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UNCHARTED WATERS 
“I would like to say to Milton and Anna: Regarding the Great Depression. You're right, we did it. We're very sorry. But thanks to you, we won't do it again.”
                                           Remarks by Ben S. Bernanke at a Conference to Honor Milton Friedman, November 8, 2002

The “we” here in Bernanke’s remark is the Federal Reserve. Nobel Prize winning economist Milton Friedman, along with his co-author Anna Schwartz, wrote A Monetary History of the United States, 1867-1960. This is considered the premier work on American monetary history. In it Friedman and Schwartz blame the Federal Reserve for exacerbating the Great Depression over 1929-33 by letting the money supply drop significantly and standing by while the banking system collapsed. 

Bernanke promised that the Fed would never commit this sin again. He certainly has been good to his word. He and the other major central bankers most closely involved with the current crisis. They have been printing money like mad to head off the current wave of asset deflation and accompanying financial panic now sweeping over the world.
When central banks print money it shows up as an expansion of their balance sheets. The Fed for example buys or lends on assets – once upon a time Treasuries and formerly solid agency securities and now just about anything the financial sector will drag in – and it pays for this with so-called high powered money they create out of thin air. High powered money shows up on central bank’s balance sheets on the liability side as either bank reserves or currency in the hands of the public. Under a pure gold standard the central banks could never do this as the only asset they would be allowed to buy or sell would be gold. In the early thirties, the Fed defended its stingy approach because under the gold standard that the US was still on, gold was flowing out of the US and the Fed was supposed to tighten.
 As the table shows, total assets of the three major central banks most involved in the crisis have soared. Nothing on this scale has ever happened before, at least with major, supposedly responsible, countries. These are growth rates that under normal circumstances would be regarded as wildly inflationary. For economists focused on monetary affairs, this is a once in a generation off-the-charts event.
YEAR OVER YEAR GROWTH OF CENTRAL BANK ASSETS (latest data)
                                                     Percent Change

Bank of England                             147 %  

Federal Reserve                               68%

European Central Bank                  57%

Milton Friedman, who passed away two years ago, always advised that central banks should promote a growth rate of the money supply at a constant and non-inflationary rate. No one of course one knows what Friedman would advise for the current crisis. But I wonder if this is not a case where the disciples have gone beyond the master’s intentions. 
The Fed and the other central banks have a plan. Flood the world with liquidity now, end the financial panic, slow down or stop the global asset deflation now underway and worry about inflation later. Presumably they plan to pull the giant dose of extra liquidity out of the global banking system at a later date just as inflation is going to show its ugly head. Japan actually tried a strategy similar to this. In response to a decade of deflation, Japan flooded its banking system with liquidity in 2000-2003 and no significant inflation has ever resulted. Bernanke is a student of the Japanese experiment. But Japan is one country and a very unique one at that.
The gold bugs are in pain at the moment. Gold has dropped in price as the major commodity prices have dropped like stones and the dollar has rallied. But the gold bugs are rubbing their hands with anticipation. They don’t believe the major central banks can pull off this trick of monetary coitis interruptus. They believe that sooner or later the explosion in high powered money will bring inflation roaring back and that the central banks won’t be able to withdraw the current overdose in time. Their confidence is bolstered by the fact that the future tightening will have to be done by all the central banks, not just the Fed.
Near term it’s hard to deny the reality of asset deflation and continued financial panic which is rolling across the globe. In modern economy with universal suffrage, never ending elections, strong tendencies towards populism and where employment is really the number one economic goal, it’s hard to see how the world central banks could remain passive.  Right or wrong, they don’t have the option of sitting back and letting global economic forces go where they may as some in the economics profession might advise. The global electorates want action, not sermons on inflation. Bernanke is doing what the electorate is paying him to do.
But investors are in unchartered waters. A sound currency is a necessary condition for sensible long term investing. MAKE NO MISTAKE: The Fed and the other central banks have taken a gamble with the world’s paper currencies. History may exonerate them. But then again it may not. In government the solution of today’s problem is often the cause of tomorrow’s. Nobody knows right now. Explosive growth of the money supply has produced hyperinflation and economic chaos in more than one country in the past, as for example post WWI Germany.

One thing that Americans can take solace from. The Fed is not out there printing money by itself. The dollar has not suffered as a result. Rather the Fed’s rapid response and leadership has in the short term strengthened the dollar, much to almost everyone’s surprise.  Weakened and in recession as it is, America still looks good by comparison. In the land of the blind, the one-eyed man is still king.

What’s a TARP?
Although sometimes it has appeared as confused as the Treasury with one ad hoc crisis response after the other, the Fed at least has a basic blueprint for fighting asset deflation and financial panic. Print money and dump it into the nation’s supplicant financial institutions. Only the Fed has this power. Moral hazard and unintended side effects be damned.
The Treasury on the other hand has no blueprint. The TARP, the $700 billion Troubled Asset Relief Program, is a big Keynesian ATM machine looking for a plan. The demise of Secretary Paulson’s ill-fated proposal to buy toxic assets from the banks came as no surprise to anyone except perhaps Paulson. The banks were not going to sell their toxic assets at market, i.e. fire sale prices, and the Treasury couldn’t buy them at higher prices that would incur political wrath.

 Much more so than the supposedly “independent” Fed, the Treasury is located at the intersection of technocrats and politicians. Right now being in this intersection is about as safe as crossing an intersection in today’s downtown Ho Chi Minh City (aka Saigon). Motorcycles coming at you randomly in four directions. Hapless Hank Paulson has a big bull’s eye imprinted on the top of his celebrated head. 
The Treasury is now in the midst of a host of political firestorms. Everything has a political hue. The question of paying bonuses to employees of banks now on the government dole is just one. But probably the most important is how do you say no to GM when you said yes to Goldman Sachs, AIG and everyone else in the financial sector? (Well almost everyone. Alas poor Lehman, we knew it well.) The answer the Treasury must give is that the investment banks are fixable by deleveraging and adding capital. They have a viable business strategy, albeit less exciting than their former high leverage, maturity mismatched, toxic asset, high wire act. GM in its current form is not fixable and does not have a viable business plan. In particular its bloated union contracts, retirement burdens, employee health plans, myriad brands, bloated US dealer network etc etc must be redone if GM is to have a chance of survival. Do the politicians and the Treasury have the stomach for that? 
GM could turn into a major circus with unions, politicians and environmentalists all part of the show. I read with a mixture of amusement and total frustration suggestions that the restructured GM must have a “green” business plan. If that means forcing GM to produce high cost hybrid cars that require subsidies and which most Americans still don’t want, then GM and its green cars will require continuous infusions of capital forever. 
The Treasury is going to spend up to two trillion dollars before this bailout is over. The money most certainly will be spent in a wasteful manner. Many have predicted the demise of the Treasury bond market. So far it hasn’t happened. And it didn’t happen in Japan either. The Japanese have run significant budget deficits since the collapse of the Japan bubble in 1990 and Japan Government bonds continued to have extremely low yields throughout the whole episode. Of course the Japanese government has only borrowed from Japanese. Unlike the US which depends on foreign buyers. We’ll see.
Valuation Issues
So we are in uncharted waters again. Yes you earn almost nothing now for holding cash. If you can take the very long view like Warren Buffet and not worry about being underwater the day after your investment, then stocks of the best large companies with no financing issues are looking cheap or at least fairly priced. But for ordinary mortals with shorter term investment horizons, for the moment cash is still king. In the big downturns of the past such as 1929-1932, stocks didn’t just go down to fair value. They overshot on the downside as they overshot in 1929 and 2000 on the upside. This downturn is global and a once in a lifetime event. Nobody knows how far it will go. That’s the problem. This uncertainty is what can drive the stock market lower.
Evaluating whether the stock market is cheap or expensive is an art, not a science. Price earnings ratios are one favorite statistic. But the PE ratio that really counts for the market is the forward estimate of E. And in this environment nobody knows that. Trailing PEs don’t count.
An alternative measure of valuation is the so called q ratio, which is the ratio between the value of companies according to the stock market and their net worth measured at replacement cost. Smithers &Co in the UK has long tracked this ratio. The q ratio as they calculate it is currently just below the level at which US stocks are fairly valued. But in prior stock market downturns, q went a lot lower. As they say on their website, “value is a poor guide to forecasting market movements and, after the recent extremes of overvaluation, the market seems likely to become cheap, not just reasonably valued.”
Coming back to the Fed and Ben Bernanke, there’s no question, that if the Fed had acted like it did in 1930-33, the US would be heading for another Great Depression and 25% unemployment. But the Fed and the other central banks today have swung to an extreme version of the opposite approach. Will this approach stop global deflation and deleveraging and then not bring hyperinflation later? That’s what the stock market wants to know. Or eighty years from now will some yet-to-be-born Fed chairman be apologizing to some yet-to-be born economist?
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