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“It seems to me that this failure of the economists to guide policy more successfully
is closely connected with their propensity to imitate as closely as possible the procedures
of the brilliantly successful physical sciences…
It is an approach which has come to be described as the “scientistic” attitude—an
attitude which, as I defined it some thirty years ago, “is decidedly unscientific in the
true sense of the word, since it involves a mechanical and uncritical application of
habits of thought to fields different from those in which they have been formed.”
I want today to begin by explaining how some of the gravest errors of recent economic
policy are a direct consequence of this scientistic error.”
—Friedrich von Hayek, “The Pretence of Knowledge”
Nobel Acceptance Speech, 1974

It is common when we give lectures to the public that someone
asks, “Are these people in DC evil, or just stupid?” One of us (Murphy)
typically handles this question by responding, “Well, they’re not
stupid…” and then letting the pregnant pause sink in.
Humor aside, it is important to understand precisely what has
gone wrong in academia and policy circles. The economists teaching
at Ivy League schools, and placed in positions of power at the Federal
Reserve, Treasury, and Wall Street, are often “the smartest guys [and
gals] in the room.” However, this is not a virtue, but a vice, when
coupled with their pride.
Consider the intellectual elites’ fascination a few years ago with
the possibility of a trillion dollar platinum coin. During one of the
frequent battles between Republicans and Democrats over raising
the statutory debt ceiling, someone had the bright idea of using an
obscure statute that allowed the Secretary of the Treasury to mint
platinum coins without Congressional approval, in order to take a
disc of platinum and stamp “$1 trillion” on its face.

Lara-Murphy Report
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Or, consider Harvard professor Greg Mankiw (who was chair
of the Council of Economic Advisors to George W. Bush), who
once proudly relayed a proposal from one of his students whereby
the government would randomly pick a digit and then make all U.S.
currency ending with that digit (in the serial number) no longer legal
tender. The idea was to provoke people into spending and boosting
aggregate demand, and what better way than to make 10 percent of the
outstanding paper dollars become worthless every year? Incidentally,
the title of Mankiw’s blog post, discussing this idea, was “Reloading
the Weapons of Monetary Policy.” Indeed.
The problems with our financial system and broader economy do
not stem from some miscalculations or lapses in judgment. No, they
reflect an entirely perverse paradigm, in which clever intellectuals
seek to control hundreds of millions—indeed billions around the
world—of their fellow human beings, who have their own goals and
information. Besides their lust for power, these intellectual elites also
suffer from massive hubris. They are undoubtedly smart, but not as
smart as they think they are.
The best we can do in such an environment is educate ourselves
on the true causes of our financial woes, do what we can to secede
from this corrupt system, and help bring as many others with us while
there is still time.
Yours truly,
Carlos and Bob

“It is the masses that determine the course of history, but its initial movement must start with the individual.”
— How Privatized Banking Really Works
Lara-Murphy Report
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PULSE ON THE MARKET
O b a m a C a r e ’s Fa l l i n g D o m i n o e s

AETNA PULLS OUT OF EXCHANGES
The bad news keeps piling up for the Affordable Care Act (ACA), and, unfortunately, for
American consumers. The major insurer Aetna announced that it would be withdrawing
from 11 (out of 15) states in which it had participated on the “marketplace” exchanges. Aetna
CEO Mark Bertolini said in a statement, “Following a thorough business review and in light
of a second-quarter pretax loss of $200 million and total pretax losses of more than $430 million
since January 2014 in our individual products, we have decided to reduce our individual public
exchange presence in 2017, which will limit our financial exposure moving forward.” The news
meant that Aetna was joining the ranks of UnitedHealthCare and Humana, two other huge
players in the health insurance industry who have also announced large pullbacks from the
ACA exchanges.
A new study from the Kaiser Family Foundation (which is nonpartisan and not at all “antiObama”) projects that “there could be just one option for coverage in 31% of counties in 2017, and
there might be only two in another 31%. That would give exchange customers in large swaths of the
U.S. far less choice than they had this year, when 7% of counties had one insurer and 29% had two,”
as reported in the Wall Street Journal.
How did progressive liberals react to these developments? They blamed it on obstinate
Republicans and called for more government intervention. In an August 19 column with
the hilarious title, “Obamacare Hits a Bump,” Paul Krugman wrote, “The idea of allowing the
government to offer a health plan directly to families was blocked in 2010 because private insurers
didn’t want to face the competition. But if those insurers aren’t actually interested in providing
insurance, why not let the government step in (as Hillary Clinton is in fact proposing)?”
We don’t want to sound like know-it-alls, especially in light of something so serious as the
collapse of private health insurance, but in these pages of the LMR we have warned you that
this was coming. Indeed in the book Primal Prescription—written by one of us (Murphy) and
ER doctor Doug McGuff—we not only predicted the transition to a single payer system as

Pulse on the Market
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PULSE ON THE MARKET
private insurance became untenable, but we also provide evidence that the major architects
of the ACA legislation knew it was simply a stepping stone to total government control.

EU Makes Apple-Sauce

EU COMMISSION FINES APPLE $14.6 BILLION
A European Commission has ruled that the Irish government gave unfair concessions to
Apple by allowing it to pay little tax on the operations headquartered (on paper) in the
country. Apple has responded that it is in an odd position, where it is being punished by the
EU for not paying more in tax to the Irish than the Irish say Apple owes them.
Of course, the broader issue here is the steady erosion of all tax havens on Earth.The euphemism
for this trend is “tax harmonization.” For a different example, it used to be the case that a
“Swiss bank account” was synonymous with privacy, but no longer. We will continue to see
the bureaucrats clamp down on financial freedom, citing drug cartels, terrorism, negative
interest rates, unfair tax competition, and other bogeymen as justification for tracking wealth
all over the planet.

H a r va r d P r o f W a n t s Y o u r C a s h

ROGOFF CALLS TO RESTRICT CURRENCY
In case you thought our blurb on the Apple case was too paranoid, try this one on for size: On
August 25 the Wall Street Journal ran an op ed from Harvard economist Ken Rogoff, who wrote,
“When I tell people that I have been doing research on why the government should drastically scale back
the circulation of cash—paper currency—the most common initial reaction is bewilderment…But paper
currency lies at the heart of some of today’s most intractable public-finance and monetary problems. Getting

Pulse on the Market
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PULSE ON THE MARKET
rid of most of it—that is, moving to a society where cash is used less frequently and mainly for small
transactions—could be a big help.”
Folks, we don’t claim to know exactly how it’s orchestrated, but there really is a full-court press
being waged against your financial privacy and liberties. The Keynesian central planners dream of
a world where all transactions are electronic, so that they can be tracked—and hence regulated and
taxed—as they flow through the commercial banking system. As an individual household or business
owner you personally can’t stop this trend, but you can at least “secede” from the establishment by
following Nelson Nash’s advice of Becoming Your Own Banker. For more details, visit our website at
www.Lara-Murphy.com.

Germans Buying Safes

HOME VAULT SALES UP 25% YOY IN GERMANY
More and more Germans are losing faith in the traditional banking system. A WSJ article reports
that sales from the largest home safe producer are up 25% in the first half of 2016, compared to the
same period a year ago. With negative interest rates, what’s the point of keeping your money in a
commercial bank? From the article:
“It doesn’t pay to keep money in the bank, and on top of that you’re being taxed on it,” said Uwe Wiese, an
82-year-old pensioner who recently bought a home safe to stash roughly €53,000 ($59,344), including part
of his company pension that he took as a payout.

Pulse on the Market
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The Explosion in Federal Debt
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Americans have been beaten with a
tenderizer from the media over the past few
years—ISIS! Negative interest! Syria! Brexit! Sanders! Trump! As a consequence, the
public has been too shell-shocked to notice
the explosion in the U.S. federal debt. In this
article I’ll review the facts and explain why
the situation is so dire.

THE OFFICIAL FEDERAL DEBT
Before diving into the numbers, let me
explain something about terminology.
Throughout this article, I am going to be
very insistent on referring to the federal debt,

The public has been too shellshocked to notice the explosion in
the U.S. federal debt.
as opposed to the “national” debt or the “U.S.
debt.” The reason is that I want to avoid contributing to the unfortunate habit of equating the United States federal government
with “America.” No, the country is not the
same as the government, and indeed Albert Jay Nock stressed the distinction even
between government and the State. (I thank
Nelson Nash for sending me Nock’s book
Our Enemy, the State in which he explains
the importance of this distinction, although
The Explosion in Federal Debt

it lies outside the scope of the present article.)
As of this writing (in August 2016), the
Treasury reports1 the federal “total public
debt outstanding” at $19.5 trillion. This total
is (almost) the amount subject to the “debt
ceiling,”2 which Congress must continually
raise in order to finance the continued profligacy. The Treasury website also decomposes
this total into the “debt held by the public” at
$14.1 trillion, while the other $5.4 trillion is
“intragovernmental holdings.”

“INTRAGOVERNMENTAL HOLDINGS”
The “intragovernmental holdings” refer to
U.S. Treasury debt that is held by other organs of the government. For example, you
may have heard of the Social Security “trust
fund.” Since the early 1980s and up through
the onset of the Great Recession, more money was collected in payroll taxes than was
paid out to current beneficiaries of Social
Security (and related programs collectively
labeled “OASDI”—Old Age, Survivors, and
Disability Insurance). So these programs ran
a surplus. Now if they had been stand-alone
pension and insurance plans, then the administrators would’ve invested the proceeds
in financial assets in order to earn a return
and provide for the future.
In a sense that’s what the Social Security
administrators did. Specifically, the federal
government borrowed the surplus each year,
and spent it on other programs (like tanks,

11

LMR

AUGUST 2016

food stamps, tuition assistance, etc.). This allowed the OASDI “trust fund” to accumulate with Treasury securities. In other words,
the Treasury was telling the Social Security
Administration: “We owe you this money
down the road.”

The Treasury was telling the Social
Security Administration: “We owe
you this money down the road.”
THE SOCIAL SECURITY “TRUST FUND”
To be sure, something is fishy here. Economist Paul Cleveland has drawn an analogy
with the scene from the comedy Dumb and
Dumber when the (dumb) protagonists return what should be a suitcase full of cash
to the owner, and he is horrified to find it
filled with handwritten IOUs on little slips
of paper.3
Shortly after the Great Recession began,
the OASDI started running a primary deficit, meaning that the total payments exceeded the incoming payroll taxes. However,
the “trust fund” was generating enough adThe Explosion in Federal Debt

ditional income so that the total trust fund
itself continued to grow. (In 2013, the trust
fund held about $2.8 trillion worth of assets.) In other words, the trust fund has been
earning interest income, and so far that income plus incoming payroll tax receipts have
been more than enough to cover total outgoing beneficiary payments.
However, according to a 2015 projection,
Social Security expenditures will exceed total income around 2020, at which point the
“trust fund” will begin to shrink. In other
words, unless trends change, in about five
years the Social Security administrators will
have to start drawing down their accumulated holding of Treasury securities—beginning the process of liquidating the Social Security “trust fund”—in order to finance their
obligations to Social Security recipients. If
no changes to payroll taxes or the benefits
formula are enacted, the Social Security
trust fund is projected to be totally depleted
around 2033.4

FEDERAL DEBT HELD BY “THE
PUBLIC”—INCLUDING FOREIGN
GOVERNMENTS
Whatever we may think of the accounting convention, there is definitely a sense in
which it seems to be less significant if the
Treasury owes money to outsiders, rather
than to other elements of the government
itself. This is why most economists report
the smaller figure as being the more relevant,
namely, the federal debt “held by the public.”
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When you see figures ranking countries by
their debt-to-GDP ratios, for example, it is
typically this smaller figure (of debt “held by
the public”) that they are using.
To repeat, the federal debt held by the
public is currently some $14.1 trillion. Incidentally, the term “public” in that phrase
includes foreign governments and central
banks. Remember, that phrase “by the public” serves to distinguish Treasury debt that
is held by elements of the U.S. government
itself.
However, be sure to realize that the approximately $2.5 trillion in Treasury debt
currently held by the Federal Reserve is not
classified as “intragovernmental debt.” In
other words, in order to further the notion
that the Fed is an independent financial entity, separate from the federal government,
the Fed is considered part of “the public”
when it comes to classifying the owners of

The approximately $2.5 trillion in
Treasury debt currently held by the
Federal Reserve is not classified
as “intragovernmental debt.”
Treasury securities.
To get an idea of the foreign holdings, Table 1 reproduces the top holders as of June
2016, according to the Treasury.5

Table 1. Top Foreign Holdings of U.S. Treasury Securities, end of June 2016
Country

U.S. Treasury Holdings

China (Mainland)

$1,241 billion

Japan

$1,148 billion

Ireland

$271 billion

Cayman Islands

$269 billion

Brazil

$252 billion

Switzerland

$237 billion

United Kingdom

$232 billion

The Explosion in Federal Debt
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Note that in Table 1, two of the perhaps
surprising leaders—the Cayman Islands
and Ireland—have such large official holdings because of international companies like
Apple and Google keeping large portions of
their “cash” in these tax havens.
Returning to the official figure of $14.1
trillion in U.S. federal debt held by the public (which includes Treasury debt owned by

“UNFUNDED LIABILITIES”: THE REALLY
ASTRONOMICAL DEBT FIGURES
Some readers may be wondering at the lowball figures I’m producing, since they’d read
accounts of the federal debt being simply astronomical. The explanation is that my figures
of either $19.5 trillion (total) or $14.1 trillion
(held by the public) refer to the explicit Treasury securities that have been issued.

Returning to the official figure of $14.1
trillion in U.S. federal debt held by the
public (which includes Treasury debt
owned by the Fed and foreign banks/
governments), that works out to about
$44,000 in federal debt for every man,
woman, and child in the country.

the Fed and foreign banks/governments),
that works out to about $44,000 in federal
debt for every man, woman, and child in the
country.

The Explosion in Federal Debt

However, the federal government
is legally on the hook for more than
just the interest and principal payments to holders of Treasuries. For
example, current American workers have been contributing into the
Social Security and Medicare systems through their payroll taxes,
and they have been promised future
payments according to defined formulas. Yet these future obligations
of Uncle Sam are not included in
the $19.5 trillion or $14.1 trillion
figures I cited above; workers don’t
have actual pieces of paper from the
Treasury promising them Social
Security benefit checks in 20 years.

As I explain in much greater depth
in my book (co-authored with ER
doctor Doug McGuff ) The Primal
Prescription, the “unfunded liabilities” of Social Security and particularly Medicare destroy the federal budget in
the coming decades. This is due to simple
demographics. For example, back in 1950
the ratio of Old Age, Survivors, and Disability Insurance (OASDI) covered work-
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ers to beneficiaries
was 16.5. In other
words, there were
16.5 workers paying payroll taxes into
the system, for every
beneficiary receiving
a check from it.
By 2010, that ratio had fallen to 2.9
workers
supporting each beneficiary. And by 2040 it’s projected to fall to 2.1
workers.
When taking a snapshot of the federal
government’s fiscal hole, I like to use 2009
as the benchmark, because (in my opinion) the passage of the Affordable Care Act
(a.k.a. “ObamaCare”) introduced ridiculous
assumptions about long-term spending and

As I explain in much greater
depth in my book (co-authored
with ER doctor Doug McGuff)
The Primal Prescription, the
“unfunded liabilities” of Social
Security and particularly
Medicare destroy the
federal budget in the coming
decades.
medical costs into federal budget models. So
for the rest of this section, I’ll explain what
the state of Social Security and Medicare
were, back in 2009 on the eve of ObamaCare.
Table 2 shows the Congressional Budget
Office (CBO) forecast, made in 2009, of
spending trends and how they would fill the
2050 federal budget and overall economy.

Table 2. CBO 2009 Forecast of Federal Spending for Year 2050
Spending Category

Share of Federal Budget

Share of Overall Economy

Social Security

13.5%

5.7%

Medicare

22.5%

9.5%

Medicaid

7.6%

3.2%

Interest on Debt

32.0%

13.5%

All Other Federal Spending

24.4%

10.3%

TOTAL

100.0%

42.2%

Source: Adapted from Table 3-2, page 77, of Murphy and McGuff, The Primal Prescription.

The Explosion in Federal Debt
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over the next 75 years the government
could draw down this side fund rather
than hit up the taxpayers.

Needless to say, young workers
should not plan on getting their
promised Social Security and
Medicare payments.
As the table indicates, as of this 2009 forecast, the CBO projected that by 2050, all
“discretionary” spending—including education, welfare, and the military—would be
limited to a mere quarter of the federal budget. The other three-quarters would be devoted to social insurance / health care programs, and interest on the debt.
If the snapshot of the projected finances in
the year 2050 look bad, consider the January
2009 Trustees’ assessment of the social insurance programs. Assuming a 75-year time
horizon, the Trustee Report estimated that
the HI (Hospital Insurance), SMI (Supplementary Medical Insurance), and OASDI
programs had a combined present-value
shortfall of $45.8 trillion. To make sure the
reader understands the significance of this
number, allow me to quote from my discussion in The Primal Prescription:
The Trustee Report was saying that in
2009, the federal government would
have needed $45.8 trillion right then to
invest and start earning interest, so that
The Explosion in Federal Debt

For one final clarification, the $45.8
trillion figure assumed payroll taxes and
Medicare premium payments remained
at scheduled 2009 levels. In the projections…over the 75-year window, workers still have money taken out of their
paychecks, and the elderly still make
premium payments for Medicare. That
$45.8 trillion side fund was nonetheless
needed to cover the projected shortfall between these dedicated revenue streams
and the spending on the programs.
[Murphy and McGuff, The Primal Prescription, p. 80, italics in original.]
Let me reiterate that these shocking figures
come from the government Trustees themselves; these are “official” numbers. Outside
analysts have generated far more pessimistic
projections.
Needless to say, young workers should not
plan on getting their promised Social Security and Medicare payments. The payment
formulas are going to be cut, and the payroll
“contributions” are going to be increased.

FEDERAL DEBT AS A SHARE OF GDP
In this final section, we’ll chart the size of
the federal debt relative to the overall economy. This shows just how much the Treasury’s
debt has exploded in recent years.

16

LMR

AUGUST 2016
Figure 1. Federal Debt Relative to U.S. Economy

In the figure above, I have included both
the “total” federal debt and the smaller “held
by the public,” because both figures are useful depending on the application.
Either way, it is clear that the federal debt
has exploded, with debt held by the public
more than doubling (as a share of the economy) since the financial crisis. The total public
debt exceeds 100 percent of GDP, meaning
the entire annual output of the United States
would not be enough to pay off the explicit
Treasury debt that is currently outstanding.
There were three consecutive years under the
Obama Administration when the annual
budget deficit exceeded $1 trillion.
Incidentally, some people look at recent
figures of U.S. debt and erroneously assume
that this is equivalent to a household having a debt-to-income ratio of just over 100
percent. But no, things are much worse than
that. The federal government’s “income” is
tax receipts, which are not the same thing as
the economy itself.

The Explosion in Federal Debt

In 2015 the federal government’s total tax
revenues were some $3.3 trillion. So if we
take the federal debt held by the public as
the relevant figure ($14.1 trillion), it means
Uncle Sam’s debt-to-“income” ratio is in the
ballpark of 400 percent.

CONCLUSION
Just considering explicit Treasury obligations in the form of financial securities (Tbills, notes, and bonds) held by outsiders, the
U.S. federal government already has a debt
that is four times higher than its “income” in
the form of tax revenues. If we include the
Treasury securities held by agencies of the
government itself, then the total federal debt
is larger than the entire U.S. economy’s annual output.
It is true that the federal debt as a share
of the economy was at this level back at the
end of World War II. As we know, Uncle
Sam didn’t default back then, and the U.S.
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economy didn’t fall off a cliff in the 1950s.
However, looking at the postwar era can
be very misleading, for it has little relevance
to our current situation. Back then, the federal debt initially went through the roof because of massive wartime expenditures (and
hence budget deficits). When the war ended,
federal spending dropped significantly. It’s
true that the government didn’t run budget
surpluses (as President Coolidge had done
throughout the 1920s, after World War I),
but nonetheless the economy up through
the early 1970s grew faster than the nominal
debt, meaning that the debt’s size as a percentage of GDP steadily fell.
In our times, there is nothing analogous to
World War II that can suddenly end, allowing a sharp cut in federal spending. No, as we
documented above, the spending is baked
into the cake. Only through very painful
cuts in “social” programs can the budget be
brought into balance, or even (more modestly) can the annual budget deficit as a share
of the economy be brought low enough to
stabilize the (relative) size of the total debt.
In this article I am not proposing any government policy solutions, but instead am
merely laying out the raw facts. The U.S.

In our times, there is nothing
analogous to World War II that
can suddenly end, allowing a
sharp cut in federal spending.
federal debt has exploded since the financial
crisis, and artificially low interest rates have
masked the burden it will impose on taxpayers. But if and when Treasury yields rise,
even slightly, there will be a large impact on
debt servicing costs. In any event, the ongoing demographic trends will cause a budget
crisis in the not-too-distant future.
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Italy’s Financial System: Too Big To Fail—Too Big To Save
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According to the database of the
International Money Fund (IMF) Italy is one
of the world’s top 10 economies, yet its banks
have one foot in the grave. Trying to come
up with a way to save them has policymakers
divided and questioning whether taxpayer
bailouts, a remedy that goes against current
European Central Bank (ECB) rules, are
their only hope for survival.

have plunged 60% just this year.”1

As reported in last months LMR, Italy’s
banking crisis is top priority at the moment
and central bank officials know that if it’s

The immediate problem is the enormous amount of bad debt on Italian banks’
books—a whopping 400 billion euros with
no resources available to dispose of them.
How did these bad loans get here? During the 2008 financial global crisis, banks
in the U.S., U.K., Spain, Ireland, and elsewhere were bailed out with taxpayer funds.
But Italy did not face an immediate need to
capitalize its banks. Instead, Italy waited for
an economic recovery that never came. As
the economy trudged along in a continual
slump, loan defaults mounted and skittishness about their banks intensified. Then all
of a sudden Brexit happened and it all hit
the fan.

The immediate problem is the enormous
amount of bad debt on Italian banks’
books—a whopping 400 billion euros with
no resources available to dispose of them.

not solved soon it could spiral out of control throughout all of Europe. After Britain’s
shock vote to leave the Union, Italian bank
shares and securities plummeted. “Milan
based UniCredit SpA, Italy’s number one
bank with about 892 billion euros in assets,

Adding to this concern is that other parts
of the Eurozone have several weak Systemically Important Financial Institutions
(SIFIs), like the financially beleaguered
Deutsche Bank, whose collapse would pose
a serious risk to Europe’s economy and other
parts of the world.

Source: Bloomberg
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What’s at stake and at the core of policymakers’ worry is who pays to clean up the
mess. Under the new ECB “bail-in” rules,
“too big to fail” financial institutions require
shareholders and creditors (including bank
depositors) to foot the bill instead of taxpayers. The problem is that there are an enormous amount of middle class individuals
who have placed their life savings in Italy’s
bank bonds. For this reason the entire country is worried sick over what could happen
if this banking dilemma is not handled with
care.
Italy’s Prime Minister, Mateo Renzi, has
continually insisted that a “bail-in” would
create an economic crisis and spark potential bank runs throughout the country. This
is precisely the argument he took directly
to the ECB and Angela Merkel last month
with hopes of getting them to bend the ECB
banking rules. After all was said and done,
Renzi came away with surprising results.

Under the new ECB “bail-in” rules, “too
big to fail” financial institutions require
shareholders and creditors (including
bank depositors) to foot the bill instead of
taxpayers.

The ECB Chooses To Cover-Up The
Health of Some of the Continent’s
Banks.

age. Additionally, the ECB is limiting its
supervisors from pressing banks for burden
of proof of their capitalization. Critics say
the ECB has all but relieved the weak banks
from billions of euro capital requirements in
one astonishing reversal.

In a surprise move the ECB not only bent
the rules, it actually reversed several big ones
like the “Pillar 2 Requirement.” This is an average common equity Tier 1 capital ratio requirement of 9.9 percent for major euro-area
banks. Now the ECB is allowing the banks
themselves to take the lead in determining
their own capital needs and disclosing to
the public their own loan quality and lever-

This new development, as recent as two
weeks ago, explains why the European Banking Authority published results of stress
tests for only 51 banks—but decided against
publicly disclosing the outcome of its own
parallel test for 56 additional banks. “As a
result, investors and the public are left in the
dark about the ability of many of the bloc’s
medium-size banks—including some with

Italy’s Financial System: Too Big To Fail—Too Big To Save

21

LMR

AUGUST 2016

assets of as much as 100 billion euros ($112
billion)—to withstand a deep recession.”2
“Some banks have disclosed their results,
or portions of them, but investors have been
left wondering about how others did—or if
they were even tested. The European Banking Authority examined 37 significant banks
directly supervised by the ECB, which separately looked at another 56 banks, for a total
of 93. The ECB supervises 129 “significant”
banks in total, leaving 36 unaccounted for.”3
The fact that so much is being left undisclosed exemplifies the difficulty that bank
regulators are having in keeping the lid on
an explosive banking situation mired in bil-

problems coming up.”4 Quite frankly, this is
exactly the way we see it.

Negative Interest Rates—Adding
Salt To The Wounds
Considered ridiculous before the 2008 financial crisis, negative interest rates will either prove to be effective modern-day stratagems of central banks or finally expose their
powerlessness. Whichever way this will
go, there is no question that negative rates
have distorted financial markets. Many experts now openly criticize this unorthodox
scheme and say it is backfiring. Neverthe-

Considered ridiculous before the 2008
financial crisis, negative interest rates will
either prove to be effective modern-day
stratagems of central banks or finally expose
their powerlessness.

lions of euros in bad loans and negative interest rates that continue to beat down bank
profit margins. With an economy that is
near paralyzed and banks on the brink of
collapse, many wonder if this action was
downright foolish or by some quirk, brilliant. Some policymakers and academics
believe too much transparency feeds panic,
others believe it does just the opposite. As
one commentator reported, “[W]ith the situation right now in Italy, and you keep hearing more and more warnings, I think there is
a growing indication that there might be real

less, “By the end of April 2016, about $8
trillion of government bonds worldwide offered yields below zero. That means investors holding to maturity won’t get all their
money back. While most banks have been
reluctant to pass on negative rates for fear of
losing customers, a few began to charge large
depositors.”5
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The problem is that if
banks begin passing
these costs on to their
bank customers they run
the risk of causing cash
to leave the banks and
into a home safe or under
mattresses.

Europe’s initial plunge into negative interest rates is seen by many as a desperate
act on the part of central bankers to make
something work since all efforts to crank the
economy back up since the 2008 financial
crisis have for all practical purposes failed. It
is a strategy that is completely different from
the one followed by the U.S. and Japan who
used a bond-buying spree to bring interest
rates down to near zero.
The European Central Bank, under the
guidance of Mario Draghi, is attempting
to stimulate the economy by taking interest
rates to below zero via the amount the ECB
directly charges banks for deposits, which is a
different technique from resorting to another
round of bond purchases (what is often called
“quantitative easing”). In theory low interest rates are supposed to reduce borrowing
costs and drive up demand for loans. Driving them down to below zero is in essence a
stronger dose of the conventional Keynesian
medicine of “cutting interest rates” to stimulate the economy. But according to the ECB,
negative interest rates are “intended for the

banks only, not for the people.”6 In June of
2014 the ECB began charging their banks
minus 0.1% to park their money with them.
“Should banks decide to transmit the reduction to savers then that’s their decision. It’s
not us,”7 Draghi stated.
The problem is that if banks begin passing
these costs on to their bank customers they
run the risk of causing cash to leave the banks
and into a home safe or under mattresses. To
a large extent this has already happen, first in
Japan and now in Europe. Potentially, such
a move could even trigger a bank run. On
the flip side, if the banks absorb the cost of
the negative interest rates, it brings on extra
pressure to bank margins and makes them
less willing to lend. In 2015, one year after
they were initiated, it was still too early to
tell if the negative interest rate experiment
would actually work. Even Federal Reserve
Chair Janet Yellen stated “if circumstances
were to change, potentially anything, including negative interest rates, would be on the
table” for the U.S.8

Italy’s Financial System: Too Big To Fail—Too Big To Save

23

LMR

AUGUST 2016

Fortunately, or unfortunately, what we are seeing
halfway through 2016 is that
negative interest rates are
definitely having serious side
effects. The Bank for International Settlements warned
in a March 2016 report of
“great uncertainty”9 if rates
stay negative for a prolonged
period. But the most important thing to note is that right
now Italy’s banks remain at
the center of their damaging
effects and by extension in the
eye of the next financial storm.

The Dodd-Frank Act Tightens Up
While Europe may be relaxing its grip
on its commercial banking system as a way
to calm nervous investors, here in the U.S.
one of Wall’s Street’s most hated DoddFrank provisions is about to make its appearance. It’s been in there all along, buried
in over 1,000 pages of the 2010 mandate.
The Volker Rule, a regulation that restricts
banks from trading with their own money
or taking big stakes in exotic trades, is about
to emerge after 6 years of grappling with it.
The Federal Reserve and other agencies are
about to come out with a report that will
inform banks what U.S. regulators want to
do next to prevent financial firms from triggering an economic crisis. In effect DoddFrank is about to get stricter.

While Europe may be relaxing its grip on
its commercial banking system as a way to
calm nervous investors, here in the U.S. one
of Wall’s Street’s most hated Dodd-Frank
provisions is about to make its appearance.

One important fact resulting from all the
excessive regulation on banks is the burdensome expense that comes with it. Since its
inception in 2010 the Dodd-Frank Act has
created a surge in bank mergers and acquisitions as a way to absorb the costs brought on
by these new banking regulations. “M&A
deals by U.S. banks hit $18 billion in 2015,
the highest level since 2009.”10 According to
data provided by Bloomberg, this year will
far exceed last year’s numbers. Banks are citing the new regulatory burden and low interest rate pressure on profits as being the
primary two reasons for selling their banks
to others.

Italy’s Financial System: Too Big To Fail—Too Big To Save

24

LMR

AUGUST 2016
Source: Bloomberg

Interestingly, these mergers will not be creating financial behemoths because bank size
increases regulation. “There’s a reluctance of
banks to join the ranks of what we call systemically important financial institutions,”11
said Kip Weismann, partner with law firm
Luse Gorman, which advises on M&A deals.
“A lot of banks that are $20 or $30 billion
are reluctant to go to the $50 billion size.”12
Fifty billion dollars in assets is actually the
threshold, which brings on more regulatory
oversight and expense by the Dodd-Frank
Act. He predicts the surge in deals will continue unless interest rates start to improve
for lenders. “Regulation has been a story of
unintended consequences and bureaucrats
rarely getting anything right.”13
As a way to underscore these last sentiments,
here is yet another example of the type of political wrangling over current monetary policy that can have tremendous consequences
on a bewildered people in a struggling econ-

omy. Republican candidate Donald Trump
has called for abolishing Dodd-Frank altogether, while Democrat Hillary Clinton has
argued that Dodd-Frank has not gone far
enough in implementing stricter controls.
Since its inception in 2010 the Dodd-Frank
Act has created a surge in bank mergers
and acquisitions as a way to absorb the
costs brought on by these new banking
regulations.

What the actual outcome will be remains to
be seen in the very near future. But noticeably and in more ways than one, this year’s
U.S. presidential election rivals the anxious
uncertainty of Europe’s banking crisis, both
of which have the potential to bring down
the house globally. While a Lehman-type
financial explosion in Europe could be the
catalyst to our next market meltdown, an
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unexpected
surprise
winner in this year’s
U.S. election—an election that pits two of
the most controversial
candidates in presidential history—could
shock the country and
trip the switch on an
overpriced stock market sending it crashing across international
borders.
Conclusion
In summary, global markets are poised to
crash with even a modest shock. The problems at the social, political, and economic
fronts have become unsustainable to the extent that a major market altercation is inevitable. This and many other previous articles
in the LMR have informed our readers of
these developing facts. At this time in the
course of events, the element of surprise is
all that is required to trigger the next catastrophic event. That is how fragile and explosive everything has gotten.
What is most needed now is a simple financial protection plan of action for individual household and businesses. What we
are referencing is a financial bunker that will
shield us from the initial impact and fallout
of the crash or crashes that are heading our
way. Here we point the general public and
you, the reader, to the Austrian Sound Money
Solution and Nelson Nash’s Infinite Banking

This year’s U.S. presidential election rivals
the anxious uncertainty of Europe’s banking
crisis, both of which have the potential to
bring down the house globally.

Concept (IBC). We strongly suggest that you
put this plan in place at your very earliest
opportunity.
The easiest way to get the implementation
steps to this strategy is to listen to the podcasts found on this link: www.lara-murphy.
com/podcast (Pay special attention to Episodes 17 & 18.) These will instruct in exactly
what you should do to protect yourself.
Also visit the websites www.Lara-Murphy.
com and www.infinitebanking.org here you
will find additional information and resources. Also, feel free to contact us directly
and we will be glad to answer your questions.
The storms are coming. Be ready.
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at the Universidad Católica Andrés
Bello (UCAB), and a Professor at the
Universidad Central de Venezuela
(UCV). He holds Master’s degrees in
both history and economics, and a
PhD in history from UCAB. Lahoud is
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Program Director (since 2015), and
Financial Management Advanced
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specializes in Finance, History of
Economic Thought, and Austrian
Economics.

EDITORS’ NOTE: The interview has been lightly edited to make it more readable for English speakers.

Lara-Murphy Report: How did you become interested in Austrian
economics?
Daniel Lahoud: I studied Economics [at the undergrad level—eds.] at
the Universidad Santa María in Caracas. I had Keynesian and Marxist
professors, and curiously, the first Economic Theory professor warned
us not to lose our time reading the Austrians, that it didn’t make any
sense. I had mathematical training and turned into a pure quantitativist, I worked as academic tutor in Econometrics and Math, but most of
all I liked theory, especially monetary. I read every manual available at
the time (Samuelson, Branson, Shapiro) and later on I started reading

“

I had Keynesian and Marxist
professors, and curiously, the
first Economic Theory professor
warned us not to lose our time
reading the Austrians.
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authors like Smith, Ricardo, Mill, and Keynes.
When I graduated I got a job at the Central Bank of Venezuela, and
because I was dedicated to Financial Institutions and Market Analysis,
the directors of the Caracas’ Stock Market contacted me and offered
me a position as their Financial Information Manager. That’s where
my doubts appeared. First I sought refuge in Friedman and read a lot
about the Chicago authors, but I also felt disappointed when trying to
understand why it didn’t work, so I started studying History. I got both
a Masters and Doctors degree in History, and taking advantage of my

“

My Doctor’s Degree Dissertation was
about the thoughts of a Venezuelan
banker who managed a bank that
printed money, and he established his
own bank with the principle of not
getting involved with the government
and to only have private clients.

Economics knowledge, I dedicated most of my efforts to the history
of economic thought. My Doctor’s Degree Dissertation was about the
thoughts of a Venezuelan banker who managed a bank that printed
money, and he established his own bank with the principle of not getting involved with the government and to only have private clients.
His name was Henrique Pérez Dupuy and he was a reader of Mises,
Hayek, etc. (he was Venezuela’s first Austrian thinker), so I got interested, and just out of curiosity, without reading too much I discovered
Mises.org, and took a test called “How Austrian are you?” After I got
96% Austrian, 4% Chicago, I got motivated to study it and I certainly
felt very identified by the Austrian description.
LMR: One of us (Murphy) met you at the recent conference on Austrian economics held at the Catholic University in Rosario, Argentina.
You presented a paper on Ludwig Lachmann. Can you explain his role
in the modern Austrian movement?
An Economist Reports From Venezuela
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“

As a teacher of Financial Markets
and Capital Markets, I got
interested in this author, mainly
because he (Lachmann) states
that capital is complementary
and substitutable, and thus
requires the presence of an
entrepreneur to make the
process happen.

DL: Lachmann, I think, is an excellent observer of economic reality. As
a teacher of Financial Markets and Capital Markets, I got interested in
this author, mainly because he (Lachmann) states that capital is complementary and substitutable, and thus requires the presence of an entrepreneur to make the process happen. Another interesting element is
the market’s explanation. I tell my students that there’s a Lachmann’s
Law: In Capital, Expectations and the Market Process, he identifies the
stock market as capitalism’s most representative institution, and that
a capitalist country must have a very deep stock market, as socialist
countries have small stock markets and the more communist they get,
the stock market stops existing. Also, I’m very interested in his contributions to make subjectivism go to its furthest consequences and for
proposing hermeneutics as a method to deepen the Verstehen [a German term for “understanding of another’s behavior”—eds.].
I think Lachmann made possible the rebirth of the Austrian School,
embracing Kirzner’s seminar at NYU. His relationship with young
people in the ’70s and the ’80s was definitely a great jump to make the
School earn the place it has nowadays.
LMR: You are an economist in Venezuela, where the people are suffering massive shortages because of a combination of inflation and price
controls. First, can you summarize the sequence of policy moves by the
government and the consequences? How bad is it?
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DL: Living in Venezuela is cruel, because it has been a very long
process. If we were to identify the beginning of this, 1913 could be a
good guess, since that’s when the oil deposits started to be exploited,
Venezuela consolidated as a nation. In the beginning, the economy
worked as a laissez-faire system, which slowly received regulations,
fundamentally out of ignorance from the politicians and the elites. For
example, in the 1930s and the 1940s, we had a budget surplus, because
of the tax revenues that oil gave us, however, since we copied the most
developed countries’ policies, we created a Central Bank, even if we
had a free banking tradition, so the first central bank that was founded
served as a non-declared currency board; and that bank was of mixed

Living in Venezuela is cruel,
because it has been a very long
process... however, since we
copied the most developed
countries’ policies, we created a
Central Bank, even if we had a free
banking traditionIn 1960, a new
Constitution was made official
(we’ve had 22 in Venezuela) and
in the same week it got approved,
economic freedoms were
suspended until 1989.

property (government, banks and people). In 1960, a new Constitution was made official (we’ve had 22 in Venezuela) and in the same
week it got approved, economic freedoms were suspended until 1989.
In 1974 the Central Bank was nationalized and slowly started to
finance the government. In 1975 the iron production was nationalized
and in 1976 the same thing happened with oil….In 1983 devaluations
started, and that policy started to nullify the saving and capital production capacities. Even though in 1989 some maybe more free-marketlike policies were tried, not even the president or his economists were
convinced of that and when the oil prices got up again in 1991, privatizations and plans to reduce public spending were abandoned. That’s
the reason why we had a financial crisis back in 1994 and established
An Economist Reports From Venezuela
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a new exchange control (the fourth).
Later in 1996, that same control was eliminated and we tried to keep
on with the reformulations made in 1989, but in 1998 Hugo Chávez
won the elections, so he spent his first three years, when the oil price
was low, having a very sensible thought, but in 2003 the government
established the fifth exchange control, which is ongoing. Furthermore
they set up a whole lot of controls and parallel taxes that forced enterprises to yield to regulations in order to obtain foreign exchange. That
slowly weakened companies and as they failed, they got nationalized.
In that way, the government slowly established a socialist system with
a state capitalism.
When oil prices dropped again in 2012, the economy collapsed because production capacities were heavily diminished, and that’s what
produced Venezuela’s current situation: the government is proprietary
(via expropriation) of 40% of the companies, and those companies have
an excess of employees, who produce too little. That’s the reason of the
consumption in Venezuela; the GDP’s growth is really a growth of the
consumption that could be made possible through the great sizes of
imports. All of this worked while the oil price was high, but nowadays,
with the prices so low, they’re not sustainable. The consumer goods
prices are kept regulated and people form long lines to acquire subsidized products. Some people, including police and army, get access to
large quantities of those products and sell them in the black market
for prices that go beyond 10 and 20 times the regulated ones. Since
the exchange is controlled and the government does not offer foreign
money, there are various rates for the exchange. Official price is Bs. 10.

“

They set up a whole lot of controls
and parallel taxes that forced
enterprises to yield to regulations
in order to obtain foreign exchange.
That slowly weakened companies and
as they failed, they got nationalized.
In that way, the government slowly
established a socialist system with a
state capitalism.
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There’s a dollar, which the central bank offers for certain activities that
is in Bs. 600, and in the black market prices are around Bs. 1100. But
there’s too little will to change this, because the government keeps the
public spending high and printing big amounts of money. Certainly if
one does study the Venezuelan history, one could discover that when
countries get away from economic freedoms, and allow their governments to establish controls without limitations for their actions, the
ones who end up suffering the consequences are the citizens.
LMR: Now that you’ve summarized what’s happened in Venezuela, we
must ask a follow-up question: How is this possible? Do policymakers

“

Some people, including
police and army, get access
to large quantities of those
products and sell them in
the black market for prices
that go beyond 10 and 20
times the regulated ones.

really not know that this is literally textbook economics? Were government officials surprised by what happened? We know some apologists
in the U.S. (who had earlier praised Venezuela’s “enlightened” policies)
are blaming everything on the fall in oil prices. Is that what the elites
in Venezuela are saying too?
DL: In Venezuela elites are very fragile. There’s a very mercantilist system of production; our entrepreneurs are used to do too much lobbying with the government and in fact, people who try to become entrepreneurs think always in producing something for the government.
That’s the reason why I got interested in Pérez Dupuy, because he was
a “strange” businessman in Venezuela. Our businessmen are used to
having cordial relations with the government in which the government is a key client. That’s why associations with entrepreneurs are
really instruments of negotiation and not ideas and programs enablers,
An Economist Reports From Venezuela
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they do not produce statistics. That’s about our entrepreneurial elite,
which, in the end, got slowly expropriated and economically nullified.

“

Many intellectuals supported Chávez’s government and as they got
disillusioned, they started to make their distances, but supported many
of the initial policies. The economists and politicians in Venezuela do
not believe in the free market, that’s why many of the proposals that
are made by the political opposition are very similar to the ones made
by the government, with a little less intervention, but with intervention nonetheless. For example, economists and politicians of the opposition say that we need to maintain the social programs of subsidy, and
The economists and
politicians in Venezuela
do not believe in the free
market, that’s why many
of the proposals that are
made by the political
opposition are very similar
to the ones made by the
government, with a little
less intervention, but with
intervention nonetheless.

keep our exchange controls until prices stabilize. The government and
its advocates say that the situation of the nation is a conspiracy because
the oil prices stay low, and everything would be solved if they went
back up, so the situation could go well again. There are some people in
the opposition and politically neutral, who think that Venezuela must
occupy other areas besides oil, because they believe oil can no longer
sustain the economy of the country. But when prices drop, and that’s
the case of 1982, 1988, 1997, and now 2012, there are people who
believe the same and when the prices go up, they forget about those
ideas. That’s what happened between 1989 and 1991, when the government tried to go into a more capitalist way of doing things. Even
during those years, the stock market grew and there was an increase in
the amount of companies and capital in Venezuela, but soon the control policies produced the scenario we’re currently living in.
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In 1998 when Chávez won
the elections, I decided to
make an even bigger effort
to make Austrian ideas
grow in Venezuela.

LMR: We are encouraged by the blossoming of Austrian economics in
South America and indeed around the world. What is your view? Do
you think more economists will begin to appreciate the insights of the
Austrians in your region of the world?
DL: That motivates me. In 1998 when Chávez won the elections, I
decided to make an even bigger effort to make Austrian ideas grow in
Venezuela. I took the History of Economic Thought cathedra at the
UCAB and added subjects of Economical Policies in my courses of
Financial Markets, where I explain the Austrian Business Cycle Theory (ABCT) and I make my students understand that this is a problem
of freedom absence and excessive controls. That our country is wrong,
because the government manages the oil business, and oil is a product
that must be seen as a part of trade and not a political instrument that
has to be taken over by the government. Since 2006 I took the cathedra at the Universidad Central de Venezuela (a public university that
originally had Marxist thoughts and now is, more or less, Keynesian).
In both universities I offer an elective course named Introduction to
Austrian Economics School, where I have classrooms of 20 or more
students, which indicates that there’s a lot of interest in hearing about
Austrian thought. I have partaken in Austrian Congresses in Rosario
since 2008 and that has made the support group larger, both mine, because I can consult, and that of others, because within my limitations
I do offer my support to the researchers’ network.
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EVENTS & ENGAGEMENTS

AUGUST 13, 2016
NASHVILLE, TN

Nelson Nash, Lara, and Murphy present IBC to the public for
CCC Corporation

SOME EVENTS MAY BE CLOSED TO GENERAL PUBLIC.
FOR MORE INFORMATION: LMREVENTS@USATRUSTONLINE.COM
Events And Engagements

A brand new educational program designed exclusively
for the financial professional
Includes brand-new video lectures from NELSON NASH
Learn the economics of life insurance that you won’t get
anywhere else!
For full details see www.infinitebanking.org

Infinite Banking Concepts LLC • 2957 Old Rocky Ridge Road • Birmingham, AL 35243
www.infinitebanking.org
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FUND YOUR OWN

BAILOUT
If you don’t like giving large sums of money to banks and mortgage companies to
finance your cars, homes, boats, capital expenditures for business needs or any thing
else you need to finance, then you are going to really like this alternative. The rebirth
of PRIVATIZED BANKING is underway. You can take advantage of the years of
experience that these three authors in these two books are offering you.
Go to LARA-MURPHY.COM to find these and other fine books.

