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“The Financial ‘Agam-a-Gram’”

Joan M. Veon, CFP
The world no longer runs quietly, nor does it run smoothly.  Several years ago I wrote an economic newsletter and compared what was happening to a glass partially filled with water.  I asked, “Is the glass half full or half empty?”  How do we see the world and the events that are taking place?  Again, I am reminded of Pontius Pilate who asked, “What is truth?”  How do we interpret these events?   How do we really, really know?  

In today’s world, news headlines make the world go around—they make markets move.  Our hope is that we are positioned the same way as what the headlines are saying.  Is America in as bad a shape as the headlines tell us or do they “squeeze the Charmin” in order to change cycles and how we should be invested?  How are we to interpret the news which changes moment by moment?
Our quest for truth is seen in the headlines.  It is apparent that we do not live in a world where the values, mores and absolutes of 50 years ago no longer apply.  Watergate was about being righteous as long as no one found out what you were doing. We are faced with deceit, deception and distortion at every turn.  Is Martha Stewart guilty or is she an angel?  Who lied?  Will we ever know? What about Enron?  If you have enough money, can you go free in our judicial system or is there justice for all?
When I look at all of the things that are going on, I am reminded of a piece of art.  A number of years ago, a friend of mine bought an “Agam-a-gram” which is named after the Japanese artist who painted it.  What was so interesting is that there are two levels to the painting.  If you look at it from the front, you see one impression. If you move to the left or to the right, you see a totally different impression.  It is as if the “picture moves” with you.  Depending on where you stand or how you move, will provide you with three different impressions.   
Are we seeing the same thing in the financial markets? The Federal Reserve says that because of our debts and deficits, interest rates need to go up. The newspapers tell us that the wars in Iraq and Afghanistan are not going well and will require more manpower and probably more money.  Our government tells us that the economy is improving.  Which of these provides us with the picture we need in order to know if we are properly positioned?  They all do.  Let us take a look at the “Financial Agam-a-gram” that is before us. 
DEBTS AND DEFICITS

Background

The name of this economist should be imprinted in the minds of every person in the world. His name is John Maynard Keynes.  He is the father of “Keynesian economics” which has guided American economic policy since the time of Franklin Roosevelt.  Because America was in the midst of a major depression, Roosevelt called on Keynes who theorized that the way governments could get themselves out of a depression was to spend their way out, using debt.  Let us also recall that it was Franklin Roosevelt who, in 1933, forced individual citizens to turn in any and all gold, unless they were collectible coins. For those who are not acquainted with the history of our monetary system, when it was backed by gold, our $5, $10, and $20 dollar bills were called  “gold certificates” because you could present them at any bank at any time for the corresponding amount of gold.  Furthermore, under the gold standard, not only was our currency sound because of the gold necessary to back up its value, but whenever we had a trade imbalance with another country, a corresponding amount of gold was transferred between them in order to “balance the books.”    

There were two steps that changed the fixed, accountable currency and trading system to a floating one. The first occurred when Roosevelt confiscated private gold in 1933.  While private citizens could not own gold, foreign countries that held our gold certificates could redeem those certificates at any time at the “gold window.” 

The second step occurred in 1971 when President Nixon refused to convert to gold any gold-backed dollar certificates held by foreign countries.  Up until that time, foreign countries would accumulate our gold-backed dollars and store them in their vaults in order to collateralize their currencies because of the convertibility. By closing the gold window, Nixon basically converted the world’s monetary and trading system to one which floated. In other words, our dollar would have no backing but would change value according to “supply and demand” for our currency by other countries, central banks and powerful traders.  To explain the historical significance, the world’s monetary system was changed from a fixed currency to a floating one.  Not since the ancient trading routes during the times of the book of Genesis has the world’s monetary system been changed!  Before the use of coins and paper, tangibles such as gold, silver, jewels, animals and expensive clothing were used.  Nixon literally changed ALL of monetary history!!!  

Today when you hear that the dollar dropped against the yen or the euro, it is because our currency is only backed by “faith and trust”.  Basically, we have no way to protect our currency from marauders who are more powerful and who can buy and sell large quantities of dollars, euros, or yen to favor the position they have taken for monetary gain because they don’t have to worry about “balancing the books with gold.”  
Now what does this have to do with our twin deficits?  EVERYTHING!  After the First World War, we became the world’s dominant creditor nation.  Since the end of the Cold War, we have become the world’s biggest debtor nation.  Our current account deficit is $550B which is 5% of GDP.  Add to that our trade deficits of another $500B or another 5% of GDP or 10% GDP and $1T for both. 
Trade Deficit

As a result of exporting jobs and importing lower priced goods primarily from China, our trade deficit has risen substantially to over $560B versus $22B ten years ago.  According to Pat Choat, author of Agents of Influence, the U.S. is dependent on foreign suppliers for 72% of our medicines and pharmaceuticals, 51% of our metalworking machinery, 56% of our power equipment, 70% of our computer equipment, 67% of our communications equipment and 74% of our semi-conductor and electronics equipment.  To add insult to injury, U.S. manufacturers have lost nearly 16% of their workforce or 2.7M jobs over the last three years. This basically amounts to one in seven manufacturing jobs or about 80,000 per month since Bush was elected.  We now import more from China than what we import from Japan.  Furthermore, whenever U.S. domiciled companies import their goods back into the country, it increases our trade deficit.  One way to stop this is to TAX American corporations.  
Behind this problem is the problem of globalist government.  We have to understand that it is not a “Republican” versus “Democrat” thing.  It is globalism versus nationalism.  That is the bottom line.  Unfortunately we have a globalist Congress that is supporting globalist presidents from BOTH parties. 

Government Debt

In 1970, the public debt was $380B.  In 1975, four years after the U.S. went off the gold standard, it was $570B.  By 1980, it was $930B.  Between 1980 and 1985, we had one tax cut per year as Reagan passed massive income tax cuts.  As a result of no reduction in spending, the public debt increased by $1T to $1.945B!  Today, it is over $7T.  
The current “tax cut” bill has emerged as one of the most complex, special-interest-riddled corporate tax bills in years, according to lawmakers, Senate aids and tax lobbyists.  The 930-page epic “is packed with $170B in tax cuts aimed at cruise-ship operators, foreign dog-race gamblers, NASCAR track owners, bow-and-arrow makers and Oldsmobile dealers, to name a few,” as reported in the  Washington Post (4/19/04). Reporter Jonathan Weisman writes that “one of the tax lobbyists involved in it conceded the bill ‘has risen to a new level of sleaze.’”  Furthermore, it totals $2.4T and will leave a budget deficit of $521B with no additional funding for operations in Iraq and Afghanistan beyond September 30.  If the Bush tax cuts are extended, the real cost will not appear until after 2011.  There are great concerns about the amount of deficits America is acquiring.  
Between the Reagan-Bush years of 1981 and 1992, the deficit averaged 3.75% of GDP.  While Bill Clinton lowered government spending and eliminated the deficit, the current President Bush has cut taxes that have led to the current deficit climbing to 5% of GDP.  Government debt has risen by $1,000B or 7% greater than 2003.  The bulk of our unfunded future liabilities are in the form of Social Security and Medicare program expenses and will total 5 times our GDP over the next 75 years.  According to The Financial Times, “The increase in government debt since the Bush tax cut almost exactly matches estimates of the increase in net financial claims on the U.S. held by foreigners”  (Financial Times-FT, 2/3/04, 15).  Foreigners are lending to our government $1.5B per day to keep on spending. 
While deficits rise, corporate tax receipts have fallen to levels not seen since the Depression as you and I shoulder most of the tax burden.  This will only increase with the change over from a tax on income to a national sales tax or a consumption tax. 

Dollar

If we were to judge the strength of the dollar by its current value, we would say it is anemic.  The lower dollar has made it attractive for China and Japan to buy dollars to keep their currencies from sliding.  The $1.5B  we borrow from foreigners per day could climb to $3B per day.   Even Warren Buffet admitted, “Our country’s net worth, so to speak, is now being transferred abroad at an alarming rate.”  To offset this, he has bet against the dollar for the first time in his life by buying foreign currencies.  
The concern about the dollar is the buildup of dollars in Japan and Asia where they have high savings rates versus low savings rates in the U.S and the UK.  As our liabilities continue to build, especially as a result of the wars we are fighting, the dollar will need to fall further—if we are to combine international balance with a manageable external deficit-- which is the consensus in financial markets.  

According to Daniel Katzive at UBS, the dollar is at a 4½ month high against the euro. Most economists now expect the markets to price into interest rates, ¾ of 1% which will reflect the tightening of the Federal Reserve in the second half of the year to compensate for our twin deficits, the lack of strong private equity inflows and foreign central banks continuing to diversify their foreign exchange rates (FT 4/17-18/04, 11). 

THE FEDERAL RESERVE AND INTEREST RATES

Since September 11, 2001, the Federal Reserve has inflated our money supply by 19% a year.  This additional cash has helped to keep interest rates low and money available to support consumer and corporate purchases. Up until that time, they were inflating to halt the effects of the crash of the Nasdaq. After 9/11, we went to war. With every deployment of troops, the cost of war goes up which means the Federal Reserve has to pump more money into the monetary system.  This reduces the value of the dollar and increases the value of gold and other non-dollar assets.  

The housing boom that we have experienced is as a direct result of the low interest rates that the Federal Reserve has maintained.  However, in January, the Federal Reserve started to change the language it has used to keep interest rates low.  At its January meeting, the Fed dropped “considerable period” and announced it now “believes it can be patient” in deciding when to raise rates. This triggered a sell off in the market.  In February, the Fed said it will be “patient in removing its current policy accommodation” about raising interest rates.  Greenspan also called on Congress to restrain the growth of the federal budget deficit by adopting budget controls that would apply to new taxes as well as to new spending.  He also gave the government recommendations on how they could curtail federal spending growth, including reducing Social Security and Medicare benefits (this means privatization) and recommended retirement be postponed until 67.

In March, Greenspan said that interest rates are too low for long-term economic stability and will have to rise at some point in time.  At the end of March, Fed officials agreed to leave the federal funds rate at 1%, a 46-year low.  In 2000, this rate was 6.5%.  
In April, the government said consumer prices jumped 0.5% in March, bringing first quarter inflation to 5.1% versus 1.9% last year.  If inflation is not a problem, then the Fed can take its time raising interest rates to around 3 ½%, beginning in August  (BusWeek, 5/3/04, 46).
At the May meeting, Federal Reserve governors signaled interest rates would be rising and that inflation and deflation was in balance even though crude oil hit $39 bbl. and food prices have climbed 6% from the fourth quarter and 10% from the same period a year ago.  The Dow had no response other than to rise 70 points and then fall back 67 points.   Does it sound like inflation is under control?  I can tell you that inflation will be the next problem because of debts, deficits, war, and a glut of dollar worldwide.   

The fact that U.S. mortgage securities comprise the world’s biggest bond market and dwarfing the U.S. Treasuries market, at $5,309B is of concern to bond market analysts.   The last week in April saw the stock market fall by more than 245 points while all three major indicators fell to their lowest levels in more than a month.   While stocks fell for the last two weeks in April based on fears of rising rates, the Dow in response rose 70 points before falling 67 points.  In other words, it may have signaled that the markets have already adjusted for rising rates.  The real test will be what real estate does.
Real Estate

For several years now, the Bank for International Settlements in Basle, Switzerland, has been warning of a real estate bubble.  Richard Maybury in his “Early Warning Report” writes:
In the 1990s, the Fed returned to Keynesianism, putting us in a new era of hyper-bubbles.
First [we had] the Asian Tiger bubble, then the much larger tech bubble, and now the war bubble.  The real estate portion of this war bubble could make the land rushes of the 1800’s look tame. By and large, the dollar will continue to fall against land, buildings and almost any other tangible asset.
As a result of the sophisticated investment techniques, real estate has been “securitized.” Securitization is the process through which high-quality bonds and stocks are issued.  Through this process, the world’s markets are being changed.  Historically, wealth was created through manufacturing, exporting and direct investment. Through these methods, societies created wealth slowly over generations.  Now through the power of the market, wealth can be created faster.  More people, not only in the U.S. but worldwide, are buying shares of stocks and bonds with the hope of increasing their returns and yields.  The market has now become more powerful and more dominant than traditional government.  Everything except the kitchen sink is to be found in the markets:  stocks, bonds, currency, junk bonds, housing, credit, commodities and metals.  Even credit card debt and automobile debt is being “securitized” and put into the bond market.  Housing is securitized through  Fannie Mae and Freddie Mac.  In addition, banks are no longer holding the mortgages they create, but are spinning them off into the bond market.
Real estate loans are up 19% as of April 1.  Home values in Los Angeles County posted the highest increase in 15 years in March where the average price of a house was up 29%.  In San Diego, housing is up 17% from a year ago and in Baltimore, the average sale price jumped 20% in March. This is the highest year-over-year price increase in five years.  Needless to say, in many areas of the country, this kind of increase is being repeated.  

What will happen when interest rates rise?  Dr. Malcolm Knight, Managing Director of the Bank for International Settlements recently warned, “Higher interest rates would well undermine present asset valuations.”  Will rising interest rates reduce the value of homes since fewer will be able to afford them or, as the Economist magazine pointed out, a rise in rates “could help to avoid another dangerous bubble by warning investors and homebuyers that asset prices cannot rise forever.”  In other words are interest rates creating a “Nasdaq bubble” in housing values?   
WAR and DEFENSE
For years I have read Richard Maybury’s “Early Warning Report.” It was because of his study of the Middle East that he developed what he calls “Chaostan” to explain world events from a political-religious point of view. Chaostan is comprised of all the Muslim countries and how they react to non-Muslim countries.   Maybury writes:
Chaostan is the land of the great Chaos.  It is the area from the Arctic Ocean to the Indian Ocean and Poland to the Pacific, including northern Africa.  Chaostan contains thousands of nations, tribes and ethnic groups who have hated and fought each other for centuries. 
The region contains 81% of the world’s known crude oil. For seven decades the Kremlin sat on Chaostan like a lid on a pressure cooker.  In 1989 the lid blew off.  Since then, more than 100 conflicts have erupted, killing over five million, nearly all in Chaostan.  Washington has become involved.  US troops are already operating under combat conditions in Macedonia, Iraq, Kosovo, Bosnia and Afghanistan.  
According to Maybury, more than 11,000 troops have been killed or medically evacuated from Iraq which is the worst casualty rate of any US war in history.  Unfortunately, we now know that Saddam did not have weapons of mass destruction.  So why did we invade?  There are those who say it was for the oil reserves since America does not have enough oil and is now dependent on the import of foreign oil, it was a necessity to secure a long-term oil supply—Iraq.   Iraq contains 10% of the world’s supply of oil or 113 billion barrels.  

Add to the war in Iraq, the “axis of evil” which includes the governments of Iran, Iraq and North Korea as well as Libya, Syria, Chechnya, Sudan, Cuba and possibly Yemen.  It appears that war is going to be America’s permanent economic stimulator.
Currently, Iraq is being seen as “Bush’s Vietnam.”  The Sunnis and the Shiites have now put aside their differences to fight Americans.  Furthermore, we are now fighting hundreds of covert squads who are on their own and making their own decisions—without any leader.  In early April, seven South Koreans, three Japanese, one Canadian and two Arab residents of Israel were abducted.  Now we are learning of great savagery on the part of American soldiers.
From a spending standpoint, the military budget is reported at about $400B per year but economist historian Robert Higgs says it is much greater than that since the State, Defense, and Energy Departments all have defense spending included in their budgets.  Every time we add troops to Afghanistan or Iraq, we are printing more dollars to pay for the war.  This could be very inflationary in the long run.  
Anais Faraj at Nomura believes the U.S. war in Iraq will be a very long and costly undertaking.  He says, “On balance this points to higher oil prices, a larger U.S. fiscal deficit and downside risks to US bonds and the dollar” (FT, 4/17-18/04, 11). 

THE ECONOMY AND RECOVERY

Now we will move slightly to the left as we view our “Financial Agam-a-gram.”  What is the real picture of the economy?  We are told the economy is in recovery but can we have a “jobless recovery”?

As I have considered the loss of jobs in America, the loss is two-fold: as a result of the internet and outsourcing.  Electronic commerce between countries has eliminated time and borders.  It has increased productivity to its highest level in history.  In the Lexus and the Olive Tree, writer Thomas Friedman explains “Java Around the Clock.”
IBM computer programmers at Tsinghua University, Beijing write software using Java Technology.  Their work is sent over the Internet to IBM facilities in Seattle.  There programmers build on it and use the Internet to zap it 5,222 miles to the Institute of Computer Science in Belarus and the Software House Group in Latvia.  From there it is sent east to India’s Tata Group which passes software back to Tsinghua by morning in Beijing.  “We call it java Around the Clock.  It’s like we’ve created a 48-hour day through the Internet,” says John Patrick, Vice-President of IBM Internet Technology.  

Just as we have seen the White House outsource the President’s Council of Economic Advisers to India so that it can save $30 million, other government jobs are being eliminated or outsourced.  I am told by a lot of different people that when the government eliminates a job, no one is being hired to fill it.    It is anticipated that in the next 15 years, American employers will move about 3.3 million white-collar jobs and $136B in wages abroad.  That is up from $4B in wages in 2000.  How much can our economy withstand?  
While there are those who say outsourcing and free trade are bad, there are those who point to the 2.9M jobs created by U.S. based multinationals overseas which also created 5.5M jobs inside the U.S.  On the other hand, we have Honda that employs 16,000 people in Ohio and another 6.4M Americans across the country who draw their paychecks from foreign companies.  

It appears that we are in an “adjustment” period with regard to outsourcing and the loss of U.S. jobs due to the Internet and free trade.  I am not a free-trader.  To those who say free trade is good for America, I point to our Forefathers and what they wanted for us. We have no insurance that the loss of jobs will strengthen our economy.  What it does point to is that the standard of living for most middle-class and lower level Americans will fall.  
Most recently at the Group of Seven Finance Ministers, U.S. Secretary of State John Snow praised the global recovery that is occurring.  Orders to U.S. factories for big-ticket manufactured goods rose strongly in March with new orders for durable goods such as vehicles, appliances and equipment jumped by 3.4% in March according to the Commerce Department.  Other reports include strong retail sales and a 308,000 gain in non-farm payroll jobs last month.  For the first three months of 2004, the nation’s economy grew at 4.2%.  Wage and salary increases continued to be anemic and were outpaced by a big jump in employee benefit costs.  Said Dana Saporta, an economist at Stone and McCarthy Research Associates, “These lackluster gains in wage and salary income, if sustained, would be a decided negative for consumption over the rest of the year when you take away the stimulus from mortgage refinancing and [last year’s] tax cuts losing their kick.”   

With the stock market dropping at the end of April, for the year, the Dow is down (2.18%), Mid-Cap stocks are up 1.26% while emerging markets which were up almost 10% for the year are now up 1.85%.  The last week in April was the worst week for Nasdaq stocks in two years as it dropped more than 6%.  The reason:  the Middle East and fears of rising interest rates.  The price of gold has dropped from a 10-year high of $426 oz. to $397 oz.  That is partly the result of talk in Europe that central banks in cash-strapped nations such as France, Germany and Italy might sell off some of their gold to finance budget deficits.  They have about 12,800 metric tons while the U.S. has 9,888 metric tons.  
It appears that the whole economy is in a time of RE-POSITIONING.  Rising interest rates are beginning to make an impact.  I agree with Anais Faraj (above) from Nomura who believes rising interest rates (as well as the war in Iraq and Afghanistan) point to higher oil prices and our twin deficits which will continue to drag the dollar down.  Furthermore, while gold has dropped 20%, I believe that it will rise again, a result of the dollar, deficits, and war.   

Summary

While a physical war is being fought in Afghanistan and Iraq, there is an economic war being fought in the United States.  This war includes loss of jobs through the internet, outsourcing, privatization and the reduction of subsidies as well as the elimination of import quotas on clothing and textiles in 2005.  Add to this a growing federal deficit coupled with trade deficits and a weaker dollar.  Furthermore, making the Bush tax cuts permanent will not help the deficits either.  At this point, we have very little choice except to add to the debt in order to keep the economy stimulated—whether it is by war or going to Mars.  
Furthermore, we are in the process of tearing down walls between the nation-states.  Part of this involves eliminating tariffs and subsidies and allowing clothing and textiles in from other countries.  It will slash prices in the U.S. and Europe.  Under a 1974 global pact called the Multi-Fiber Arrangement, 47 nations each gets a share of the European and U.S. markets for clothing and textiles.  Now because of slave labor in China, those 47 nations are concerned—in order to compete, they will have to drop their costs in order to compete with China.  
There are those who write about our financial system imploding. Dr. Kurt Richenbacher has shown that over the past several years, it has taken increasingly higher levels of debt to generate each additional dollar of GDP growth.  First it was $3 of debt for every dollar of GDP growth, now it is $7.  In response to a dollar that has no backing, the euro has a 14% gold backing while the Muslim countries are looking to transfer to the gold dinar system recently put in place by the Malaysians.    

We do not know how the wars in Afghanistan and Iraq will turn out—nor if we will end up invading any other “evil axis” country.  It is true, the economy has “turned a corner” but it has done so with debt.  
In closing, let me say it this way: I like art.  I am not an art expert.  I have purchased some good art—whether or not it is fine art is in the eye of the beholder.  I happen to own a lithograph by Prince Charles and another painting by a South African artist that cost as much as the one by the Prince.  I have known people who have very fine pieces of art – some of those pieces have tripled in the last ten years.  Like beauty, art and the meaning of the picture, how it was painted, when it was painted, etc. is in the eye of the beholder.  So too is the economy and the “Financial Agam-a-gram” that has been painted for you.    

How you view the Financial Agam-a-gram will depend on where you are standing—in front, to the left or to the right.  Based on where one has been positioned for the past year or so, I do not see a whole lot of change.   Our economy is on a collision course with rising fiscal and trade deficits.  Our job market is going through a total evolution that will effect many; our standard of living is going to change as a reflection of a world without borders, which also reflects the changing structure of government that we have.  
Gold, silver and other precious metals are important.  While they had a sell-off due to central bank selling, according to metals expert David Morgan felt it would be wiser to stay invested as he expects a quick turn-a-round recovery.  The following quote from Henry Hazlitt explains what gold is, “The great merit of gold is precisely that it is scarce; that its quantity is limited by nature; that it is costly to discover, to mine, and to process; and that it cannot be created by political fiat or caprice.”  Diversifying out of the dollar is needful, and investing for war and inflation is also a must.   







***********

Note:  In the June edition, we will revisit the subject of the Bush tax package.  One year ago, I did a very in depth report of the proposed tax package and saw that he is changing our entire tax structure from a tax on income where the middle class has deductions to one in which it will be a national sales tax of 23-24% which could very quickly lead to a value added tax structure. 
