caltd and stoclss 3old.

Tn r{GS I0 COI{STDER.-
Fonitrr iilnEstors bflEht c rEco'rd $30 billiou of U-S. Trclsrry sccruitics h Ql95 s*ordilg to tre Conrrrscc haruc* The prior

rccotd 'ras t25 billiot Ect in Q494.

Thc Eritish harrc assrmed thc role of lugcst holder of fortigg direct inrrcstrpnt in thr U.8., sccordisg to thc Organizntim fr'r Ecrmomic

Cmprrrtim fttd Dtrclopo'clilt (CECD). The Brits bumpcd out ths Japoncrc, wlro hsvc rnovcd m$rcy hpnrp for dorncstics rcnsws (scc

*my thir ism).

* Th Grrrnn ccntal henlr, dE BuDdcabgk. Iorrrrcd ninimum rtlicnc ruquiremcntr on Tlnusday, Iuly 13. ftt expresred mtivc \Yt9 tG
.dnpli$f thpir banldng cyrt€q but thc frt is that it mrlres rffirrey easier to borrow in Ccnnmy- Puhaps lower htrrcst rstcs fbUow '

whicll is doU.r bullish.

O N  T H E  F R O N T  P A G E

It is hard to know thc esaet point at u&ich baslca
rwhuffie - nrorc liktly, the desisions src madp m the
margin anyway. The suspicioo exists, lnwcvcr, that a
stoclc marlst ucll+ff trclow 14,250 Nikl(ci (tte Japanese
Nikhui is rcu8hly thcir Dou' Ionee tndustrial Ar,trase)
distates a large-scale stock ealc by thc basks in order rc
meet their ca.pital rcquiremenrs. h/furlcsts thrive otr ne$'s-
In the absenco sf ruws, thcy will whip up rumorrr. Tbn
14J50 lwcl curld bc rumour, but thc nrspicim is
wifupread nonetheless. Ob'viilEt"v, it is an admissim
agtilsl intetcsg to confinn fre story. Th hct remainq
luflEnEr, that sonc fiocilr price levEl efiists at uthieh thc1'
must talc mmc.lcscr nnd refind thcir capital, and tbc rcal
€state lmrqJrsen and crcdit rrnion problctrts nraccrbatn tbn
iszue.

U/hat does this story mea$ for the dollar? In broad
strokes, it meang the JaBancse banks will nccd to garher
firn& thc best way they can. As hoHers of doUsr-
dcoominaed assets, the Japurese are liksly to sell thcrl
(whcfher tlre,y arc U.S. sccuritics, rsal cm or dircct
fuvesmrlil in U.S. companies) sEil thir dollars, buy yen
ard fuEd ftfiir dorrrtstic capial adoquacy rcquirerncuttt. Iu
broad rtrnkes, it threateos doursrirard pnassure m rtc dollar
as thcy sell thcfir and buy 1u.

The lapanese arre doing what Scy can to marctlver arcrud
thr problrrn- Ttrcy rrocutly lctffirEd htercst rrtcr te an all
tlne loru in an cfirrt to stirnulate adivity. bfffiE is
expcctsd Atd the barki4g pmblent does nd cxist fu a
vacuum - as bond yietds get lourer ad sbdrs dwliuc ovtr
therc, inrrutors that can may sdl thsse holdingq SELL frcn
md irntgt in gthEr grrrencies thqt are stablEr, o,ftctting thc
weahcss sf thc doltar to rhe clftnt tbcy buy dollars to
spend on U^S. inwstncr[s, tvloawver, tre Nil&Ei has
rqllied hard rcccsh), C,iosirig *bwa IS,50C f,ri tlre [irsr &ne
since Mey 15 m Iuty 12. Nonctbclcss, th& bad.lom
bilrdcn wiil urcigh m thc dollar and shntld bc wvcrcd in
tIrc finaflcial press orrcrrhe nerc),tet. Wstch 14,X50.....
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NE\['SI,ETIEA, INSICHT

Our obidir'" ft. Sie Dgrvrta6 b n otyto prwiilo yil with dcvFt im*ioal in$untio, tc alm irigb
b qr mrtot visw oflb nadc {d bg|e w drn lo tnda porititnr bosd o 6ooE vicufE,

WG riib our tE gr@drridr o yur (ci6rr thougb thL mudstr t phc mtrccdos) td o fomriel
strtidics.iG!|tr'lEdielldrt+BloFF&tcttanrB,odtaduiatmrtydlf,.srcfiltrt'r-tirc. Abq vtldl ttiifi
nury ccatet tob gld da/Elop r corraar of opidrns fim '& play.r3' in addilim to ttc qinlr dad@ by our
icapraufuu dtbe na*ct,

Bd[Eo stEds occur so quicftly, fir ffirrl!frer caa beoalP "ouddcd" bcftrc ym. crro recefiic ir As rod I ]'atr
firm &velops r futigD cunrocr Wurt givr us I oaII. Yodll be gfad Fr did,

For fufier lnfonntan oohhst$c Ubcril Fotdgt Eldrmge lh*r
In Trtse ooriled, Ihn fldam at 91&586€681s l{I}€E&1t151

h Olddnna fiiyonild Matt Der*ory d1(Ffr11$47 or 1t00S8S206'e

IhU t&aUn het b{fl'n duld fron rsfff.r uhtch vc hd*'r,c le bs rdtabl+ b{lt w do not ttatr'z lffi ilt s*artdF! or ftUebtHty. Tl'e qlnlam q/fllt'fd hf4t

,rprE Gnr lfi G ncr' d,;tbGrIy't Ft'cltgn Bl;fioqr Destr-


