Update to my Economic Views

April 2011

In March, October and November 2008, I wrote some articles explaining the background to the financial crisis; in January 2009 I wrote an article outlining my expectations for the impact it would have on the world economy.  With the passing of time and the revelations that have occurred subsequently, it has become clear that certain aspects of those articles were proved right and certain aspects were proved wrong (or wrong so far).  As I complain about other commentators not reviewing their past forecasts, perhaps it is a good moment for me to review my own.

What did I get right?  continued mortgage problems; continued weakness of prices in the housing market; unemployment remaining high; consumers not wanting to spend (and certainly not wanting to borrow to spend); governments unwilling to force banks to price their assets and liabilities at “market-to-market”, instead preferring “mark-to-myth”.

What did I get wrong?  I believed deflation was likely to occur, rather than inflation; I forecast “a long slow painful decline in equity markets as “the worst is over” gives way to yet another piece of bad news”; I feared that America would descend into “protectionism” under the guise of recommending buying only from “national champions”.

I apologise for being wrong about the former two items, but I am happy that I also got the latter item wrong !

Let us start again at the beginning.  I believe that the crisis was not planned - I am not a believer in conspiracy theories.  I believe that the main cause of the crisis was simply the stupidity and greed of the investment banks believing that house prices would always rise, the economy would always grow and that loans would always be repaid.


When the crisis hit and Lehman was allowed to go bankrupt - as in any good capitalist system – then an unintended consequence arose.  Bankruptcy laws in other parts of the world do not allow for a transition period such as the American Chapter 11 process does.  Therefore in the UK and Europe, Lehman’s businesses were closed immediately and staff sent home as the liquidators came in.  This exacerbated the financial markets’ problems dramatically.  It really appears that the knowledge of all Lehman’s trading book positions outside New York was permitted to walk out of the door!
Supposedly ultra-safe money market funds which held Lehman debt suddenly found that they “broke the buck” and were priced below 100 for the first time ever.
At the same time, it appears that certain investment banks had very large exposures to AIG through the swaps market – and that this was so large that they decided to protect themselves by buying derivatives that would increase in value should AIG collapse.  Once it became clear that these banks could make more money by the collapse of AIG than by its survival, they took deliberate steps to ensure its collapse.  Demands were made for increased margin payments against derivative positions; AIG was forced to sell assets to raise cash for such payments; those markets fell, resulting in a downward spiral of more margin payments being demanded, leading to more sales.

Next, the view became, in the words of the cliché – “Never waste a crisis”.  The banks persuaded governments to bail out AIG as well as themselves.  Again, there were unintended consequences – why should the US Federal Reserve, in bailing out AIG, also bail out the FOREIGN banks that were its counterparties?  

Many stories have circulating subsequently to the effect that, in the Fed-encouraged rush at AIG to close down the latter’s trading books, transactions were made at ridiculous prices, to the detriment of AIG, the Fed and hence the taxpayer, but to the marked advantage of the banks on the other side of the transaction.  Whether these transactions were done at below fair market price because the trader wanted to gain some personal benefit, (cash bribe, or new job at the counterparty bank) or not, is something that may be investigated in due course – but don’t hold your breath.

Once the above liquidation had been completed as far as possible in the time available, it appears that the Fed paid out all the remaining debts of AIG at par, whereas there was no need to do so, as many were trading below par.  This meant that the bank counterparties received a windfall profit – any hedges that they had in place were being repaid at the maximum price possible, whereas the assets underlying those hedges still had a non-zero value in the market.

Some of the American banks needed bailing out, some did not, but all were forced to take money from the Fed to prevent the (correct) image appearing that some banks’ trading books had been properly hedged and some had not.  Nevertheless, all the banks benefited from the Fed’s zero interest rate policy (“ZIRP”) and also from being able to dump their holdings of failed investments onto the Fed’s balance sheet.

ZIRP and a positively sloping yield curve meant that the banks could borrow at zero and lend out at non-zero rates, if only by buying Treasuries.  Many commentators now suggest that, in fact, they started speculating in commodities and stocks.  In my opinion, this is possible, but in any case, if history shows that the banks did not do so themselves, certainly the environment was created in which other large players (e.g. hedge funds) THOUGHT that they were doing so and engineered the same result.  The fact that moral hazard had been clearly established by the bailing out of the banks encouraged this speculation.
My own pessimism expressed in the articles mentioned above was based upon the following:

I never believed that the American Government would allow – even in the state of panic that existed at the time – a situation to be created where banks’ profits were privatised and their losses were socialised.  

I thought that Congress believed in Capitalism and also understood that allowing banks and other corporations to fail was a FEATURE of Capitalism, not a flaw.

I did not believe that Congress would burden American children for three generations with an unconscionable amount of debt.

I did not believe that Congress - nor the American people – would tolerate the rather rich bankers being bailed out by the rather poor taxpayers.  And I certainly did not believe that the bankers would, as soon as possible, return to paying themselves huge bonuses from that taxpayers’ money.  To quote a famous attack on Senator Joseph R. McCarthy by Boston lawyer Joseph Welch:

"Until this moment, I think I never really gauged your cruelty or your recklessness.  …  You have done enough.  Have you no sense of decency?"

I did believe President Obama’s statements when he was a candidate that 

"The fact that we are here today to debate raising America’s debt limit is a sign of leadership failure. It is a sign that the U.S. Government can’t pay its own bills. It is a sign that we now depend on ongoing financial assistance from foreign countries to finance our Government’s reckless fiscal policies. … Increasing America’s debt weakens us domestically and internationally. Leadership means that ‘the buck stops here. Instead, Washington is shifting the burden of bad choices today onto the backs of our children and grandchildren. America has a debt problem and a failure of leadership. Americans deserve better."  - Senator Barack Obama, March 20, 2006

Ironically, this was a principle that he re-affirmed after becoming President – and after bailing out the banks - 

“I refuse to leave our children with a debt they cannot repay, and that means taking responsibility right now, in this administration, for getting our spending under control.” – President Barack Obama, Feb. 2009

I was wrong in those beliefs.

If I might return to the question of inflation or deflation – my view had been (January 2009):

“I remain firmly in the deflation camp. If the consumer is dead, retail prices will have to fall to try to entice him back into the market. He will quickly learn - indeed may already have done so - that by delaying his purchase, he will get a better price tomorrow, next week, next month. This is a classic deflationary spiral. This forecast does not require decreasing energy prices, nor decreasing commodity prices, it is simply based upon the delaying actions of the consumer and the natural economic response of the manufacturer/retailer. Moreover with unemployment increasing, I cannot see wage demands increasing, which has in the past led to a classic wage/price inflationary spiral.”

There can be no doubt that the increases in commodity prices mentioned above have impacted upon food and energy prices around the world.  I do not wish to pretend that there is no inflation, currently, in the USA, the UK and Europe.  And I do not believe that “core inflation” as defined in the USA is the correct way to look at inflation in that country – even though it helps my argument.  However, please bear in mind that current inflation has not been caused by booming economic activity and wages, but artificially by Fed monetary policy amidst the background of stagnant/declining economic activity – and, yes, that may continue for some time.  Nevertheless, I do not see this growing and leading to hyperinflation, as some pundits fear.  My view is that, at the moment, we are in a temporary artificial reflationary period within a larger cycle of DEFLATION.  
The population of the USA owes the banks a lot of money as a result of loans and mortgages made by the banks.  I do not believe that the banks want those loans and mortgages repaid in valueless money.  Even if much of this debt has been securitised, the investors who purchased the securities also do not want to be repaid in valueless money.  Therefore I cannot foresee any prolonged period of high inflation.

I now turn to other economic factors that may have an impact on markets in the next few months and years.

There is no evidence that Congress will do anything to reduce American budget deficits significantly.  The recent fight in Congress over a $30 - 50 billion dollar reduction in the deficit for the current year which totals $1600 billion is simply laughable.  And remember that current discussions on future deficits are focusing on reducing the deficits, not getting back to surplus – i.e. the result will still be never-ending increases in total outstanding American debt.  Sadly, the decision may be made for the US Government by external forces.  In the past, under circumstances where the US Government was issuing vast quantities of debt to fund its budget deficit, it would have been forced to curb that deficit by a buyers’ strike in the bond market.  However, with the Federal Reserve now being the major buyer by far, the re-occurrence of such a strike may not be soon.  But how long can the Fed itself continue this process?  Surely this “pump-priming” of the economy cannot continue ad infinitum.  What is Plan B?  What will the second largest buyer, China, tolerate?  Is the ready availability of dollar paper (cash and Treasuries) going to lead to a collapse in the value of the dollar (which may already have started)?  If it does, Congress may then cast a more jaundiced eye over the entire range of activities of the Federal Reserve.  Yet even that may still not lead to Congress forcing any significant reductions in future budget deficits.

I understand the philosophy adopted by many commentators “Don’t fight the Fed” – and certainly anyone who has done so for the last two years, has lost money.  Indeed, the Chairman of the Federal Reserve is claiming that one positive result of the Fed’s behaviour is the rising stock market - he seems proud of having created the ramp   Yet what are we to make now of the news that the world’s largest bond fund manager, Bill Gross at PIMCO, has zero exposure to US Government Bonds in his portfolio (indeed at last look a small short position)?  If he believes that there will be a better, lower, price at which to buy Treasuries, what does that imply for future movements in equity markets?

The cutbacks being forced upon the consumer, through lower wages and unemployment, coupled with the high commodity prices mentioned above will see the profit margins of manufacturing companies being squeezed.  I cannot believe that this will be good news for the equity markets.  

I fear that as the bond markets fall, the Fed will be forced out of its role of main supporter, into one of “managing the decline”.  Then the pension / insurance / investment industry will be called upon to “do the right thing” - the US Government encouraging that industry to buy Treasuries.  Assets may then be re-allocated away from equities in order to fulfil this command, reducing equity prices.

Overall, I do not believe that creating more and more government debt, while approving accounting fraud – not marking assets to market values in the banks’ balance sheets - is the path to recovery for America.  As some wit said recently, “Hope is never a good strategy - whether for budget deficits, investment or birth control.”

I still cannot believe that this will end easily or happily.

