Market Notes by Chris Belchamber, 5/28/03


Easy Money and the Dollar

My son Daniel thinks ATM’s are fantastic. Just place a piece of plastic into a machine and all you have to do is choose how much money you want. I’ve tried to explain to him that he may not be seeing the whole picture. I don’t think he was listening. As far as he could see cash was always available, so let’s have some fun and blow some dough, don’t bug me with the details. 

The adult world appears strangely similar. Credit is freely available everywhere. Mortgages, equity loans, credit cards, 0% finance on cars are easily accessible. Then we have Federal Reserve Governor Bernanke saying “ …the U.S. government has a technology, called a printing press that allows it to produce as many U.S. dollars as it wishes at essentially no cost.” This is just wonderful. Let’s just go and get whatever we want, we can just print the money we need. People readily accept dollars for goods we want and the dollars can be made at almost zero cost.

 Either that or one wonders if the entire monetary system has become a confidence game and we are just waiting for the day of reckoning.

Massive US economic stimulus

With the latest tax cut package signed, a falling dollar, the lowest long and short term interest rates for decades and accelerating money supply, the US economy is getting a heavy dose of stimulus from just about everywhere. Ordinarily we would expect the patient to respond accordingly and economic growth to show at least some improvement in the months ahead. This may well be the short term outcome. But these are not ordinary times, and we may ultimately be disappointed by the intensity and durability of this bounce. The problem that we all face is the accelerating deterioration in the fundamentals supporting the US dollar.

The Dollar and the Curse of Empires

Marc Faber, one of my favorite commentators, wrote a piece recently entitled “The Curse of Empires”. Throughout history, empires (Babylonia, Greece, Rome, Spain and Britain) all ultimately weakened with a devaluation of their currencies, and subsequent run-away inflation. Let’s look first at Rome.

Until 27 BC and the rule of Augustus, Romans used only pure gold and silver coins. In order to finance Rome’s vast infrastructure expenditures, Augustus ordered that all government-owned mines in Spain and France be exploited 24 hours a day, a measure that dramatically increased the money supply (just like Bernanke’s printing press) and led to higher prices. Augustus, realizing this dilemma, cut back the coinage in circulation by simply transferring the coins (money supply) into the coffers of the royal treasury. But this control of the money supply did not last long. 

A decade or so later the accumulated fiscal surpluses in the coffers had been spent and the large trade deficits Rome maintained with its colonies led Nero to debase the currency. In AD 64, he proclaimed that henceforth the aureus would be 10% lighter in weight and contain some copper. The new coin was worth 25% less than the old one. This started a long process of successive currency debasement.

The debasement of the Roman Denarius

Issuer


Year


%Silver

Nero



54


94

Vitellius


86


81

Domitian


91


92

Trajan


98


93

Hadrian


117


87

Antronius Pius

138


75

Marcus Aurelius

161


68

Septimus Severus
193


50

Elaganbalus

218


43

Alexander Severus
222


35

Gordian


244


28

Philip



244


0.5

Claudius Gothicus
268


0.02

Source:  Rolf Bertschi, Credit Suisse Private Banking

The Roman Empire’s problems were numerous. They experienced border wars, internal discontent, and a heavy dependence on imported goods which led to chronic trade deficits. All these problems required vast amounts of money to solve, and each time more currency was issued.

The experience of the 16th century Spaniards makes for the best comparison with the Americans of today. For nearly 100 years immense supplies of gold and silver (the likes of which Europe had never seen before), plundered from the natives of Central and South America flowed into Spanish coffers. Sadly, this 16th century version of excessive money 
supply growth managed only to fuel the nations' spending habits, while at the same time reducing their willingness to produce. Instead of turning this windfall into productive wealth, Spain used it to buy "consumer goods" from other nations. As a result, Spain's debt to foreigners soared and all the gold and silver was exported out of the country (think current account deficit without the ability to "print" more gold).

 

          After loosing quite a few of its booty-laden ships on the high seas, Spain, claiming self defense, declared an end to this "state-sponsored piracy", and decided to strike at the worst offender – Britain. Years of wars ensued with a variety of other countries.  Having already traded their gold and silver for consumer goods, the nation had to turn to debt-finance to pay for these wars. As Spain's tab reached the limit, their lenders, the Fuggers of Augsburg (16th century version of the Japanese) were forced to convert their debt into long-term loans.

Eventually, Spain's creditors cut them off and the nation, now bankrupt, introduced to the world the now time-honored tradition of default by a sovereign state.

While the circumstances were a little different, the British Empire also ultimately gave way to a devalued currency and higher interest rates. From 1915 to 1988, the British Pound fell 88% against the Swiss Franc, while interest rates on long-term Government Bonds went from 3.5% to 15%.

Of course, in their time very few of the above mentioned governments or their citizens would have ever believed such an economic fate would befall them. I suspect most Americans 
today wouldn't either. Truly amazing when one looks at the current sad state of America's public and private balance sheet and its voracious consumption appetite. 

The Dollar Standard

The latest remarkable chapter in the history of money started in 1971. The Nixon Administration “closed the gold window”. This stopped foreign nations from exchanging their excess paper dollars for gold. This was the birth of the dollar standard. Nations started to build up reserves in dollars and settled trade and currency imbalances in dollars. 

Liberated from the link to gold there was now no limit to money supply growth. During the 20 years of the Bretton Woods agreement, 1949 to 1969, total international reserves (money held in central banks to settle accounts and protect the currency) went up only 55%. Since then the increase in reserves has exceeded 2000%, most of it coming since Alan Greenspan took over the fed in 1987.

The Fed did not merely increase the supply of dollars in the US, it increased the entire world’s money supply. Today Asian central banks hold approximately $1.5 Trillion US dollar-denominated reserve assets. Most of the world’s international reserves come into existence as a result of the US current account deficit. Last year it amounted to $503 billion or roughly 2% of global GDP. The combined international reserves of the current account surplus countries increase each year by about the same amount as the US current account deficit. So central bankers must worry not only about their existing stockpile of dollar reserves, but also about the flow of new US dollars reserves they continue to accumulate.

Foreign investors own about 45% of outstanding US treasuries, 35% of US corporate debt and 12% of US equities. All of these ratios are at or near record highs. Never before has the world put more stock in America – both as an engine of growth and as a store of value.

The US has been able to do something that other nations could only dream of. It could settle debts in “money” that it could create, as Fed governor Bernanke recently explained, at near zero cost. The rest of the world could sell as much as they wanted to the US as long as they accepted credit, which Americans could create by printing more dollars.

People have believed that the dollar was as good as gold. Foreigners have been willing to take as many of them as were offered and have been willing to work far into the night, for minimal wages, to produce things they could exchange for dollars. But now these assets are losing their value as the dollar declines. One day soon they may wonder how wise it is to own dollars.  Now the US is asking for even more investment at an accelerating rate.

Somehow our economic leaders still think that the obvious solution to all economic problems is more money supply, more government debt, and a weaker dollar. Does that sound familiar? 

As Stephen Roach of Morgan Stanley recently put it “Courtesy of Washington’s fiscal profligacy, America’s current shortfall of domestic saving is about to worsen. If left to its own devices, that means that an increasingly savings-short US economy will be forced to run ever wider current account deficits in order to attract the capital inflows required to sustain economic growth. That also means that the rest of the world will need to increase its saving propensity further to sustain yet another burst of US-centric global growth.”

Consequences – intended and unintended

At first excessive money supply feels great for every one. Economic growth and prosperity, and a rising stock market seem to be in everyone’s best interest. Without a limit to credit or money creation (for example a link to gold) the system becomes heavily dependent on the wisdom of a few central bankers and their ability not to become swept up in the euphoria that everyone else feels. If they are unable to do so, economic growth and asset prices become excessive. It’s human nature to join the feel good crowd whether or not we understand what the optimism is based on. Blindly, we drive assets further into bubble territory, facilitating an extraordinary misallocation of capital throughout society.  

The credit creation the Dollar Standard made possible has resulted in overinvestment on a grand scale across almost every industry worldwide. Overinvestment has produced excess capacity and deflationary pressures that are undermining corporate profitability around the world.

The Federal Reserve continues to expand the money supply but sounds increasingly confused. They abandoned using money supply as a major economic indicator in the 1980s because they became increasingly unsure how it worked. Now our friend Bernanke at the Federal Reserve leaps to the conclusion “…that, under the paper-money system, a determined government can always generate higher spending and hence positive inflation.”

Central bankers have to believe that they are smart enough to understand and control the workings of the economy, otherwise they are out of business. But it doesn’t have to be so complicated. We have just come a long way from the basics. Success naturally follows from savings that are used to invest in making products that the rest of the world wants, while using a medium of exchange that is naturally limited. Gold has always stood by for thousands of years as poorer imitations of money have come and gone, regardless of whether central bankers existed. If America is unable to get back to basics, the risks will continue to grow that it will go the way of the empires that came before.

Conclusion

The markets may well continue to be distorted by extreme monetary policy measures under the dollar standard for some time. However, increasingly the dollar’s credibility is being questioned.  History suggests that devaluation and excessive money supply growth have always come towards the end of a monetary system. Investors need to be especially careful about the intrinsic value of their assets and despite the current risk of deflation be prepared for a rapid switch to a much more inflationary period. Real assets and alternative currencies may well have just begun to become the assets of choice. 
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