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WHY QUANTITATIVE BNGCAN
NEVER WORK

The term quatitative easing (QE) is not random assemblage of wordsof® were cheen
specifically to convey specific meaning antention. The fist, quantitative, was choseto
signifythe sound scientit principles ofmonetary economics by econometrics, the statistical
study d money and economy. It signifidsat the central bank implementing Qtas measured
and quantified both the monetary shortfall and the precise quantieeded to correci.

Thesecond part of the phrase, easing, is the expected result of the quantity action described

The moderrcentral bank functionthrough open market operations of security transactions with

its dealer networks. Thefe2 NB = & iSdreasing’ tHet level d@ank reserves. Prior to the

global financial crisjsa 4 F NIAy 3 Ay ! dzaAdzad wnnts G§KS ARSI
accomplishedmplicitly by targetinga specific monejnterest rate. hie central bank declared a

lower rate target and the private bairlg system dutifully B I § SR ¢ KIF 6 S@Sm) aY2y S
FOO02YLX AAK aSIaAy3aoé

That stands as the bright, significant dividing line between thecpisds era and the monetary
history following it (so far). Understanding (belatedly) the nature of thesgiisintral banksere
forced into an explicit easindjrectly affecting the level of bank reses.When mplicit methods
proved digstrously insufficienty S E i NJ 2 NFefary polckes; QEC ®ere implemented.

Thus, thethree pronged nature of Qfrinciples

1. When theprivate market for moneys impairedA YLJX A OA G OSYyaGNI f ol yl aS
explicitcentral bank balance sheet expansion

2. Although the explicit methods still on market operationsii KS Sy R
2F¥ ol
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3. The Federal Reserve andamy other central bank practicing Q&éows the quantity of bank
reserves which will accomplish its goals.
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The very fact that there was a QE2 unuéres at least the third principle. A second program
signifies that the quantity calculation of the first was wrong or incomplete. The addition of a
third round (MBS, October 2012) and then a fourth (UST, December 2012) only further
demonstrates that thee are inherent flaws. The question is whether those flaws extend beyond
finding the right quantity.

The economy in 2018 shakier now thamt any point since the Great RecessioThere is an

inarguable manufacturing recession in the United Statesdbstb spread across the globe and

trade is down significantly. &e of the major economies that have undertaken Q& show

definitive evidence of its efficacy, always seeming to need moot.oNly are there serious
guestionsabout growth in each bunflation is curiously absent and getting more so all the time

despite radical balance sheet expansion. The resptmskis failurein Europe and Japan has
beentoR2 Y2NB v93 (2 FdzNIHKSNI AYONBIFAS (GKS dav dé

that there areanyeconomicdoubts at all, admittingonlysome kindoft i NI y aA G 2 NB ¢ RS,

Therearethos# K2 &SS 0S@2yR KR COIRAA FT2INSnavEgyNey 2 S| a A
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typical economist. Unlike orthodox economics that simply assumes a bland, blanket monetary
agency Poszar has undertakemamber of efforts to actually understand the nuance and nature

of the modern, global monetary system. Haum to declare another $1 trillion or more in

additional bank reserves to resolve these questions is far different than a central banker just
LIAOTAY3 I y2G3KSNIJ ydzYoSNJ F2NJ avéd

You can and should read his reasonamghis website but in the interest of this discusm | will
provideonlya brief summary. There have been a number of changes to the financial system that
have essentially caused an increase in the demand for dollars, specifically bank reserves. Among
them are Basel Il regulations, the LCR, as wakgative nominal rates in Europe and now Japan.

The resulting combination is that global economic participants have greater incentive to hold
dollar assets leading their banks to fund them by holdjrepterdollar reserves. The net result

Ad OKARRIENIMNEAVIKIG Aa F FdZNIKSNI AYLISRAYSyG G2

If he is correct about dollar demand, then the solution is for the Fed to supply more dollars by
increasing the level of bank reserves through more balance sheet expansion (QE). Again, the fact
that Mr. Poszar is calling for such action is far different in my view than practically any other
YFEAYAaOdNBlIY SO2y2YAad 2N LRt AO@YlF1SN® ' VRS NA
monetary system as he does makes his determination immediately ceedibbh waythat
mainstream declarations doot.

2 KAES g2NJAYy3a F2N GKS ! yAGSR {0 I6yEa201¢,NB.I & dzNE ¢
Pozsar authored one of the most remarkable reports | have ever seen. He attempteg tmuina

the tangledand often impenetrable inner workings of the financial system. Doing so, he indelibly

put to rest any notion of money and banking as simple variables devoid of inherent granularity

0la AF (GKS wnny LIYAO ¢6SNBYyQil Syandzradimestafy G KL
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accompanying the 160 pages of ledgers and financial cartography are remarkable and
astounding.

His descriptionno doubt fascinating and more accurate than anything produced before or since,
was incomplete. This is not a criticism of.NPozsar, rather it isecognition of the strict
limitations under which we all must strain. The global financial system under the eurodollar
standard cannot be measured or even seen; there is at the very least a divide between the
domestic side and theast operations, in dollars, that occur offshdeg beyond our grasp. His
utterly beautiful and very meaningful contribution did netouldnot - overcome that further
dimension

While his praiseworthy effort did a great deal to advance our understandf the complex

wholesale system, did notaddress the onshore/offshore divide when coming to terms with the

NEFf @2NIR FAYLFIYOAIfT aeadSYT Theydod tdaRangfigr $t y & Fd
GNREETA2Y 2N Fye 20KSNJ ydzyo SNJ 2 T splinBsRdmittis2 y I £ 0
obscuredviewpoint Thereare, therefore two generalfaults in the analysigirst isthat it does

not address why the private market faroney hashot responded to greater demand for dollars

by supplying them in a fashion equivalent and substitutable to bank reserves. The second flaw is
related to the firstinG K & A G Aa KAIKEe fA1Sfte GKIG GKS a3
affected especially in those areas of the offshore dollar capacity beyond simple understanding

let alone quantification.

Ly aK2NIzX v9 TFFLAt&a 2y 020K ,dn 8NiEd SH & ANVE oka Y $A
to account for the fact that beause of the further complexity of modern eurodollar/wholesale

money, the problem is not necessarily theautity of bank reserves buteally the exclusive

emphasis upon reserves as an actionable substitute for the full range of eurodollar function and
behavior. The rest of this work will follow along these lines: first to addresgtizatitative

aspects of eurodollar finance that can be measured to put dollar QE into some meaningful
(hopefully) contextsecond, toexamine thequalitative expansion of theeurodollar system with

a view to generally describing why bank reserves were not appropriate nor can they ever be;
finally, to engage a short but meaningful presentation thre implications of not just the past
deficiencies with respect to QE but also thengers of continuing to deny them.

SECTION 1: QUANTITATIVE CONTRACTION

¢ 1Sy Ay Aaz2ztlidAz2ys (G0KS CSRSN}Yftf wSasSNBSQa ol f
especially in its earliest dayspitesented aerrifying prospect ohyperinfationary possibilities.

¢KS ARSI 2F GKS ! { trild®W\ YNIVES 60 FayY2 yEIEINR yail Ady A€o K
principles of a sound dollar. But as Mr. Pozsar and many others have pointed out, the Federal
Reserve had given itself the task of absorbimgch of the function of the private money dealing

system. There is, of course, debate as to whether it should have ever made such an attempt
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the first place but setting that asidethe purpose of QEparticularly in the first and second
iterations wastocreatead Y NJ SG 2F fFad NBXa2NIodé

Fed Balance Sheet: Reserve Balances A% Alhambra
nvestment
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QE1- and to some extent QERwas undertakerto fill the gap left by the enormous reduction in
wholesale monetary funatn fromthe private money system. From that view, the scale of the
intervention was not only far less concernibgt perhaps entirely appropriate. As Mr. Poszar

has suggested, if the Fed had been steadily increasing reserves by $50 billion per year starting in

1971 at the official end of Bretton Woods the balance would be roughly equivalent to what we
find in the postcrisis, QE era.
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Fed Balance Sheet: Reserve Balances Alhambra
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taskwas obviouslyaken uptoo late to forestall full panic, a purely financial dislocation within

GKS AYUSNDBlIyYy|l aeadsSy dzyNBfl SR { 2BaléhbelsBedtA G & |
expansion did not startntil after Lehman Brothers had failedBefore that point traditional

moneta@ Y SOKI yA0a 6SNBE GKS LINAYINE SYLKIFAAAT Y2)
be supplied by implicit central bank support via large cuts ininkerest rate target forfederal

funds. In other words, the Fed believed that by drastically reducing theesnoate that the
private supply of money would increase to offset the burgeoning crisis.

By September 2008, the FOMC was left no choice but to recognize wholesale reality on both the

SELX AOAG aySSRé T2NJ Ada ol f I yiedn. mnedSitingthg R K &
private money supply, trillions are the primary unit.
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system was impaired. The conventional monetary statistics were/are whabtequate for

anything but the roughest sitch. The reason is thaoughM3 was discontinued in March 2006,

it was never a complete measure to begin witRfficially, M3 was constructed of M2 plus
institutional money funds plus eurodollar deposits plapurchase agreements (repo). In reality,

the latter two were only partial attempts; the eurodollar deposits were only those that appeared

on the balance sheets of American bank holding companies, while M3 repo was limited to only
transactions between the g and its primary dealers. The discontinuance of M3 was an
admission that the statistic was too incomplete and too complicated to contiriirereQ far

more to M3 than is seeneven the Federal Resergave up trying tauantifyit in meaningful
fashion

Using the official money stock statistibarelybegins todraft the rough contours of the scale we

cannot observe directly The last weekly M3 statistic estimated it to be $10.336 trillion. M2 at

that point was $6.7 trillion, meaning neWi2 M3 was figured to be $3.6 trillion. We know that

to be far, far short of theérue, functioningtotal by specific anecdotes from the pia: repofails

Ff2yS Ay hOG206SNI uwunny> 2dzad G¢2 FyR | KIFIfF &8
G2 RStEAGSNIWE ¢KS adtRsion of fkilbrg. Beregvhasdar nidge alitilided Ay A (
in the bespoke, bilateral nature of regepo (and eurodollar) transactions.
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More Money Than Reserves &7 Alhambra
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Establishing, then, M3 as just the starting pointfie@asuring monetary policy interventipmwe

turn our attention to what might have happened during the crisis as it relates quantitatively to
how the FederaReserve responded. If we assume that M3 continued to grow at its baseline
average, by August 9, 2007, it would have been around $11.5 trillion. That date is important as
it marks the definitive break between the pozisis wholesale era and tliysfuncton thereafter.
Starting in early August 2007, if the growth rate had suddenly sldwed the 8% baseline to

around 4.7%, the gap between normal operation and this hypothetical would have been $438
billion by the time of Lehman, and around $5.5 trilliaday.
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Far More Money Than Reserves Alhambra
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If we assume that M3ust stopped growing not even contracting the potential wholesale
funding gap would have been $1.03 trillion by Lehman and about $11 trillion today.

Far More Money Than Reserves Alhambra
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If this gap is anywhere near accurate (i KS d@teRt@éughlald @ XizNJ v Inxdnlyg S NB
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had nothing at all to do with traditional banking. This is where the blindness owing to the

onshore/offshore limitations becomes a factior consideration and any test for reasonableness
of interpretation.

Far More Money Than Reserves Alhambra

Investment
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There are other means to quantify wholesale fundingdibans and levels. The Federal Reserve
tracks both commercial paper as a separate statistical seagesvell as repo and federal funds
financing through it$inancial Accounts of the United Stafg4; formerlyFlow of Funds As the

name implies, thigiew is again limited to the onshore perspective, but for our purposes here it
shouldbe more than sufficient.

Commercial paperreaks out into three categoriesorporate, assebacked, and financial. Only

the latter two are relevant to the monetargystem in terms of funding. ABS paper was the

LINA Y| NBE YSIya 2F FdzyRAYy3 ALISOALFE LJzN1I2AS OSK]
other financial securities. Financial commercial paper wasl/is largely money market funds
supplying fundingo the banking systenin shorter, term arrangements.

Combined, the two categories of commercial paper plus the Z1 reporting of bank liabilities in
federal funds and repo totale$6.2 trillion by Q2 2007. That would be the ultimate peak in these

wholesale categoes, with the events of August 2007 shattering the systemic wholesale
arrangement.
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By the time of the Lehman failure and the panic that would begin at the start of Q4 2008, the
funding shortfall injustthese sections was more than $650 billion. In #fiermath of the panic,
by the time QE1 actually began transacting, the level was an enormous $2.1 trillion below the

LSl LYy GKAa O2yiSElG: G(4KS CSRQa olflyOoS
appropriateg but still falling short.
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The entire expanen through QE1 was only enoughoffset some othe drop from before and

RdZNAY 3 GKS LI yAO LKIFAaAS® 99SY VOH
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peak (and | am including the whole Fed balance sheet here, nahgdtftover bank reserves).

LG 6FayQid dzyiAt GKS bPmodr GGNAREftA2Y SELIYyaAzy
finally filled the gapg but only if we view the wholesale gap as limited to just these categories
and, more importantly, that thecorrect calculation of the funding shortfall is the static

comparison withthe 2007 apex.

TK I @

it is expansion The shortfall in funding is not based upon whatding levels were in the past

~

z
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From this view, the funding shortfall (again, calculated with only these four wholesale categories)
was around $1.5 trilliond the baseline byhe time ofLehman, expanding forward to $5 trillion

by the start of QE2; and so on. By these calculations, the entire-millitn expansion of all the

v 9 Q aneyelclase to enough and fell shdry a larger amourngach time. The rate of expansion

in the baseline was alwaygeateri Ky GKS CSRQa o6l ftl yOS

including the last two.
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Part of the reason for that was another crucial mistake of monetary policy. The Fed never
intended tobe the whole funding mechanism this entire time; at some point, some distance after
the panic, the private money market was supposed to reignite and take up the slack from the
Fed. As you can see in all the charts above, it never did. Wholesale fomtiingpntinues to
dwindle, leaving a larger and larger gap to resurrecting global and financial function as it was
0SF2NE ! daAdzald HnAnT® v9Qa ¢ 30tJa stiiciuralloreRTNGS 3 &4 |
explains their continuations.

The private sygemic response to this structural limitation has been only further retreat. The
shadow banking system, the opaque and invisible counterparts to these wholesale funding
arrangements, are being systematically dismantled. Financial institutions have migvaoynts

in the postcrisis period realized this monetary contraction as a fact of operation. Adjusting
accordingly has meant paring back in investment banking and FICC, the very guts of the
eurodollar/wholesale system.

That means the monetary confrdon in the global system since August 2007 is still ongoing,

albeit in adisorderlyandintermittent fashion.It therefore might seem reasonable to assume that

further balance sheet expansion is warranted, but that supposgain a level of precision that

2dza i A a yoQréalistictis mnidich as 1 Have tried to be faithful to the statistics and figures

we have in hand, it must be reiterated that there is far more to it tha@ seen And even in

light of whatisshownhere;, 9 FI f £ & FINE FFN aK2NI SOSNE GAYS
is known, how can it ever be close to enough factonmipe potential ofthe unknowr?

This is why despite the seemingly huge amount of each balance sheet expansion the monetary
system or real economy failed to respor@®@ (G KS GAYS SIFOK 2F (KS v9Q:

'd
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likely the gap had only further grown the manner suggested on the charts abdwethe context
of QE, we have no realistic idea just how much of a fundiqgthare is¢ but we do have
overflowinghints and suggestions that it is large and getting larger all the tifias is the true
SaasSyoS 2F (KS aGR2ff I NE &dzLJLX & LINRPof SYo®

The nature of ifs not just the quantitative shortfall in wholesale funding, but also the qualitative
shortfall. While there is every reason to suspect the size of each intervention will rever
enough, there are also perhaps more important reasons to cast doubt othehbank reserves
S@Sy Sl dzl {&® thé éurodolfat canteyt.3

SECTION 2: QUALITATIVE CONTRACTION

The eurodollar expansion globally was much abouits formsand not purely a matter of

volume. This gets to the very basic difficultyrinng to define a eurodollar in the first place. The
eurodollar is not a thing like a dollar is a thing; it is, rather, a system of financial standards and
protocols that allow financial business to be conductgobally among very disparate systems

Among the primary forms of eurodollar protocols are derivatives, especially swaps. From the
SIFNIASAd RIFIea Ay (GKS mopcnQasz agllLla KF@S FT2N¥YS

These are very difficult concepts to grasp and the biggest barrier to ocwrglete monetary
understanding. By not being able to penetrate the dense and often technical nature of swaps,
observers are left with an incomplete understanding of the true, comprehensive nature of both
the crisis and postrisis age. Without that complete view, too mudch left unknown and
unansweredo be able to judgesomething like QE

To illustrate this point, | will use a specific example from the crisis peBiod?age 33 of its 2007
Annual Report, AIG noted ml Yy 3SYSy i Qa 5Aa&O0dzaai Tyndiioydnd ! y I £ &
Results of Operatiofor its Financial Services Division that:

The ongoing disruption in the Us@sidential mortgage and credit markets and the recent
downgrades of residential mortgadgmmcked securities and CDO securities by rating
agences continue to adversely affect the fair value of the super senior credit default swap
portfolio written by AIGFP. AIG expects that continuing limitations on the availability of
YN]SO 20aSNBFotS REFEGE gAftt | FFSOtbese! LDQA
derivatives, including by preventing AlG, for the foreseeable future, from recognizing the
beneficial effect of the differential between credit spreads used to price a credit default
swap and spreads implied from prices of the CDO bonds referenceachyswap.

The companyhad written CDS for hundreds of billions in securities. As the prices of those
securities began to fall and began to further point in the wrong direction, the company was trying
to say- without sayingit too clearly or loudly that it might be a big problem in the future.

Liquidity was the culprif as AIG was claiming that CDS prices were not reflective of underlying

13| Page
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Gt dzSé¢ AthelrdffereSc® seduiitiBsY The problem in these kinds of securities, liquid or
not, is just how much inferendgnathematical)s required at each and every step.

The company notes that its counterparties were not hedge funds seeking to hedge their holdings,
but rather:

Approximately $37®illion of the $52 At t A2y Ay y2iA2yLFt SELRA
senior credit default swap portfolio as of Decemi3dr, 2007 were written to facilitate
regulatory capital relief for financial institutions primarily in Eugop

Thisigs KIF G L OFfft aYlFOGK | a Y2 yhs$hesdmstancewdulg jaii GDSLINA Y |
written by a highly rated counterparty, such as AIG, with specific parts of their fixed income
portfolios in order to reduce their capital weighting. Taevas great demand for this in the super

senior tranches of securitized structures because they were the largest parts and thought to be

the least risky. That means companies like AIG would write protectiora f@latively low
premiumwhich the bank couldhen use to significantly reduce its capital footpritoth sides

thinking theyhad cooked upthe proverbial free lunclor invented the financial equivalérmf a

perpetual motion machine

The capital ratio guidance of the Basel framework opens the dosuthregulatory leverage.

Basel assigdd NA a1 ¢ o0& 0dz01 S0 oy2¢ o6& fSaa NARAIAR Ol
defined by the regulatory framework would require more capitdket. A mortgage loan, for

instance, was required to be charged dollar for dollar (100%), meaning that for every $1 principle

of the loan $1 would go into the riskeighted asset calculation that determines capital ratios. If,
however, the bank could ftha compliant means to transform that mortgage loan into a lower

bucket security, say 80%, then for every $1 in loans only $0.80 would be added to the total of risk
weighted assets.

/| NERAG RSTlrdzZ G agl LA ¢SNB dza SR arBdo@spdligoutA y (0 KA
28 R2y QG 1y26 GKS SEFOG STFTFSOG 2F 2dzald K26 Ydz
$379 billion in notional, ofbalance sheet CDS might provide, we can only reasonably assume

that it did and did so significantly.

A stylized example of this process is as follows (with overly simplistic assumptions used in the

interest of ease and clarity of understanding the general processes, not with the intent to provide
a realistic recreation):
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Assuming a European bankwith#87 6 Af f A2y Ay AG&8 CAESR LyO2YS L
on that notional amountand was able to achieve a 20% reduction infigkghted assets, the
STFSOU 2y Ada OFLAGEFE NXdGA2 sl a | wp: AYONBI a
lowers the riskweighted asset calculation to $303 billion. With total bank capital constant at

$37.9 billion, the capital ratio increases from 10% to 12.5% with not a single change in any
liability, deposit or wholesale.

While there vere undoubtedly ©S used in this manner, tipgimaryeffect was to make balance
aKSStia Y2NB aOlFLAGlIEeE SFFAOASYyGO® Ly 20GKSNJ 6
raising its capital ratio from 10% to 12.5% but rather in increasing its total asset exposuretwithou
increasing its capital ratio.

If we assume the same setup, meaning the same total bank capital and the same 80% risk
weighting of CDS attachment, then the bank could expand its balance sheet by an additional $95
billion while keeping its capitahtio at 10%. AIG pockets a regular payment that it does not
0StASOS gAff SOSNI GNAIISNI I LI e&2dzi 6KAES GKS
- math as money.
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What happens, however, if this processeversed? If we assume that ihi last example the

/' 5{ GNARGGSY LINRPOGARAY3A GKS aNB3IdzA I G62NB NBfASTE
adzNAS (G2 mMHOpE: gAlK2dzi | aAAy3tS GNIyalOlAazy 2|
risk bucket rather than 80%, the chanmecapital ratios would be, obviously, that much more

extreme. In other words, banks that used CDS to most reduce their capital footprint were those

at greatest risk of sudden and often shockaapitalerosion.

This is what actually happened starting2007 (which is why AIG was writing about it in its annual

report). The destruction quickly became sainforcing The more there were questions about
GG2EAO ¢ aGS¢ Y2 NI 3| Itéraark diwkilbquivhdlNdgsand pd3t mére & T 2 NJ
collateral. The more collateral shifted away from AIG, the riskier AIG becamiadaating

agendes. heriskier AI@ &  Nthellessktiectiveneir CDS wre in providingy NS 3 dzf | G 2 NBE NS
especially once the downgrades began triggering specific actions and recalculations; the less
GOFLIAGEFE NBEtASTFéEYX GKS KAIKSNI olyl OFLAGET NI G
capital ratios suddenly increased, the lelss test of the markets were willing to extend in terms

2F fAljdARAGE YR LINAOAY3AT LlziGAy3a Y2NB LINBaadz
more illiquid levels. And so on and so on.

The reason for the systemic nature of CDS was an inh#esnin how MBS and CDS were priced.
Owing to the widespread use of the Gaussian copula as a shortcut to infer correlation among
illiquid mortgage securities, illiquidity became a deadly -sasiliforcing spiral. The most
important aspect of any fixed inme pool is correlation; without an active market for individual
loans, mortgage or otherwise, there is no waylteectlyfigure correlation. Instead, the Gaussian
copula took correlation from where there was tradinghe CDS spreads of the various ABX

'd
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indices and wherever else volume was sufficient. In basic terms, the Gaussian copula assumed a
higher degree of correlation where curves were similar.

In the growing fear and illiquidity of 200the resulting heightenedemand for hedging had the

effed of pushing CDS spreads and curves all in the same direction at the same time. To
correlation trading and pricing, the Gaussian copula viewed that as rising correlation, thus
reducing prices of securitization tranches without any actual trading in thleenhuge downside

of black box pricing models)his repricing through illiquidity and inferena&s heaviest at the

SYRaX SAGKSNI GKS Sljdzaide LASOS 2N GKS &dfLISNI &S
correlation rises to 100%, that is leér really good or really bad because it means either no one

will default or everyone will. In super senior tranches where AIG was most actiweting

protection, rising correlation very quickly introduces significant modeled risk even for a super
senild GKIFG ¢Fa 0StASOSR +d GKS adkNn Fa Otz2asS i

AIG was brought down by collateral, not losses. In fact, the Federal Reserve made money on its
Maiden Lane holdings, the €0l f f SR o6F Af 2dzi 2F ! LDQ& u/can{ I YR
dzy RSNER Gl YR ¢gKeé (KSe& RAR 423 S@Sy AT @2dz R2y Qi
$379 billion in notional CDS that was appl@imarily to Europeanbanka OF LA G f NBf A S
R2y Qi KIF @S Fye ARSI K2 gthe¥ae(Kits asEotiatidhFn thieimple LINE &
SEFYLX Sa L dzaSR 1162@¢S: YIFIGK |a Yz2ySes L | LWL}
hypothetical$379 billion fixed income portfolio. In reality, it is very likely that those AIG CDS

G SNB adzlll)l2 MIBX W B FEOIRNA ividff G A LI Sa 2F GKFG FY2dzyi

If AIG had failed in September 2008, aggregate European bank capital would have suffered
another huge blow at a time when it was already seriously questionadntel in Europe where

this onshore/offshore divide was &lady the primary factor in systemic panin fact, that was a

primary reason for the uncertainty to that point, where questionable masgmoney was being

unwound in disorderly fashion to begin with. This is the eurodollar system as it truly is in its
multi-dimensional forms, where various financial firms prowuitiiéerent kinds ofbalance sheet

GOF LI OAGeé¢ a2 GKFEG 206KSN) FAYLFYOALFE FANX& OFy
money and credit. Take away the trading of risk absorption capacityyst CDS, and the whole
systemicchaintumbleslike dominos.

From this perspective, it is much easier to appreciate why the Fed failed so thoroughly during the
crisis period. The appeal first of interest rate targeting and the implicit suppqrivate money

bank reserves just do not enter into this wholesale process in any way. The problem was not
money dealing in the traditional sense of tangible monetary ulititgsas overall risk capacity that
coulddo nothingbut shrink because the pri@ssumptions (math) were being revealed as invalid.
The only possiblémonetary policg that might have had a chance of success was for the Fed to
y2i 2dzad G 1S 2 @ Sridlios, budto alsBntirigWKtiSgNTD R0n thsibehhl2

¢ the dollar shortage at that time throughout 2008 was as much CDS capacity as.dbHars
GFdzy RAYy 3¢ aK2NI T I ffaf beyond any Kapatiggrovidlétldy bark tg§0és org | &
anything currently available to the Federal Reserve.
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Traded risk capacitgnd mathasmoney is as much a core function of the eurodollar system as

repo and commercial paper. Very little of it shows up on any balance sheet, and the way it does
2FT0Sy ONBIFGSEa Y2NB YAadzyRSNEGFYRAYIDP nENRY (K
GKS2 6SNBE NBOSAQGAY3I | YIOGKSYFrGAOIE amRtRedad GKI
footnotes

Very much like repo, federal funds, and commercial paper, derivatives and traded risk capacity

have also been shrinking pestisis. This qualitative review is not just relevant for a better
understanding of what went wrong then, it is highly relevant to the dollar shortaday as it

continues toaffecteconomic and financial circumstances in 201@ credit default swap market

has essentially ceasdd exist, especially single name products, with firms only winding down
GKSANI LI ad I NNYy3aSYSyGaz tSHGAYy3a 6KFEGSOSNI a0 |
left over to be also unwound a further tightening of unintended regulatory/capitebnstraint.

We also find that interdsrate swap exposures havkeclined,and often significantly s@reating
different problems in other mathematical balance sheet constraints such as VaR and modeled
volatility. Without sufficient capacity in these deatives, banks are left to math that is
increasingly unfriendly to overall balance sheet capacity.

OCC: Wholesale/Eurodollars 'Money Supply' A i},]\"(':,',','l’{,',,
g Total Notional US Banks Partners
IR Swaps
in billions 2
Panic QE2

$200,000 - oo
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$100,000

$50.000
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1998.04
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OCC: Wholesale/Eurodollars ‘Money Supply'
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How does any of this fit into the context of QE? The only p@ssibl is indirectlywhere QE
would have a positive psychological effdtat convince banks to extend their own risk. But it

Aa (GKSasS olyla dGdKIG KIF@S
guantitative problems | pointed out in the last section.

guantitatively short.
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Bank reserves just do not address
systemic isk capacity in these very important wholesale matmoney processes. Unless the
Federal Reserve or any other central bank wishes to further take over private risk and derivatives
dealing(and even then the effort would be highly suspeat)y QE wilfall qualitatively and
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SECTION 3: ECONOMIC IMPLICATIONS OF WHOLESALE CONTRACTION

The textbook economic response to monetary contraction is deflatiomat least disinflation-

severe declinesn commodity pricesand increasinglydepressive economic conditions. That
describes very well the global econopggpecially since 2012. In case after case, we find the

same pattern of monetary behavior being mimicked in the real economy. That has led to
enormous confusion in orthodox esomics becausé seesi KS CSRQa ol fl yOS ak
inavacuunc & Y2y SiGlF NBE SELI yarzyo LyadSIFIRzE la 2yf
balance sheet was only small offset factor toan otherwise enormouswideranging,and
ongoingcontracion.

This monetary contraction isulti-dimensionaland it is highly unlikely thétnancial conditions

will everrealign such that the global economy can be led back to itscpsts condition. There

is no specific, quantitative amount of balance shexpansiorthat leadsto a specific increase in

oyl NBasSNwSa GKFiG FTAES&E (GKA& AYolflyOSo ¢ KS
than anything any central bank can counterpoise. Even if the Fed were to obtain both the will

and statutoryauthority to take over more of these contracting eurodollar functions, it wetiltl

not be enough because of how muchsigl unknown.

This sustained cont@i A 2y Ay SdzNPR2f f I Nd aimé gkéclyéthe Sadne A y O2 N
fashion in the global emomy in almost textbook fashion, including specific eurodollar
references to amplifications of the decay process (notably 2012 after the 2011 redo funding crisis
FYR GKS Hamn aNARaAy3d R2Ef I NE 2F FdzNIKSNJ SdzZNB R
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