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DECISION TIME FOR INVESTORS

I believe investors are being presented with an important decision. Will the economy, thanks to the various monetary and fiscal stimuli and the economy’s natural recuperative powers, begin to recover by the second half of this year? If you take that view, you should be buying US stocks right now. The bottom is nigh, US stocks won’t get much cheaper. 

Unfortunately, there is a less pleasant outlook for the economy. The economy, despite or perhaps because of all the stimuli, may not recover this year and may be entering into a multiyear period of decline and stagnation. In that case you want to be in cash or short US stocks. 

I tend toward the second, more pessimistic view. Admittedly, the first view probably prevails right now. Investors want to believe. So US stocks could rally.  But if I’m right only for a while. There certainly were some phenomenal rallies over 1929-32. All the way down to the bottom.

Allow me to make six points:

1. The current downturn is the result of the bursting of a massive global bubble in real estate and stock market assets, over consumption by the US consumer and overproduction for export by Asian producers. The bubble took years to form and it will take years to fully unwind. The root cause of the bubble is monetary excesses rooted in the dollar centric international monetary system and a natural tendency of credit cycles to move to excess. The system was programmed to create the bubble. It’s probably unfair to place the blame on any one or even group of person.  Still we all need villains. If you are looking for one villain to hate, his name is … Alan Greenspan.

2. “We are all Keynesians now.” Richard Nixon said that and, judging by their actions, all the governments of the world are indeed Keynesians. The Keynesian approach recommends that when the economy enters a recession with a fall off in consumer spending, government spending should be stepped up to take up the slack.  And not to worry too much about the efficiency of the government projects. Today governments, especially the US government, are certainly stepping up their spending. And economic efficiency doesn’t seem to be a major criterion. The Keynesian model would offer lower taxes as an equivalent to higher government spending although otherwise Keynesian politicians often seem to favor higher taxes. Actually today’s modern politicians are not pure Keynesians. They are “interventionists”. 

But there is another view attributed to the Austrian school of economics associated with Ludwig von Mises and Nobel Laureate Friedrich Hayek . That view is that the bubble produced a misallocation of resources that can only be corrected by the bust. Sort of like a forest fire cleaning out the dead wood in a mature forest. Interfering with the bust only prolongs the downturn. Borrowing huge sums to finance the increase in government spending crowds out productive private sector investment and retards recovery. So governments should do nothing. As they did with Lehman.

Fortunately or unfortunately, the Austrian school is outside the Keynesian/Monetarist mainstream in economics and is regarded as an intellectual curiosity. And as a practical matter, no modern elected government can afford to be seen as doing nothing. Ludwig von who?  And for politicians Keynesianism and interventionism are so much fun. Spend, spend, spend, bribe your constituents with their own money. Raise taxes on the “rich” if you have to. That’s the “moral” thing to do when so many less fortunate are out of a job. So modern governments will never become followers of the Austrian school. Democrat or Republican, they will be Keynesian. George Bush was. Ron Paul, an Austrian hero, was not. Ron Paul will never be elected President. But this doesn’t make the Austrian school wrong.

History offers some guidance on this and it is not comforting. Two major Keynesian/interventionist approaches to major busts were tried in the twentieth century. The first was the post-1929 Hoover/Roosevelt policy of higher taxes, government spending and interference with the price system. Unfortunately the Great Depression lasted eleven years and didn’t end until World War II intervened. Eleven years is a long time and sounds more like a failure of policy than a success. Of course the Keynesians will argue that things would have been worse if it were not for the interventionist government policy and that more, not less, intervention was needed. After all Keynes only wrote his General Theory masterpiece in 1936. And, if the Keynesians are honest, they would be put off by the tax increases that were imposed repeatedly during the Great Depression.   

The Keynesians would also argue that Herbert Hoover could never be called a Keynesian or interventionist. Hoover “everybody knows” was a terrible president because he was a “do nothing“ president.  Except that what everybody knows is wrong. Hoover was an engineer, a doer, a superactivist in the economic sphere. Hoover’s credentials as an interventionist are there for anybody who cares to look. Hoover campaigned for and then signed the disastrous protectionist Smoot Hawley tariff in 1930, signed one of the biggest tax increases in American peacetime history in 1932, presided over a significant expansion of federal expenditures including public works (federal expenditures rose 40% from fiscal 1932 to fiscal1933), signed a bill establishing the Federal Home Loan Banks, effectively banned immigration, signed another bill creating the Reconstruction Finance Corporation, expanded aid to the Federal Land Banks, supported price supports for agricultural products, led a crusade against short sellers, bullied the stock exchange, pressured banks to make more loans and pressured major industrialists not to lower wages in the face of declining demand. (A sure fire way to create more unemployment. Unfortunately the patriotic captains of industry at the time fell for this hook, line and sinker.) It was Hoover who in 1931 signed the Republican sponsored Davis-Bacon Act which remains with us until the present day and historically has been viewed by some economists as a force compelling the payment of wages above market on Federal projects. Hoover seemed to believe that the high American wage rates were a cause rather than a result of prosperity.

I would argue Hoover was a terrible president because he was not a do- nothing president. Roosevelt built on the structure Hoover created, while conveniently painting Hoover as laissez faire do-nothing. Hoover’s reputation wasn’t helped by the fact he went around uttering eloquent praise for rugged individualism and other traditional Republican virtues that sounded hollow in 1933.  But like George Bush and Richard Nixon, he should be judged by the interventionist policies that he pursued and not by the platitudes he uttered.

The second example of failed interventionism is Japan post its 1990 bust. The Japanese downturn lasted over ten years. The Japanese over this period threw their monetary and fiscal kitchen sinks at their bust but to no avail. Bridges to nowhere – they built them. Of course the same argument is made: The Japanese didn’t do enough, their political system was paralyzed, Japan is a weird hierarchical society too slow to change, yada yada yada. Curious. Weren’t the Japanese in the 1980s heralded as geniuses we should all fear and emulate? How did they suddenly become so stupid?  Actually the Japanese may indeed be geniuses. They had the good sense to have their depression in the midst of a global boom. And they financed their fiscal stimuli with borrowing from themselves, not from China as the Americans now do. The huge American borrowing requirement needed to fund the various stimulus and bank rescue programs looms ahead. We’ll see if it’s as easy for the US as it was for Japan.

Do nothing, although of course a simplification, serves well enough as a code word for the standard approach taken by the US in the face of recessions prior to 1929. The last downturn where the American government took this approach was the Depression of 1920-21. It was steep but very short. Today most Americans don’t even know there was a Depression in 1921. The Austrian school does. It was their kind of Depression. A sample of one of course that their opponents would argue doesn’t prove anything. Successes of this policy in the 19th century of course would be dismissed as not relevant for modern times.

3. Going hand in hand with Keynesian fiscal stimulus is a dramatic central bank engineered explosion of high powered money (bank reserves plus currency) engineered by the Fed and by other major central banks around the world. Many of these central bankers come out of a monetarist tradition but I would guess that, Milton Friedman, the late supreme guru of monetarism, would have a heart attack if he could see what these central bankers are now doing. Their plan is simple. Pour in the high powered money now, restart the economy and then withdraw the money later as the economy revives and before inflation is rekindled. As I’ve called it, a veritable monetary coitus interruptus. A monetary experiment on this global scale has not been performed before. It is no wonder the investing public is uneasy and gold has been moving up despite the overall deflation in the world economy. Fiat money is suspect under these conditions.
The Hoover years of the Great Depression by the way were a time of monetary activism. With the President’s blessing, the Federal Reserve increased its holdings of government securities sixfold from September 1929 to March 1933. The trouble was that the public didn’t cooperate and, despite the Fed’s actions, the money supply as conventionally defined actually declined over this period as the public chose to hold currency instead of bank deposits. Increased currency holdings reduced bank reserves which in a fractional reserve system support a larger conventionally defined money supply. Milton Friedman thought the Fed could have done more but there’s no question the Fed tried.
It is probably prudent for investors to include some gold and silver in their portfolios although the recent run-up may argue for some near term caution. Forecasts for the precious metals are typically very optimistic at this moment, always a bad trading sign. However there is one caveat. Gold bugs should be careful what they wish for. Governments have a monopoly on printing money, perhaps their most valuable monopoly. Anything that seriously threatens that monopoly will be dealt with by means fair or foul. In 1933, Americans were prohibited from owning gold, in response in part to a perceived threat to government fiat money. Perhaps it would be difficult for the US government to impose a simple ban today. But in my opinion if gold and silver soar upward as a significant segment of the investing public wants to get out of dollars and every other government-issued fiat currency, the US and other governments will take steps to protect their monopolies. Punitive capital gains taxes on gold and silver are one easy avenue. Herbert Hoover reportedly actually considered invoking a wartime law making the “hoarding” of gold a criminal offense. But he left it to his successor, Franklin D Roosevelt, to deliver the coup de grace in 1933. 

4. The $50 billion allocated to energy imbedded in the new $789 billion stimulus package is dubious as a stimulus. Nor is the Administration’s entire energy program something that will add to the American economy’s productivity or long term growth. Longer term increases in productivity are what drive earnings and therefore stock prices. 

The energy program is supposed to do three things: a) provide stimulus to the economy, b) help achieve energy independence and c) shift the country to environmentally or green sources of energy.  In my opinion, it will fail at all three.  For starters the energy policy will subsidize high cost and unproven alternative energy sources at the expense of proven low cost conventional energy sources. Cheap power has been a major driver of world progress and productivity increase for at least the last 100 years. How can an energy policy which promotes subsidized expensive energy be a benefit to the economy? The new Administration’s energy policy however well intentioned will do nothing for the recovery of the economy in the short run and become an increasing productivity and fiscal drag in the long run. Alternative green sources of energy will not provide enough energy to achieve energy independence. Forecasts for the creation of a new green energy industry and 460,000 new jobs over the next three years raise all kinds of questions. This is an industry that will live off of government subsidies for the foreseeable future. Second, inasmuch as subsidized alternative energy does replace lower cost conventional sources, employees in those industries will lose their jobs.  Some stimulus.

As we now know, government intervention in the energy sector has all kinds of unintended consequences. Ethanol, supported by subsidies introduced by the Bush Administration and supported by Obama during his campaign, drove up the cost of corn and caused problems in corn dependent countries like Mexico. Moreover anything that increases the demand for farmland which the ethanol project does is environmentally destructive since farms eliminate natural habitats. Another example. The American automakers are now broke and dependent on government subsidy. Yet General Motors under heavy government pressure has invested heavily in a hybrid car called the Volt. The Volt reportedly will cost some $40,000 and that’s net of a $7000 government subsidy. The Volt reportedly can go some forty miles on battery before having to rely on its on-board gasoline engine. These cars with their high cost and obvious inconvenience will not be competitive with those of their Japanese competitors.  GM may have dug itself into a hole that even bankruptcy will not fix. 

5. The US financial system isn’t fixed. First, the government is refusing to do what needs to be done with our large insolvent zombie banks which have great brand recognition and insolvent balance sheets. The solution is simple and it basically would require the government to follow its own bank liquidation procedures with the large too-big-to-fail zombie banks. Wipe out all shareholders and bondholders which don’t have a government guarantee. Then take the toxic assets off the books and move them into an RTC like entity and sell them off. Finally replace the managements. With a new management and a clean balance sheet, send them to the market to raise capital and /or sell them off to a new buyer. 

Instead the government is continuing to prop up the large zombie banks and their shareholders with guarantees and infusions of ambiguous preferred government capital. Then the government mucks up everything with salary caps, pressures to lend, verbal abuse for bank executives and now forbearance plans to reward irresponsible mortgage borrowers.  As if keeping people in houses they couldn’t afford in the first place will revive the housing market. The only way the housing market will stabilize is when prices drop low enough to clear the huge backlog of vacant houses. That will take years unfortunately and the government forbearance programs will lengthen the process and weaken the banks in the process.

A second thing the government and the accounting profession should be doing is revisiting fair market accounting. Marking to market assets which have no market has been a recipe for disaster and has undoubtedly caused capital shortages at banks as mark to make-believe-market accounting has required banks to have more capital.

Regarding the financial system, reports are now coming out that the European banks may be in worse shape than the American thanks to collapses in the value of Eastern European currencies. These countries have huge borrowings in currencies like the Euro. In many cases the banks are too big for their host countries to bail out. “Too big to be bailed.”  This is not an American problem but it will add to the world financial and economic malaise much as the collapse of the Rothschild controlled Creditanstalt did in 1931.

6. The rush to protectionism – another word for it might be economic nationalism--continues to gain strength all over the world. The US as the supposed leader (ha!) of the capitalist world comes in for the most attention but economic nationalism is showing up everywhere. The most prominent example is the now watered down but still there Buy American provision in the stimulus bill. The American steel industry – which never met a US tariff it didn’t like—is lining up for tariff protection.  But other countries are doing similar things. Russia for example has placed a punitive tariff against auto imports. Workers are protesting in Britain against foreigners. The Chinese government has taken the high road – it’s in China’s self interest as an exporter—against protectionism but reportedly Buy Chinese policies are showing up at the provincial level. In the US politicians are now on the warpath against foreigners with H1-B work visas. The various bailouts have a protectionist hue to them. The rich countries can do the most bailing and in theory give their companies a competitive advantage. As mentioned Hoover virtually banned immigration and signed the Smoot Hawley tariff.  The Great Depression was characterized by retaliatory acts of protectionism which, coupled with the declines in global demand, virtually destroyed world trade and global capital flows. Things are not that bad this time – yet. Globalization, which never got a kind word in the press in recent years but which is favored by most economists, is in retreat. On this subject I would like to sound one optimistic note. Secretary of State Hilary Clinton’s visit to China – the first trip in her new job – is a brilliant move.  For better or for worse, China and the US are in this together.
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