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As we’ve gone increasingly cashless, | will confess to some nostalgia for the artwork that
adorns paper currency around the world. Notable local figures often feature, a tribute to
national histories.

One of the more ironic examples of this practice is the presence of Andrew Jackson on
the U.S. twenty dollar bill, which is a Federal Reserve Note. Jackson, the 7t President,
was no great fan of central banks: he was chiefly responsible for closing one of them.
That action initiated a 70-year interval in which the United States did not have a central
monetary authority which could backstop the financial system.

| was thinking about this historical anecdote as strains between the Fed and the White
House recently escalated. While the openness and negative tone of recent statements
has surprised many observers, friction between national leaders and their central banks is
quite common. While some tension is to be expected, enforced distance between the two
is critically important to long-term economic and market performance.
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In recent times, central bank independence has been taken as gospel. Political pressure
for easy money contributed to extremes of inflation in the 1970s. In the U.S., Paul Volcker
took the helm of the Fed in 1979 and started to tame the price level, at great political cost
to the president who had appointed him. But Volcker persevered, and the outcomes
vindicated his approach.

This experience led many of the world’s other central banks to pursue strict monetary
control, without interference from their governments. Studies have consistently shown
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that countries with the most independent monetary policy have had lower rates of inflation. Low
inflation, in turn, is positive for employment, corporate profits, and market performance. Indices of
central bank independence rose sharply in the 1990s, and have remained high ever since.

But in the much longer history of humankind, the past few decades are the exception and not the
rule. Control of money and credit can influence a range of economic and social outcomes, and so
it isn’t unnatural for governments to seek influence. The monetary history of the United States
illustrates this well.

The First Bank of the United States was the creation of Alexander Hamilton, who served as the
initial Secretary of the Treasury. He had argued persuasively in The Federalist Papers for
centralized management of debt and money. Congress chartered the Bank in 1791 for a twenty
year period, but the Bank’s charter was not renewed after the states raised concerns over its
operation.

Following the War of 1812, American finances were in disarray. In 1816, Congress authorized the
Second National Bank to restore stability. When Andrew Jackson was elected President in 1829,
however, he immediately attacked the legitimacy of the Bank. Congress initially resisted, but was
ultimately unable to overcome a Presidential veto of an extension to the Bank’s charter. It closed in
1841.

Without a central bank, the United States endured a long series of financial panics. The most
major of them came in 1907; only intervention by J.P. Morgan himself prevented a complete
meltdown. Soon thereafter, the idea of a central bank gained traction again; the Federal Reserve
Act was signed in 1913.

The Act was designed to ensure the Fed’s independence. Governors of the Federal Reserve
System were granted long terms, and twelve regional Federal Reserve Banks were created across
the country. The Presidents of five of those banks, along with the seven governors, vote on
monetary policy. As powerful as chairmen are, they do not individually control the financial system.
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During the Second World War, the Treasury asked the Fed to assist in financing the effort. The
money supply was allowed to grow at an elevated rate, with the proceeds invested in government
bonds. When inflation raged after the war ended, the Fed sought to re-establish its independence.
An accord was signed in 1951 that created a clearer separation between the central bank and the
government.

Central bank
independence is a
relatively new
concept.
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Against this longer sweep of history, the President’s recent criticism of the Fed is not that unusual.
Nonetheless, the financial markets viewed it with great apprehension. Markets struggled for
several days after the initial volley, but settled after the president reassured that he had no intention
of trying to dismiss the chair.

To date, there has been no hint of reopening the Federal Reserve Act; Congress would be unlikely
to support such an initiative. And the markets have registered their concerns over any suggestion
that monetary policy could become more politicized.

The White House will get an opportunity to shape the direction of monetary policy through its
appointments to the Board of Governors. Two seats, including the chair, will open next year; other
vacancies could arise if sitting governors leave the Fed for other pursuits. But it will be difficult for
the administration to engineer a majority on the Federal Open Market Committee anytime soon.

| attended a large-scale luncheon at a hotel recently, where | was required to check my outerwear.
When | went to retrieve my coat, | realized that my wallet (as usual) was devoid of currency. Not a
problem: a placard with a QR code was posted on the table, linking to a site which facilitated
cashless gratuities. It was another reminder of the incredible transformation in the payments space
that has occurred during my lifetime.

The speaker at the lunch was none other than Jay Powell, the current Fed Chair. He made an
articulate case for independence, and vowed to resist efforts to compromise it. He earned a huge
round of applause for his remarks. Perhaps his face should one day be featured on the twenty
dollar bill...or on the landing page opposite a QR code.

For Haven’s Sake

My father always reminds me that there’s no such thing as a free lunch in life. We must now apply
that lesson to investments and question whether anything is truly risk-free.

For decades, U.S. Treasuries have been universally regarded as a benchmark and a safe haven
asset during periods of turmoil. But of late, U.S government bonds are being traded as a more
risky asset. Instead of taking refuge in Treasuries amid equity market volatility, investors have
been looking elsewhere. Within days of the U.S. tariff announcement on April 2, the dollar’s value
and bond prices tumbled, pushing the yield on the 10-year Treasury up by 50 basis points.

Inflation risks and the uncertainty over the impact of trade policy on the U.S. economy have
prompted investors to demand higher returns on bonds. An unwinding of large leveraged bets on
Treasury prices amplified the correction.

A broader shift away from dollar assets has also played its part. Policy flip-flops eroded confidence
in the U.S. dollar, leading investors to favor emerging market, Japanese and European bonds.
Since April 2, emerging market local currency bonds have recorded an inflow of $2.4 billion, up
from $500 million in March. A weaker dollar will make imports and commodities more expensive,
fueling inflation and potentially keeping the Fed on hold for a while.

The relatively sharp sell-off also gave rise to conjecture that foreign central banks were selling their
Treasury holdings as retribution for America’s war on global trade. However, the evidence for this
is thin. Japan and China are the two largest holders of American government bonds and have
been reducing their holdings for quite some time. China’s official Treasury holdings have shrunk by
almost half to under $800 billion over the past decade, with a focus on maintaining currency
stability. Japanese investors were sellers of foreign debt in the first two weeks of April, but they

The Federal Reserve
is structured in a way
that limits the
influence of politics.
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increased their holdings again thereafter.

If the two holders were aggressively trimming their U.S. government debt allocation, markets would
have probably endured far greater turmoil. Dumping Treasuries would have hurt the two Asian
economies as much as it would hurt the United States: they would be selling bonds at a loss and
driving down the value of their foreign reserves. We will stay tuned to Treasury auction activity to
see whether foreign holders are steering any new investments away from U.S. debt.
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Though the sell-off in Treasurys has eased amid increasing hints of tariff relief, daily volatility in the
bond market has remained elevated. Lasting calm will only return when deals come together to
avert a full-blown trade war. But as we adapt to a more tense global market, regarding Treasuries
as a free lunch may prove to be quite an expensive meal.

Going For Gold

Most economists and portfolio managers are cautious when discussing gold. Its handling and
transaction costs are high, and it pays no interest or dividends. Outside of a few industrial uses,
gold is not a productive investment. In an average year, its price will hold steady. However, in the
year to date, gold has rallied while most other assets have been challenged.

Gold has an uneven reputation as a store of value that can hedge against inflation. This was the
story of the of the early 1980s, when gold ascended while costs of living surged. But for long
intervals thereafter, the metal held a rangebound price while most other investments thrived. Most
recently, gold failed to hedge inflation; it lost nominal value as prices rose in 2022.

Instead, the recent escalation in gold prices appears to reflect lower confidence in the U.S. dollar.
The metal ran up in the wake of the 2008 Global Financial Crisis—both during the recession and
for years thereafter, as the economy struggled and quantitative easing raised fears of a devaluation
of the dollar. As a recovery took shape, gold prices cooled, holding steady again until recession
fears started to bubble up in 2019.

As the American economy appeared poised for a slowdown last year following the COVID
reopening, investor interest in gold returned. U.S. consumers found gold for sale in warehouse
clubs, and Chinese consumers stocked up on gold beans. Institutional investor interest is also
returning to precious metals, with a survey by investment platform Ortec Finance finding 38% of
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pension managers planned to allocate to gold to guard against inflation risks.

Central banks have long been major holders of gold. Demand from smaller countries for bullion
has been strong since Russia’s invasion of Ukraine in 2022. Western nations responded to the
attack with financial sanctions, locking up Russia’s foreign reserves. Other central banks may be
less inclined to keep stock in dollars if they fear these holdings could be a vector of geopolitical risk.
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While smaller nations are buying, larger nations are not selling. The U.S. Federal Reserve holds
over 8,000 tons of the metal, followed by Germany, Italy, France, Russia and China holding over
2,000 tons each.

Gold has also gained the attention of presidential advisers. Plans have been floated to tap
America’s gold holdings as an offset to upcoming tax and spending plans, or even to seed a
sovereign wealth fund. Combining Treasury and Federal Reserve holdings, the U.S. sits on over
261 million troy ounces of gold. Marked to market, the value exceeds $800 billion and is still rising.

We have not heard the last about gold in this cycle. Avoiding the hype will be a test of our mettle.
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Rising gold prices
align with rising
uncertainty.
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