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THE DISMAL OPTIMIST

AS THE FINANCIAL WORLD IMPLODES…
“If you would like an empirical law of government behavior, it is that in a panic or threatened financial collapse, governments intervene – every government, every party, every country, every time.”
        Remark attributed by the Wall Street Journal to Alex J. Pollack of the American Enterprise Institute

The above remark probably contains a touch of historical hyperbole. But it is true enough. History suggests that the massive bailout programs proposed by Treasury Secretary Paulson should come as no surprise. The Secretary did what Treasury secretaries and central bankers usually do.  The global banking system was freezing up; the global stock markets were again poised to crash. The abyss was straight ahead.
Free market devotees are horrified. The internet is filled with the righteous anger of those dismayed at the thought of the government rewarding both perpetrators of bad lending and their deadbeat, irresponsible borrowers. The abyss is the place where the bad guys are punished for their excesses, where the economy regenerates itself on a sound footing. It is a place where Divine punishment is visited on a Sodom and Gomorrah economy with excesses out of control. It is a necessary process.
But nobody – certainly not Hank Paulson and certainly not Fed Chairman Ben Bernanke – wants to be the next Andrew Mellon. Mellon was the righteous Treasury Secretary under President Hoover.  As the economy was contracting around him, Mellon argued that the contraction should be allowed to take its course. Let the abyss come.  “Liquidate labor, liquidate stock, liquidate farmers,” Mellon is reported to have said, words for which he will never be forgiven. 
The abyss is a place governments don’t dare go voluntarily, Mellon’s advice notwithstanding, Presidents Hoover and Roosevelt certainly did not hesitate to intervene. The trouble was the world collapsed around them anyway. In retrospect, neither one of them seemed to know what they were doing.
“Deleveraging” Is the Key Word
The US consumer and financial sectors are in the process of forced “deleveraging”. In plain English that means they are up to their eyeballs in debt that has to be reduced in the face of a massive asset deflation not seen since the Great Depression. The US financial and consumer sectors from roughly the late nineties until the housing bubble burst eighteen months ago had indulged in an orgy of borrowing. The consumer piled on the mortgage borrowings and home equity loans, personal savings were close to zero, the current account was showing a huge deficit. The financial sector—led by Fannie Mae and Freddie Mac -- was all too happy to facilitate this process with Alt –A, Subprime, Piggyback and option Arm mortgages and lots of home equity credit. And finance itself with lots of leverage.  And package all this debt in securities so complex that only PhDs in math could figure them out. No problem. Assets, especially homes, were going to go up in price forever and would ensure that the borrowers and their bankers could live happily ever after.
But now assets are going down in price and the financial and consumer sectors have to get rid of their debt and go back to having balance sheets that would make grandpa comfortable. That’s what deleveraging is all about. It means cutbacks in consumer spending. Consumers are some seventy percent of the American economy. It means consumer bankruptcies and foreclosures. It means insolvency for an overleveraged financial system. It means a world economic slowdown because the American consumer in particular has been the unstoppable global economic animal. For those who “fed” this debt-loving American animal – e.g. their bankers, the Chinese manufacturers – all this is bad news.
At its fundamental core, the bailouts and now the $700 billion dollar program proposed by Secretary Paulson comprise an attempt to transfer the leverage of the financial system and to some extent the consumer onto the presumably stronger shoulders of the Federal Government. The idea is to prevent a financial collapse and to limit the consumer slowdown. By leveraging itself, the Federal government wants to deleverage the financial system and perhaps the consumer as well.
Questions

Things are changing so fast and I’m not sure I – or anyone else – have any definite answers. So I will pose some questions and tentative answers. After all Aristotle made a career asking people questions.
 One thing I am assuming is that, despite significant public opposition and the appalling moral hazard features, some version of the Paulson Plan will pass. Paulson has taken us too far to turn back. If the Plan doesn’t pass, make sure you are short stocks and the US dollar. And just about everything else except gold.
How did the overleveraging of the financial system and the consumer ever happen?
For those who believe in the efficiency of markets this is really the most important question. My son, who’s in the design field and spends most of his time on things other than analyzing economic arcania, said to me a year ago “Dad you’re a free market freak. Is this housing bubble supposed to happen?” My answer, which I have presented in previous editions of The Dismal Optimist, is that a flawed dollar centric international monetary system allowed the US to pursue its excesses of consumer spending and leverage and provided the liquidity (or excess money growth in monetarist terms) that set off what really is a global economic bubble. 

Prediction: Whatever else happens, when this is all over the dollar-centric international monetary system that has existed since the collapse of the Bretton Woods system in 1973 will be significantly altered. When it’s all over, for the first time since the collapse of Bretton Woods, international discipline will be imposed on the US. No more endless current account deficits. Getting from here to there however could be painful and not just for Americans. Who’s going to buy all those Chinese products?
Are there other explanations for this crisis?

There certainly are. The most compelling is that financial markets are not perfect, have tendencies to excess and require substantial regulation. Robert Shiller, the Yale economist who was among those who predicted both the technology bubble and the housing bubble, in his various books has provided what could be called a behavioral finance explanation of how “irrational exuberance” infected not just the US but the global financial and housing markets.
I do not find Shiller’s explanation to be at variance with my own. I believe once the dollar-centric international monetary system threw the liquidity fuel on the fire, the fundamental human tendency towards herd thinking and excess kicked off not just in the US but on a global basis.

The conclusion that the markets tend to excess leads the public and the politicians to inevitably a) to the conclusion that more regulation is needed and b) search for culprits for the bubble and bust. Regarding the latter, Amity Shlaes in her recent book  The Forgotten Man  shows how the Roosevelt Administration persecuted businessmen in an effort  to satisfy the public lust to punish the bad guys who supposedly caused the Depression. Andrew Mellon himself was hounded by bogus tax evasion charges that weren’t actually settled until after his death in 1937. Shlaes argues that this persecution of businessmen was one of the things that prolonged the Depression.
Predictions: 1) An overhaul of the American, and possibly other countries’ financial regulatory systems. Unfortunately “overhaul” will mean more regulation. 2) The witch-hunt for bad guys has just begun. The hunt for bad guys after the 2000 tech bubble and Enron was just a warm-up. Perhaps when it’s all over, managing directors of all Wall Street firms will be required to wear electronic ankle bands. Short sellers will have their faces posted on Post Office walls.
Are Fannie Mae and Freddie Mac two of the bad guys? How about Congress?

The acceleration of house prices was a worldwide phenomenon that includes the UK, Spain, Ireland among other locales. Fannie Mae and Freddie Mac only operate as lenders in the United States. And the rise in US house prices started in the late nineteen nineties, before the exotic mortgage parade really got going.  Nevertheless, it is true that Fan/Fred were big buyers of Alt-A and Subprime mortgages between 2004 and 2007. Congress wanted every American to own a house. Fannie and Freddie were in the political penalty box for their accounting problems of 2003-2004. They were eager to stay in Congress’s good graces.  Fan/Fred certainly set the tone in the mortgage markets during the peak bubble years. The industry always looked to them as standard setters. In 2004-2007, Fannie and Freddie  certainly qualified as “bubble exacerbators”. They were Congressionally approved bad guys.
Prediction: Congress will somehow overlook the fact that its pet mortgage giants were indeed among the bad guys. And that Congress itself is another bad guy.
Will the Paulson Plan succeed?

It’s difficult to answer that question when nobody yet knows what the Plan actually is. Paulson proposes, Congress will decide. An inelegant process of political give and take is underway.  Supposedly a government entity will be set up to purchase mortgage and other assets from financial institutions. Paulson would become an economic czar, not subject to review by the courts or Congress.

 Many questions arise. Among them: 1) What price will the new government entity pay for the toxic assets on the books of banks, 2) How much of the funds allocated will go to relieving consumers of their debt problems? House Financial Services Committee Chairman Barney Frank and the Democrats are pushing for consumer mortgage debt relief to be part of the plan. 3) The announced price tag is seven hundred billion dollars. Is that enough? 4) Will the Paulson Plan head off the recession? 5) Can the US say no to GM, Ford and others when they show up for their bail outs?
Prediction: The Paulson Plan will pass Congress in some altered form and at least some future economic historians will give it high marks. In the 1990s Japanese banks spent a decade warehousing their own toxic loans. The Japanese recession never seemed to end. The Paulson Plan is designed to prevent that. Monetary policy is limited as to what it can do from here on. The Fed funds rate is at 2%. How much lower can it go? The Fed is stuck in the dreaded Liquidity Trap. It’s pushing on a string. Fiscal policy must be used. Monetary policy is looking increasingly impotent. The Paulson Plan has a chance of making a positive contribution.  But the coming recession will be the worst since the Great Depression. The Paulson Plan will mitigate, but not eliminate the current downturn. 
Will confidence in paper money disappear?

In my opinion this has become a real worry.  In recent days the prices of gold and even oil have spiked up as savers have fled paper money and looked for safer havens. US Federal debt not in the hands of other Federal Agencies totals about $5.4 trillion. This doesn’t include the $5.4 trillion in Fannie Mae and Freddie Mac obligations that effectively now are government debt. The various bailouts and the yet to be defined Paulson Plan will likely add another trillion dollars to US government debt. Understandably, this makes some people nervous.
In the Great Depression, savers took their money out of banks and kept it in cash. That behavior was only altered by  the introduction of deposit insurance. The just announced extension of insurance to money market funds is a logical move. But –what happens if the world no longer wants to hold dollars or any paper currencies at all?

Such an outcome would signal a global economic catastrophe. Gold does not hold – and in my opinion will never hold again – the official role that it played in the past. Yes from 1870-1914 the gold standard under the leadership of the Bank of England was very successful. But conditions have changed, I don’t think we can go back. In the twenties the restored gold standard turned out to be a deflationary disaster. And the US ultimately junked the post WWII gold-based Bretton Woods System in 1973. Somehow the world must focus on fixing the broken dollar-centric international monetary system. To put it another way since the US will never act voluntarily, China and the other unhappy big dollar holders must flex their economic muscles.
People should also remember that in the early years of the Great Depression some Americans did hold gold as an alternative to holding cash. Tough luck for them.  On April 15 1933 President Roosevelt made gold ownership illegal, punishable by $10,000 fines and/or imprisonment. It could happen again. Hey if you don’t like short sellers, then you really have to hate gold hoarders. And remember that about the same time that Roosevelt made it illegal to hold gold, it became legal again for Americans to buy whiskey. In 1933 they needed it.
So where should I invest my money?

Good question. The overall near term objective should be preservation of capital. Immense volatility in all markets should be expected.

Predictions:  

Fed funds rate – down (but it can’t go down much)

US long term rates -- up

U S stock market – down especially  consumer related stocks.

Asian stock markets – sideways to down especially export oriented companies. But look for Asia to move up ahead of the US. Companies are buying back shares in Hong Kong.

Gold – Up with huge volatility and confiscation risk

US dollar – down. 

House prices – down

Does it make any difference whether McCain or Obama is elected?

Nobody really knows. Politicians often say one thing and then in office do another. Look at President Lula da Silva of Brazil, a leftist as a candidate, but more of a sober centrist as a President. Events may determine policy.
But for me this race seems to be shaping up as Teddy vs. Franklin. McCain is the Teddy Roosevelt, the maverick trust buster who had it in for big business, the Republican moralist with little interest in economics who in the eyes of some historians contributed to the Panic of 1907. Obama is the Franklin Roosevelt, the man who disliked capitalists, who loved more regulation, higher taxes,  and big government and, if Ms Shlaes is to be believed, kept the Great Depression going for a decade.

Whoever wins is going to have to deal with deleveraging and recession, a shattered financial system, a broken international monetary system and a public that doesn’t trust him.
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