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THE BLACK SWAN COMETH

Q. What is an Economic Stimulus Payment? 
A. It is money that the federal government will send to taxpayers. 
Q. Where will the government get this money? 
A. From taxpayers. 
Q. So the government is giving me back my own money? 
A. Only a smidgen. 
Q. What is the purpose of this payment? 
A. The plan is that you will use the money to purchase a high-definition TV 
set, thus stimulating the economy. 
Q. But isn't that stimulating the economy of China? 
A. Shut up.
There’s a lot of wisdom in the above joke. But soon it’s going to need a new punch line. 
In a recent book, The Black Swan, The Impact of the Highly Improbable, Nassim Nicholas Taleb talks about how before the discovery of Australia, people “in the Old World were convinced all swans were white…” But then a black swan was discovered in Australia. A single observation invalidated “a general statement derived from millennia of confirmatory sightings of millions of white swans.”
Taleb’s book isn’t about birds. It is about uncertainty and risk. Taleb goes on to define a black swan as having three characteristics. “First, it is an outlier, as it lies outside the realm of regular expectations, because nothing in the past can convincingly point to its possibility. Second, it carries an extreme impact. Third, in spite of its outlier status, human nature makes us concoct explanations for its occurrence after the fact, making it explainable and predictable.” Taleb then later concedes that there are “near Black Swans” – they are rare but expected. 
In my opinion, a near Black Swan is on its way. The dollar-centric international monetary system is about to come crashing down. When the process is completed, a new age of globalization, progress and stock market gains will be launched. But the transition process is going to be painful. 
One day soon, you won’t be able to take your US government handout and buy a cheap Chinese TV set. Or at least it won’t be that cheap.  
The Global Financial System Needs Fixing
The last Dismal Optimist argued that the dollar-centric international monetary system was the root cause of an explosion in the global money supply. Just after writing this I happened to pass though the Hong Kong Airport and I picked up a copy of The Dollar Crisis, Causes, Consequences and Cures, (revised edition) by Richard Duncan.  (The Hong Kong Airport bookstores in my opinion are the best places in the world to buy books on economics and finance and Asia.) Duncan makes the same argument I made and in this 316 page book provides a wealth of statistics and rational arguments. Since the breakdown of the Breton Woods System in 1973, the US has run ever larger current account deficits which in turn are the source of an explosion in global reserves and money supply. This explosion in turn is responsible for one bubble and banking crisis after the other, including the Japanese bubble in the late eighties, the Asian crisis in 1997, the tech bubble and the current US banking and housing crisis including Fannie Mae and Freddie Mac. Under the classic gold standard that prevailed from 1871-1914, and the semi-gold standard that prevailed from 1945-1973, no country could run a continuous current account deficit like the US has done. The earlier systems forced an adjustment on the deficit country- it could not keep running the deficit forever.
The US is going to have to finally adjust. The Europeans have stopped supporting the dollar and allowed the euro to rise. Sooner or later the Asians and the GCC countries will flex their new muscles and stop supporting the dollar. For China this will be painful but necessary. China has overinvested in export-related industries. Call it the Guandong Bubble, Guandong being the southern province where so many export-oriented factories are. Sooner or later these export-related industries will be rendered less competitive, either by domestic inflation which in my opinion is the less preferred way or by further appreciation of the renminbi against the dollar.

So what do the Guandong Bubble and the dollar-centric international financial system have to do with Fannie Mae and Freddie Mac?
Fannie and Freddie – Bows, not Winks
On a hot July Sunday evening Treasury Secretary Paulson stood on the steps of the Treasury announcing a bailout for Fannie Mae and Freddie Mac. Why did he do this? The crippled dollar-centric international financial system is the answer. 
Let’s start with some background. As former Chief Economist at Fannie Mae over 1978-81 and later as a Wall Street analyst who followed these companies for many years, I have been amazed at the reaction of the media to the ongoing Fannie/Freddie crisis. There are things about Fannie and Freddie that are so glaringly obvious and nobody seems to want to talk about them. Perhaps they do not understand these companies.
Fannie and Freddie are not real private companies. In an economic sense they are fakes – government wolves disguised in private sector clothing. Fannie and Freddie are the US government. Fannie started out in the government in the Depression. From an economic point of view, it never really left. Why don’t people just shout this over and over? These companies “success” over the years is due to their preferential access to credit, itself due to their “implied” – wink wink, now “explicit” – government guarantee. It was this implied guarantee with accompanying government appointed directors, Treasury backstop line of credit and minimal capital requirements that enabled them to eat their competitors’ lunch.  Their competitors were the savings and loan and banking systems who traditionally originated, serviced and held mortgages in portfolio and booked the spread. The current Fannie Mae was officially tossed out of the government in 1968 to get it off budget. Guns and butter. Hey, hey, LBJ, how many books did you cook today?  In its early years as a pseudo private company Fannie Mae dealt primarily with mortgage bankers. Mortgage bankers originated and serviced the mortgages and sold them to Fannie.  Fannie put them in its portfolio. Fannie’s mortgage backed securities guarantee portfolio came later. As a holder of mortgages, Fannie was competing with the banks and savings and loans. The mortgage bankers competed with the savings and loans and banks in originating and servicing mortgages. One would have thought that the savings and loan industry in particular, which was confined to owning mortgages, would have strenuously objected to the existence of Fannie Mae. But the savings and loan industry – never known for its mental acuity— actually demanded and got a second pseudo private government-favored competitor, Freddie Mac. One government sponsored competitor wasn’t enough for them. John Kenneth Galbraith was once quoted as saying that in banking good grooming counted for more than intelligence. It was the same with savings and loan executives – except with them nobody cared how they dressed.

As anybody who has visited Japan or even China knows, these cultures understand bows better than winks. For them Fannie and Freddie debt and preferred are US government obligations, with the difference between “implicit” and “explicit” lost in translation. Even Bill Murray couldn’t cope with this one. And the Japanese, the Chinese and our Gulf State Arab friends own a ton of Fannie and Freddie obligations. For the dollar’s sake, Fannie and Freddie cannot be allowed to fail. Foreigners would view that as a US government default.  Given the dollar-centric nature of the current international financial system, that would be the end of the world as we know it. The Japanese stock market opens 8 p.m Eastern Daylight Time. Monday morning in Japan, Sunday night in Washington. Unlike the unfortunate Japanese ambassador on the eve of Pearl Harbor,  Secretary Paulson had his times right.  The Japanese market was ready to crash, and the rest of the world with it. The Secretary did the right thing. He had no choice. No winks, only bows to the emergent East. A default would bring about a dollar crisis of unprecedented proportions. Perhaps one will come anyway. By the way. Total Fannie and Freddie debt is over five trillion. The US Treasury debt not held by government agencies is less that that.  Anybody who passed econ 101 should add Fannie and Freddie’s obligations (and the Home Loan Banks while they’re at it) to US government debt. Things don’t look good for the dollar no matter how you look at it.
PS: What to Do With Fannie and Freddie

In my opinion calls for capital infusions into Fannie and Freddie don’t make any sense. Fannie and Freddie don’t need any capital at all. They are the government. They will soon have explicit unlimited access to ATM machines at the Treasury and the Fed. Why waste time and money with the   fiction that they are something else but government? Capital is supposed to protect creditors from risk. But a government ATM machine is better than capital any day of the week.  Besides, Fannie and Freddie will never have to raise the capital that would be required of a truly private company. Congress will always let them off the hook, contenting itself with pious pronunciamentos and ignoring scathing editorials in the Wall Street Journal and elsewhere.  Keeping them as they are with marginal reforms is to invite continued recurring crises and misallocated resources.

My recommendation—which obviously has no chance of being enacted since Congress is about to do the opposite-- would be to renationalize Fannie and Freddie, wipe out the common shareholders and then wind these companies down over a period of years. And throw in the Home Loan Banks for good measure. Right now the American mortgage market is now almost totally controlled by these fake private companies. Over the years starting with the Hoover Administration which inaugurated the Federal Home Loan Bank System, these little government acorns have morphed into pseudo private monsters that have taken over American mortgage finance. Their complicity in the subprime crisis is almost definitional. If you are the market, you are responsible for its sins.  This is a very undesirable state of affairs. The US has the most developed capital market and banking system in the world. The US doesn’t need Fannie, a Freddie or the Home Loan Banks. Given a level playing field, the US financial system would do a great job originating and holding mortgages. Mortgages normally are good investments. Other countries get by just fine without similar pseudo private monsters. Given a reasonable wind down period for these entities during this crisis period, given time the genuinely private capital market and American banking system would step in and take over mortgage finance. 
Imagine no more Fannie, it’s easy if you can…
