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Addicts in Charge of the Heroin Supply

The jury is still out on whether the tidal wave of credit-creation by central banks and stimulus-spending by governments is going to achieve its objective of kick-starting a substantial and sustainable economic recovery.

In the meantime, jobs continue to be lost and businesses continue to go bankrupt… while those primarily responsible for the disaster and for the seriously deficient policies being used to deal with it are rewarded with power, privilege and profits.

Jeremy Grantham, one of America’s most highly regarded fund managers, points to the example of Ben Bernanke, who failed to see the danger in the housing bubble as it inflated, as well as being “completely clueless as to the potential disastrous interactions among lower house prices, new opaque financial instruments, heroically increased mortgages, lower lending standards and internationally networked distribution.”

He has been reappointed as chairman of the US central bank.

Grantham doesn’t say so, but presumably this is because Helicopter Ben’s willingness to continue providing virtually unlimited cheap credit for public spending and for public support of deadbeat banks and companies makes him the politicians’ and bankers’ favourite.

Larry Summers, who gave no warning of impending doom back in 2006 and 2007, and encouraged reckless financial behaviour by helping to beat back attempts to regulate some of the new and most dangerous instruments; and Timothy Geithner, “who sat in the very engine room of the USS Disaster and helped steer her on to the rocks;” as well as several others with similar records, have all been promoted, Grantham points out.

There have been determined efforts to help the most misguided and reckless borrowers, while “those who showed restraint, and either underhoused themselves or rented,” have received “not even a hint of help.” The prudent are


now subsidizing “the very same banks that insisted on dancing off the cliff into Uncle Sam’s arms.”

Although there is an overwhelming consensus among economists that Americans have been dangerously over-consuming for the past 15 years, “we have decided to encourage consumption and penalize savers” by maintaining artificially low interest rates.

The response to the problem of banks “too big to fail” is to make them – indeed, force them – to become even bigger.

Thanks to an enormous amount of virtually-free credit, the bonus pool for executives of American banks this year, at plus or minus $23 billion, will be the largest ever.

Outside banking, too, top management rewards remain “obscene,” relative to those of employees and of shareholders. There has been no serious attempt to match executive rewards to building long-term franchise value.

“While firms in other industries fail and their workers look for new jobs, the auto industry is rewarded by direct subsidized loans, government arm-twisting of debtors forced to settle far below their legal rights, and direct subsidies for their products.” All of this for one of the worst-managed industries for decades.

Committing political suicide

Grantham is far from alone in his scathing criticism of how wrongheaded are so many of the policies for dealing with the global crisis.

Decisionmakers help small groups who care about narrow issues and whose special interests invest heavily in lobbying, public relations and political campaign support, fund manager David Einhorn told the recent Value Investing Congress.

In the current economic crisis “a highly motivated and organized banking lobby has demonstrated enormous influence.

“Our leaders responded by handing over hundreds of billions of taxpayer dollars to protect the speculative investments of bank shareholders and creditors.
“This has been particularly remarkable, considering that most agree that these same banks had an enormous role in creating this mess which has thrown millions out of their homes and jobs.”

The Economist recently listed the huge benefits to the banks of state intervention to rescue them from the consequences of their irresponsibility. These have included capital, short-selling bans on their shares, and rescues of counterparties “such as American International Group, which the public otherwise had no interest in saving.”

Today they enjoy laxer accounting, loose collateral rules at central banks, explicit debt guarantees and asset-purchasing schemes.

They can borrow cheaply because they are deemed too big to fail. That implicit guarantee alone, the magazine reckons, is equivalent to a subsidy for America’s top five investment banks of $36 billion a year.

“All of them – from comparatively healthy Goldman to the nationalized weaklings – are being subsidized by the rest of us.”

The Economist warns the banking industry it is “committing political suicide” by paying bumper bonuses – a near-record $20 billion in the case of Goldman Sachs – a year after they were saved by state intervention.

Tony Jackson, the FT’s brilliant commentator, says that because we left the addicts in charge of fixing the system they helped create, and their answer is ever-bigger doses of what caused the trouble, it is now “sadly apparent that we are in another asset bubble.”

Equity markets are now “mainly the province of gamblers.”

Land of Imperial Disasters

As I write, President Barack Obama continues to wrestle with the difficult decision on how to commit more resources to the war in Afghanistan – more troops on the ground, or more weaponry in the air, or some compromise between the two options, at the huge costs the US can no longer afford.

Neither decision will be correct, because the proper one is not under serious consideration (or at least not publicly so) – how to accept defeat and extricate the US and its allies from a war they are doomed to lose.

When I was younger, living in South Africa, two wars were being fought where the sides that I favoured – the Rhodesians to the north and the Americans in Vietnam – were heading for defeat.

Both those wars offer lessons for the way the conflict in Afghanistan is being fought, and why its outcome is going to be uncomfortable.

In Rhodesia, the government’s armed forces fought superbly against enormous odds.

One example: Their attack on the revolutionary forces’ New Chimoio base across the border in Mozambique was a battle deserving a place in the classics of warfare.

The base was a fortress of bunkers, trenches and anti-aircraft guns constructed under the guidance of East German advisers. There were massive quantities of light and heavy weapons and munitions available to 6,000 defenders, including Soviet-supplied T34 tanks.

Against this the Rhodesians threw an assault force of no more than 300 special elite and regular troops with lightly-armoured vehicles, supported by a small force of light bombers.

The defenders put up what military historians Paul Moorcraft and Peter McLaughlin described as “a devastating hail of fire” with mortars, flak guns and small arms.

Nevertheless, after three days of combat the guerrilla forces broke and fled, leaving behind 3,000 dead. The Rhodesian ground forces suffered just two deaths and one severely wounded.

This is just one example of how the military of this tiny nation fought a superb war. A British general, Walter Walker, on the basis of his more than 20 years’ experience of counter-insurgency and guerrilla-type operations, described Rhodesia’s as “the most professional and battleworthy army in the world for this particular type of warfare.”

That army was never defeated, but its government nevertheless lost the war – leading to a black nationalist regime and, later, to the appalling human disaster that is Zimbabwe today.

Murder and torture on a massive scale

The Rhodesians lost for several reasons. Their refusal to implement radical political change alienated them from the blacks who outnumbered them 16 to one. Their opponents were willing to use murder and torture on a massive scale to terrorize the black population. The Rhodesians had most of the world against them. They were largely surrounded by hostile nations. And they were eventually abandoned by their only important supporter, neighbouring South Africa.

Rather better known is the searing experience of Vietnam.

The Americans lost because they thought they could use overwhelming firepower to win a political battle on the ground. The majority of the population preferred their own nationalists to a corrupt, squabbling, incompetent elite dependent on the support of foreign forces. The insurgents had the will to accept enormous casualties (a million dead) and were deeply committed to their idealistic vision of a national socialist state.

They were also prepared to terrorize on a vast scale. Conventional wisdom is that terror doesn’t succeed because it alienates the population. Sadly, the lessons of history suggest the opposite is true. Fear shapes behaviour more strongly than dislike.

In Vietnam there were weaknesses that the Rhodesians never faced. US administrations held back from prosecuting the war with the ferocity and resources needed to win it, because of the wider conflict it could precipitate. Public commitment to the war back home eroded over time to the point where fighting on was politically impossible.

Hatred of foreign forces will mount

Lessons for Afghanistan?

► There can be no military solution without possession of territory. It would need “boots on the ground” numbering perhaps 400,000 NATO combat troops to occupy, pacify and hold enough of the country to win this war… numbers far in excess of those talked about, and far beyond what is politically possible.

► Firepower alone, no matter how overwhelming, cannot defeat a popular movement willing to accept dreadful casualties and with widespread support in the local population.

► Afghans hate any foreign forces in their country whether they be Brits (19th century), Russians (20th century) or Americans (21st century). And especially when they are underpinning a government increasingly viewed as worse than the alternative. That hatred will mount, the longer the conflict lasts.

► Foreign forces imbued with the morality of democracies and without the strong commitment of nationalist revolutionaries can never resort to the extremes needed to defeat them on their own ground.

► Nor do far-away democracies have the sticking-power to carry on fighting and dying for decades. Without a political settlement, fanatics can keep civil insurgency going indefinitely, especially where there are long, porous borders with sympathetic countries.

A prescient friend who advises me on these matters comments that there is “utter confusion of objectives” about why the NATO forces are fighting in Afghanistan.

“What are the war aims? To destroy Al Queda – which is no longer there? To defeat the Taliban – which is impossible? To bring democracy to people who don’t want it and don’t understand it? To promote development – like new roads that make it easier for the Taliban to move around? To bring in civil rights by changing the entire culture?

“Mission impossible.”

Political support back home for the NATO forces will continue to erode, especially as conviction grows that the battle against fundamentalist Islam has to be fought in other places, in other ways.

Although it’s a very depressing conclusion, the uncomfortable truth is that the war in Afghanistan cannot be won. The difficult decision is not how to fight it, but how to exit from it through a political solution.

Drunks, Sharks and Cancer Drugs

Freakonomics was one of the most interesting books of recent years when it was published in 2005, showing how incentives and disincentives – often obscure, yet sometimes very powerful – shape human behaviour. And how easy it is to attribute important changes to the wrong causes.

My favourite example was how the sharp fall in crime in the US in the 90s was credited to factors such as innovative policing strategies, more prison sentences, changes in the drug markets, aging of the population and tougher gun-control laws.

The authors showed that by far the most important cause was the legalization of abortion. Its effect was to reduce dramatically the number of children most likely to become criminals.

Now the authors, Steven Levitt and Stephen Dubner, have produced a sequel, SuperFreakonomics*, which offers equally fascinating holiday reading. 

Here are a few of the highlights:

► When you’re drunk, it’s much safer to drive home than to walk there. In the US, on a per-mile basis, a drunk walker is eight times more likely to get killed than a drunk driver.

► In India, where women in rural areas tend to be badly treated, their best friend has been the arrival of access to cable and satellite TV services. Where these are introduced, wives are less willing to tolerate being beaten, have fewer children, and are less likely to give favour to sons rather than daughters.

► Frightened of sharks? Don’t be. In 2001, when chilling tales of these marine predators made the front cover of Time magazine, around the world there were just 68 shark attacks, of which only four were fatal. Elephants, meanwhile, kill at least 200 people every year.

► Cancer drugs are the second-largest category of pharmaceutical sales in the US after heart drugs. Most of the spending relates to chemotherapy – but with most of the major kinds of cancer that treatment is ineffective.

“Consider lung cancer, by far the most prevalent fatal cancer… A typical chemotherapy regime for non-small-cell lung cancer costs more than $40,000 – but helps extend a patient’s life by an average of just two months.”

► In the UK trawling for potential terrorists through a database of millions of bank customers selecting not only on the basis of a Muslim name, but also much less obvious characteristics such drawing money from an ATM on Friday afternoons, marital status and renting rather than owning a home, yielded a list of just 30 “highly suspicious individuals” of whom “at least five” were “almost certainly involved in terrorist activities.”

► In the three years after the American Civil Liberties Union wins cases requiring states to reduce prison overcrowding by freeing some inmates, violent crime rises by 10 per cent and property crime by 5 per cent.

► In the US alone, tens of thousands of people die each year from preventable hospital errors such as wound infection. The best way to stop that happening is to prevent transfer of infections from one patient to others.

“Recent studies have shown that hospital personnel wash or disinfect their hands in fewer than half the instances they should – and doctors are the worst offenders, more lax than either nurses or aides.”

► If you accept that the theory that global warming is largely caused by human activity – the authors identify some of the important arguments that challenge this view – the answer is not hugely expensive measures to curb emissions of greenhouse gases, but simple technologies advocated by “geo-engineers.”

One solution – the so-called Budyko’s Blanket. Injecting sulphur dioxide into the stratosphere to mimic the cooling effect of volcanic eruptions could be done for just $100 million a year, compared to the $1,2 trillion every year advocated by the Nicholas Stern report.

* SuperFreakonomics is published by HarperCollins. ISNB 978-0-06-088957-9. I bought my copy through Amazon.com for $26.45. 

A Talkfest in Copenhagen

Next month there is going to be a hugely over-publicised conference in the Danish capital supposedly for the world’s leaders to hammer out a successor to the Kyoto Treaty on climate change.

Evelyn Browning Garriss, an expert in these matters, wryly points out in her Browning Newsletter that the delegates “will be meeting during one of the coldest years in a decade to devise a plan to fight global warming.”

Fortunately it now seems certain that the conference is going to be no more than a talkfest, with politicians making a lot of promises that, judging by past experience, will largely not be implemented.

I certainly hope so. All the controversy about climate change seems to me to be similar to those heated discussions centuries ago about how many angels dance on the head of a pin.
Whatever the reality – there is much more conflict among scientists on climate change than is generally recognized – the brutal truth is that there are far more important things on which to spend our limited resources, as I suggested in the October 10 issue of On Target.

I’ll add a specific suggestion. If Bangladesh with its 150 million people is threatened by rising seas caused by global warming, why not spend a tiny proportion of the money raised from taxing carbon emissions on building dikes to save them, as the Dutch did to protect themselves?

It would have the incidental advantage of providing a huge number of jobs and much-needed economic activity for one of the world’s poorest nations.

Finally, on a lighter note…

In a case brought by a UK carbonatic who had been fired for his extreme views, including publicly criticizing his boss for travelling by air, the judge ruled he was entitled to bring an action for wrongful dismissal under employment law banning discrimination based on religion or belief.

In other words, the judge classed climate change as a belief, not a scientific fact, thus putting it in a similar category as scientology or spiritualism and therefore incapable of proof.

Not quite what the claimant intended.
Bonds, Shares and Real Assets

Investment strategy: Here’s what Tim Price, the erudite director of investment at the UK’s PFP Wealth Management, is currently advising:

► Bonds. Given the uncertainties of the “fundamentally rigged” market in Treasuries, the real value and best chance of preserving capital is in the investment-grade sovereign debt of other countries, especially those outside the G7 group, “where meaningful credit spreads and yields still apply.”

► Equities. Because recent rises have been in speculative stocks, the most defensive shares are “still very attractively priced, with superior yields to government debt.” Arguably you would have less to lose in that group if things start to go wrong again.

► Absolute return funds. Price prefers those with broad asset-class diversification, and systematic trend following funds. That has been “the best-performing trading strategy in history,” and offers returns uncorrelated with the stock market as a whole.

► Real assets. Including, notwithstanding recent impressive gains, gold, silver and other precious metals. They offer protection against further currency devaluations.

“The beauty of an approach that takes into account all of these asset types is that it makes your exposure to the vagaries of market timing quite modest.”

Alternatively, Price remarks: “You could entrust your money to politicians, or to the banks – although these days that might just amount to the same thing.”

For further information, you can email him at tim.price@pfpg.co.uk
Offbeat Investment Ideas

Neil Woodford, one of Britain’s most highly regarded investment managers, has recently been making some unusual bets:

► Macau property. The “Las Vegas of the East” is the only place where Chinese can legally gamble. Midas Capital’s Nick Greenwood says: “There is a significant amount of fiscal easing being pumped into China and a lot will end up in Macau. Visiting restrictions from the mainland are being lifted and it looks very attractive on a long-term view.”

Woodford has invested in two funds listed in London – Macau Property Opportunities and Speymill Macau Property.

► Russian warehouses: Raven Russia is an unusual play on the theme of growth of the middle classes in emerging markets. It owns warehouses and, says analyst Stephen Peters, “is strongly positioned to exploit the long-term growth story in both Russian consumerism and trade.” The company is generating strong cashflow and is looking to start paying a dividend.”

► Law suits: Juridica, listed on London’s Alternative Investment Market, funds or part-funds legal actions, receiving percentages of any damages won.

One example is its $72 million loan to a huge anti-trust claim in the US being brought by several very large American companies against a group of mainly non-US suppliers.

If you’re nervous about investing directly, the low-risk route is to buy into Woodford’s Invesco Perpetual High Income Fund. Citiwire comments: “If one of these companies were to fail, it would have minimal impact on overall performance. If over the long-term they double or treble, it would still be small – but nevertheless beneficial. If any of them does go on to be a large cap of the future, Woodford will ride it all the way to the top.”

Tailpieces

Correction ahead: Jeremy Grantham of investment group GMO  expects the current share-market boom to peter out, perhaps early next year. 

This will happen as disappointing economic and financial data begin to reveal “the intractably long-term nature of some of our problems, particularly pressure on profit margins as the quick fix of short-term labour cuts fades away” and as it becomes clear how overpriced are stocks in the face of an extended difficult environment.

Next year US equities, as measured by the benchmark S&P500 index, could fall by 20 per cent or even more from current levels.

How did he know? The US Securities & Exchange Commission has yet to identify who carried out the ultimate insider-trading coup last year that netted him a profit of about $270 million in just six days for an investment of just $1.7 million.

The mysterious trader bought a series of options on March 11 that the shares of investment bank Bear Stearns would lose more than half their value in nine days or less.

That same day a highly secret meeting was held at the New York Fed attended by virtually everyone who mattered on Wall Street – except Bear Stearns. What happened there has never been revealed. But within hours the bank learned that it would not be saved from collapse by a government-led rescue. Its shares went into free-fall and Bear Stearns was forced to sell itself to JP Morgan Chase for just $2 a share, compared to the closing price of nearly $63 on March 11.

Strange how the SEC has been unable to solve this mystery, given its enormous powers and willingness to use them against so many others, sometimes when trifling amounts are involved.

Keep on spending: Although “fashionable pressures” will force most governments to make plans to cut their fiscal deficits over the medium term, they shouldn’t give any priority to acting on such plans until the outlook for the world economy is much better, argues the eminent British commentator Samuel Brittan.

Public-sector spending is going to have to continue doing the heavy lifting because “printing” lots of money is only going to have a limited impact on economic activity.

Brittan says that policy “works by encouraging business investment or personal borrowing. But… consumers are anxious to reduce rather than increase their debts; and we are not likely to see a Western investment boom sufficient to offset Asian surpluses when the economic mood is so pessimistic.

“Tax cuts and public spending have the great advantage of not adding to private debt.

“Of course, they add to public debt – but for governmental authorities that can print their own money, that is not the same thing.”

Buyers remain cautious: The divergence between the US share market (rising) and the consumer confidence index (flatlining) is “yet another sign that this not a normal recovery,” argues CLSA Asia-Pacific strategist Christopher Wood.

Consumers are probably not responding to reports that the recession is over because they can’t see the results. Unemployment is still rising fast.

Businesses don’t seem to be regaining confidence, either. According to an analysis by The Wall Street Journal, companies are holding more cash than at any time in the past 40 years. They are keeping their spending and their investing on a tight rein.

Pain lies ahead: Banks face a credit crunch as they are forced to refinance more than $7 trillion of maturing short-term debt by 2012, and a further $3 trillion by 2015, according to a study by the credit rating agency Moody’s. The flood of expiring debt will hit the US and the UK hard.

In the cheap credit boom, banks borrowed heavily at low interest rates. Now they face having to refinance at much higher rates. This will force them to charge individuals and companies more, and/or see their profits cut.

In the US $4.2 trillion in debt “largely of speculative quality” will come due over the next five years, particularly in 2012, says Caitlin Long of Morgan Stanley. A credit crunch then could force businesses to liquidate bad investments or force the Fed to revert to easy-money policies just when it wants to exit from its stimulus programmes.

Privileged client: Wall Street banks apparently received hundreds of millions of dollars from the Galleon hedge fund, currently the focus of an insider-trading scandal, for providing investment market information not disclosed to most of their other clients.

Income trusts: Although Canada is to start taxing these from 2011, it can be argued that they will nevertheless remain attractive investments as they will continue to thrive as businesses with reliably-growing cash flows and dividends.

Personal Finance’s Roger Conrad likes six of them that aren’t oil or gas producers, have low debt leverage and enjoy good dividend coverage: Atlantic Power Corp. and five funds – Bird Construction Income, Brookfield Renewable Power, Chemtrade Logistics Income, Pembina Pipeline Income and Yellow Pages Income.

They have an average divided yield of 10.6 per cent.

Dodgy accounting: For the 15th year in a row, the auditors have refused to sign off the European Union’s annual accounts because they are “materially affected by errors.” For example, one-ninth of grants from structural funds should not even have been paid out.

US policy attacked: Liu Mingkang, China’s chief banking regulator, says the combination of a weak dollar and low interest rates has encouraged a “huge carry trade” that is having a “massive impact on global asset prices.”

Where the future lies: America needs to re-tool its economy to “build on the global success of many US companies,” argues author and commentator Zachary Karabell.

“It must focus on inventing new products and generating new ideas, rather than defending the rusty industries of yesterday. Fights over healthcare and climate change are the cultural equivalent of fiddling while Rome burns.”

Safest jobs pay best: In Britain, after years of Labour government preference for those most likely to vote for it, the average public-sector worker now earns the equivalent of $525 a month more than the average private-sector employee, as well as enjoying much better pension and other entitlements.

UK dottiness diary: Child protection measures “bordering on insanity” have forced Loft, a theatre company, to stop using performers younger than 18 and to consider scrapping its youth theatre. Under existing rules it uses volunteer adults to chaperone child actors, staying with young people in dressing rooms, accompanying them to the lavatory and waiting in the wings to collect them when they come off-stage. From next year the rules get even tighter. All employees – probably even a stage carpenter or barman – will have to be screened and cleared by a state agency.

A Newcastle headmaster says such “ludicrous” rules have forced his school to scrap a visit by a hockey team of 13-year-old girls because cost-saving through accommodating them with pupils’ families would be illegal unless host families were all cleared by the state agency.

The mayor of Watford has banned parents from accompanying their own children to two of the town’s most popular public parks because they might sexually abuse them. She is employing child supervisors instead, because they have positive vetting from the state agency. (The latter, a friend points out, does not prove they are not pederasts, merely that they have never been caught).

A Dorset couple who wanted to take rubbish for recycling by foot instead of going by car were refused entry to the local dump because there was no “dedicated pedestrian access point.”

And finally… a young mother was fined the equivalent of $120 for feeding ducks on the pond in her local park. Completely quackers?

Seduced by the cult of equity: Retirement benefits of the Church of England’s ministers are under threat because its pension scheme decided to invest all its assets in shares towards the end of the bull market. Normally UK schemes only risk about half their capital in equities. With liabilities of the church’s fund now 76 per cent greater than assets, young clergymen face the prospect of pensions only half the level they previously expected.

Wise words: The government cannot give to anybody anything that the government does not first take from somebody else. When half of the people get the idea that they do not have to work because the other half is going to take care of them, and the other half gets the idea that it does no good to work because somebody else is going to work for them, that is about the end of any nation. You cannot multiply wealth by dividing it. Adrian Rogers, an American pastor and author.
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