research
affiliates

ARTICLE

The Death of the Dollar?

December 2012

To no one's surprise, the Fed announced that it will replace the expiring “Operation
Twist"—in which it was selling $45 billion of short maturity treasuries and buying a
like amount of long maturity treasuries every month—with continued purchases of
long bonds. The Fed announced in September that it will buy $40 billion per month
in mortgage-backed bonds, to help bring life back into the real estate market.

What does this mean?

The Federal Reserve Board will now be “printing” $85 billion a month in new U.S.
dollars in order to buy $85 billion a month in bonds, up from $40 billion a month
previously. Doing the math, that's $1,020 billion—just over $1 trillion—a year. The
Fed's balance sheet had $800 billion in assets before the Global Financial Crisis
started in 2008; it's now over $3 trillion, set to rise $1 trillion a year.

If we're spending $1 trillion a year more than we produce as a nation (the national
deficit) and are financing it by printing $1 trillion a year of crisp newly printed bills
(actually, bits in a computer), we're on a dangerous path. Printing our own money to
buy our own debt works fine... until it doesn't.

Because what must happen will happen, it's useful to ask: “What must happen?” In
10 years, we must have a balanced budget. Our entitlement programs must be “pay
as you go,” meaning that outlays match the associated tax revenues.

We can get there by choice, if we're willing to tolerate some pain. Or the markets can
force the changes—and the pain—on us. We do not seem to have the political will to
get there by choice, so the latter scenario seems all-but-inevitable.

We can plan ahead, or not, at our discretion. Plan on fierce political battles that could
make the 2012 election look like a tea party (forgive the pun!). Plan on being self-
sufficient, because Uncle Sam is not going to look out for your interests!

The endgame is coming. It doesn't matter who is in the White House or which party
controls Congress; when the markets lose confidence in our currency, it happens very
fast. When confidence in the world's dominant currency plunges, the consequences
can be very disruptive to every business and consumer around the globe. The
coming decade will be a doozie.
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,
commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,
a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.
No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have
under-or-over compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have had
on the advisor's decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight. Simulated
returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will perform in
the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns represent
backtested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment. Indexes are
not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC (“RA") and
its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied, regarding the
accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information.

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The
information contained in this material should not be acted upon without obtaining advice from a licensed professional. RA is an investment adviser registered under the Investment
Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a
broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.
Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information
provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;
however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user's full release of Research Affiliates
from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the
exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including
an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See
applicable US Patents, Patent Publications and protected trademarks located at https.//www.researchaffiliates.com/legal/disclosuresttpatent-trademarks-and-copyrights, which
are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right
to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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