FRIEDBER(’S

COMMODITY & CURRENCY COMMENTS

Friedberg Commodity Management Inc.

Volume 19, No. 6  July 27, 1998

Spinmeister Rubin vs. reality

by Steve H. Hanke

Shortly after the Asian crisis began to engulf the region last
summer, President Clinton told us not to worry. After all, he
assured us that the whole thing amounted to nothing more than
a "glitch in the road." And what a glorious glitch it has been!

The depression in Asia is now gathering steam, and the
Asian flu is starting to spread into international markets.
Sensitive commodity prices, measured by the Investable
Commodity Index, have fallen 20% from their peak in
October 1997, and for 1998, they are down over 13%, with
cotton being the only major commodity to eke out a gain for
1998 (+4%).

And with the US trade deficit widening to a record of
$15.75 billion in May, even the ever-Panglossian Wall Street
economists are starting to worry that the Asian flu might
spread to the US economy. Indeed, a deterioration in the US
balance of trade absorbs growth in domestic demand, and a
beneath-trend growth in domestic demand will eventually be
required to make a large resource shift into the balance of
payments. However, rapid money growth, sky-high equity
prices, and a buoyant housing sector suggest that the adjust-
ment might be deferred for a few quarters.

That said, many analysts admit that the Asian turmoil is
already taking a toll on US growth. Indeed, the output of
goods and services shrank at an annual rate of 1% in the
April-June quarter, a startling turnaround from the 5.4% first-
quarter growth rate and the first output decline since the
1990-91 "recession."

How could so many have been so wrong? Among other
things, they read the press, and alas, they do so with an
uncritical eye. Beware of the financial press, particularly
when the press corps is at the feet of a master spinmeister,
namely US Treasury Secretary Robert Rubin.

The problem is that the spin has little to do with reality.
Rubin and his deputy, Lawrence Summers, another Professor
of Rotational Medicine, have convinced the press corps that
whatever the economic problem, they, in concert with the
IMF and G-7 finance ministers, have the solution. Indeed,
Rubin and Summers are working on the spin fulltime, and the
press corps are most accommodating. If you question this
thesis, just read the glowing portrait of Rubin and Summers
painted by Jacob Weisberg in "Keeping the Boom from
Busting," a long-winded piece in The New York Times

Magazine of July 19, 1998.

But, maybe the bright boys at Treasury aren't as clever as
they, and the press, would have us believe. It is clear that they
haven't been able to diagnose the Asian flu and have failed to
provide a cure. Never mind. They are spinning a new tale
about that, too. As The New York Times of July 6 put it, the
Asian flu has never shown up in the real world or in any text-
book before. Consequently, as bright as they might be, we real-
ly can't blame Rubin and Summers for missing the mark on
Asia. Wait a minute! Let's not let Rubin and Summers off the
hook as quickly as did David Sanger of The New York Times.

Contrary to the spin doctors' assertions, the Asian crisis
has all the hallmarks of a classic Austrian business cycle, a
topic that was fully developed by Austrian masters, like
Hayek, Machlup, Mises, Robbins, Ropke, and Strigl. And
yes, it's all in the textbooks. Indeed, the great Austrian,
Professor Gottfried Haberler, devoted an entire chapter of
Prosperity and Depression (1937) to over-investment theo-
ries of the business cycle.

As the Austrians have analyzed so well, excessively easy
credit results in an investment boom. This produces real mal-
adjustments, with too much investment in capital-intensive
projects used Lo produce capital, rather than consumer goods.
In consequence, the booms must end badly, in busts. And if a
credit contraction accompanies the busting bubbles, the busts
often create a secondary deflation. This script has been fol-
lowed with great precision in Asia.
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In Asia, the credit to the private sector was excessively easy.
Everyone was chasing high yields in Asia, as well as in other
emerging markets. Carry trades — the interest rate arbitrage tech-
nique of borrowing in low-yielding currencies, primarily the
Japanese yen, and lending in the higher-yielding Asian currencies
— were the order of the day. This created a private sector credit
explosion, resulting in an Asian investment boom.

Who was supplying the credit to fuel the boom? Contrary to
press reports, it was not the hedge funds. According to the IMF
report Hedge Funds and the Financial Market Dynamics (May
1998), the hedge funds amounted to small potatoes in Asia. The
international banks supplied the lion's share of credit in Asia, fol-
lowed by the international bond markets. Chart 1 summarizes the
role of banks and the international bond markets in fueling the
credit boom. The explosion of credit from those sources in 1995-
97 Q3 is truly astounding, and so is the reversal in 1997 Q4. The
reversal is of particular importance because it suggests that in
addition to a bust, Asia will suffer from an Austrian-type sec-
ondary deflation.

The opportunity for banks to take advantage of the moral
hazard served up by the IMF in Asia was too great to resist. Chart
2 shows just who participated in the reckless lending. The
Japanese banks have over 100% of their capital exposed in Asia,
and banks in Canada and Europe aren't much better off, with
almost 50% of their capital exposed. The Asian bust will no
doubt end like the Latin American bust of the 1980s, with the
banks taking big haircuts. The sooner the better. Indeed, the
1980s was a "lost decade” in Latin America, primarily because it
took the banks from 1982 until the Brady Plan of 1989 before
they recognized their folly and agreed to haircuts.

This brings us back to the Asian flu and just how off-base the
boys at the US Treasury and the IMF have been. With an Austrian
over-investment boom, there must be a bust. But the IMF poli-
cies in the region have made the bust even bigger than it should
have been. The boom created excess capacity, supply was greater
than demand. When the air started to come out of the credit bal-
loon, the IMF came in with its usual cure, fiscal austerity. This
medicine was prescribed for countries in which the public sec-
tor's fiscal balances weren't too bad. The easy credit had been
going into the private, not the public, sector. Fiscal austerity acted
to depress domestic demand even further. Consequently, the gap
between supply and demand widened further.

The IMF also encouraged the Asian countries to adopt man-
aged floating exchange rates. In countries with little central bank
credibility, this meant that interest rates would have to be rela-
tively high, so that the exchange rates could be stabilized to avoid
further devaluations and the importation of deflation. These rela-
tively high interest rates have further depressed domestic
demand, acting to further widen the supply-demand gap.

Asia is caught up in a classic Austrian boom-bust cycle. And
armed with the wise advice of Rubin and Summers, the IMF has
made the bust even worse by imposing fiscal austerity and man-
aged floating exchange rates. But this isn't the end of the story.

Japan is the world's second-largest economy and the poten-
tial locomotive to help pull the Asian economies out of their

slumps. If Japan's domestic demand was booming, it could help
close those supply-demand gaps in Asia. The problem is that
Japan is in the middle of a nasty slump.

Enter Rubin and Summers. In Japan they are preaching old-
time religion: Keynesian pump-priming. According to them, a
fiscal expansion — tax cuts and more government spending — will
pull Japan out of its slump. This medicine won't work. Indeed, it
might even make the patient worse.

The effectiveness of fiscal stimulation seems to hinge on the
mysterious factor "confidence,” something Keynes himself laid
great stress on. When fiscal deficits are relatively large and the
state of confidence is low, as they are in Japan, a fiscal stimulus
fails to prime the pump, because it isn't credible. Entrepreneurs
and consumers know that an ever-looser fiscal stance today will
bring higher taxes tomorrow. Consequently, they respond to a fis-
cal stimulus by making provisions so that they can eventually pay
the taxman. The stimulus goes [or naught, or worse.

It's time for the Japanese to wave off Rubin and Summers.
What's needed to pull Japan out of its deflationary slump is a set
of credible macroeconomic policies. A tad tighter on the fiscal
front, please. Indeed, Japan should close its huge fiscal deficit by
reducing government outlays. The Japanese government has
already wasted enough money on unwanted public works.

But how can a fiscal consolidation stimulate an economy? It
can do so if the Keynesian fiscal multipliers are negative, not pos-
itive, Contrary to the textbooks, multipliers are negative when fis-
cal deficits are large and confidence is low. For example, the
experience of the 1983-86 Danish and 1987-89 Irish stabilization
programs shows that fiscal consolidation and tightening stimulat-
ed economic growth and brought down unemployment. The fis-
cal multipliers were negative. Even the IMF, in the World
Economic Outlook of May 1995 makes the case for fiscal tight-
ening in cases like Japan's, where deficits are high, confidence is
low, and fiscal multipliers are negative.

What about monetary policy? The Bank of Japan should
expand its balance sheet rapidly by purchasing government paper
and thereby putting more money into circulation. This would cor-
rect for Japan's overly tight monetary policy. Indeed, broad
money grew at only a 3% annual rate from 1993 to 1997 and is
currently growing at about only 4%. To stabilize prices and stim-
ulate domestic demand in Japan, broad money should be grow-
ing at double that rate, or §%.

The combination of a tighter fiscal and looser monetary policy
will do the trick in Japan. After all, that mix pulled the United
Kingdom out of the Great Depression. Indeed, the 1931-37 recov-
ery was associated with a sharply contractionary fiscal policy cou-
pled with an expansionary monetary policy. The fiscalists' claims —
that a fiscal expansion is necessary for a recovery and that a mone-
tary expansion will merely "push on a string” — don't hold water.

Unfortunately, a tighter fiscal policy is probably not in the
Japanese cards. Japan has already flip-flopped and swallowed the
Rubin-Summers fiscal potion. Japan has also taken the stronger
yen bait provided by Rubin-Summers. This macroeconomic pol-
icy mix is a deadly cocktail that will keep the Japanese economy
submerged. It will also ironically lead to a weaker yen. Thanks to
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the bright boys in the US Treasury, Japan will not be an Asian
locomotive.

It's time to pull the plug on the Professors of Rotational
Medicine. The Asian flu isn't going to be cured anytime soon.
And it will infect the US. As David Dreman documents in his
recent book, Contrarian Investment Strategies, analysts'
earning forecasts are biased and consistently overoptimistic.

This bias coupled with overconfidence can be extremely dan-
gerous, particularly when there is a virus in the air and stocks
are highly valued.

Steve H. Hanke is a Professor of Applied Economics at
Johns Hopkins University, a regular columnist for Forbes
magazine, and vice-chairman of Friedberg Mercantile
Group, Inc. of New York.

Chart 1
CHART 1 INTERNATIONAL BANK AND BOND FINANCE FOR ASIA*
$bn Annual rates Actual rates
1995 Q1-1996 Q3 1996 Q1-1997 Q3 1997 Q4
Net interbank lending 43 11 =31
Bank lending to non-banks 15 11 -1
Net bond 1ssuance T b s 32 1
Total 75 54 -31
Memorandum item 1995-1996 1997
Net equity inflows 17 2
* South Korea, Indonesia, Malaysia, Philippines, and Thailand
Sources: BIS, IIF
Chart 2
CIIART 2 Bank Lending to Emerging Markets
US$b, end June '97 % of bank capital
us Japan | Canada EU us Japan | Canada EU
Asian emerging markets 433 | 2714 15.4 3533 12.4 110 46.1 48.5
I'ive crisis countries® 23.8 97.2 3.9 98.1 6.8 39.2 11.8 13.5
China 2.9 18.7 0.9 28.1 0.8 7.6 2.6 39
Taiwan 25 3 1.7 14.4 0.7 1.2 5.2 2
Singapore & Ilong Kong, 14.1 | 1524 8.9 212.8 4 61.5 26.6 29.2
Ilastern Furope and Turkey | 14.9 6 0.4 92.6 4.3 2.4 1.3 12.7
Russia 7.5 0.8 0.00 45.5 2:2 0.3 0.1 6.2
Latin America 60.3 14.5 9.8 125.7 17.3 3.9 29.4 17.3
Total Emerging Markets 119 | 291.9 25.6 571.6 34 118 76.8 78.5
* South Korea, Indonesia, Malaysia, Philippines, and Thailand
Source: OFCD lieonomic Outlook, June 1998
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STOCK MARKETS

Hook, line, and sinker

As the foundations of the greatest bull market in history were
being eroded day by day, the few remaining bears searched
for clues to the Big Kill. They may have found it.

First some evidence that the bull's days are numbered.
Earning gains are vanishing, companies' financial balances
have turned negative — certainly in the UK, which is cycli-
cally just a few months ahead of the US - core US inflation
has accelerated this year to 2.5% from 2.2% last year (over-
all inflation has been lower thanks to the dramatic fall in
petroleum and other tradable goods, an effect that will
become increasingly smaller in the future, even if prices con-
tinue to fall), and what is worse, productivity growth will be
negative in the second quarter and unit labor costs will be up
on some estimates by as much as 5% plus. These are the mak-
ings of a painful inflationary recession.

Fewer and fewer issues are joining the advance, which is
understandable in view of the growing realization that corporate
earnings are coming under pressure. Significantly, Internet stocks
with absolutely no earnings, and no prospects for earnings for
years to come, have turned into the market's darlings: They can-
not come under the measuring rod of all other mortal enterprises.

In the technician's parlance, market breadth has been
abysmal (see Charts 3 and 4, particularly the high-flying
Nasdaq). Still, these factors do not provide a timely signal for
the end of the move. Given the madness of the herd, one who
stands in front of it can be trampled to death while crying that
the animals are visibly undernourished.

What, then, can signal the end? The hook, sometimes

called the trap: a widely advertised market move to new
highs (and conversely, to new lows) that is promptly aborted.
In the writer's experience, this signal has been one of the
most reliable indicators of the end of a move. The logic is
intuitive to the highly sensitive souls of trained traders: If the
market lacks follow-through on a well advertised move, its
buying power has almost certainly been spent out.

Now examine the chart of the Dow Jones Industrial
Average, still the most widely followed stock index in the
world. Note that it was not until July 15 — that the old faith-
ful index bettered the historic high last recorded on May 4 at
9262 (even though the more diversified and broader indexes
such as the S&P 500 and Nasdaq had already bettered their
May highs weeks earlier). Note furthermore that just a few
days later, on July 20, the breakout to new highs was effec-
tively aborted as the market closed below 9269.

Here, then, we were witnessing the possible exhaustion
of buying power, the first such sign since the bear move of
1990. We observed the exact same phenomenon in the UK
(see Chart 6). Some of our readers may think that we are
grasping at straws. Perhaps we are. But we are also con-
vinced that the bull market is on its last legs and that sooner
or later sellers will be hugely rewarded. As long, of course,
as they don't get trampled over. The hook, we believe, may
not only signal the end, but it will certainly show us the exit
should we be proven wrong: a move above 9367.

STRATEGY: Sell with impunity
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BAILOUTS

The too-large-to-fail doctrine: from banks to nations

The bailout of Russia’s creditors and investors raises once
more the highly disturbing issue of “moral hazard,” an
issue that was first raised in connection with countries,
after the Mexican bailout in 1995. These bailouts foster
excessive risk-taking by emerging-market investors.

The Mexican bailout fostered a wild lending and
investing binge in Southeast Asian nations. Their bailouts
have, in turn, sent investors to Russia, Brazil, and Poland,
making sure at each step of the way the emerging country
was large enough to cause serious consternation at the US
Treasury (Estonia and Lithuania clearly would not pass
muster, because their failure does not put the world at risk).

As more and more investors learn of the opportuni-
ties of investing in high-yield securities (like Russian

ruble T-bills yielding 150%) underwritten by the
International Monetary Fund, the World Bank, and the US
Treasury, the stakes grow exponentially. The dangers to
the world economy, too, are growing exponentially,
because of the dead weight of billions and trillions of ill-
invested dollars and because IMF conditionality is high-
ly contractionary. Thus, in the wake of its most recent
rescues, the IMF has been spreading austerity and
depression — an unworkable recipe in a world where
trade is imploding. ;

In the end, the bailout requirements will overwhelm
the resources of the IMF and its industrial backers, who
will no longer be able or willing to come to the rescue. At
that point, the losses will be absolutely staggering.

July 27, 1998
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NEW ZEALAND

Assessing the medium-term prospects
for the New Zealand dollar

As our readers are aware, over the past decade and a half, we
have had a love affair with New Zealand assets and by exten-
sion, with New Zealand dollars. This affair has suffered some
relapses from time to time, but on the whole, it has been an
exhilarating and profitable experience. Not the least because
New Zealand has enjoyed decent and enlightened govern-
ments that have restored to prime health this once-socialist
haven.

After the last election (held under the auspices-of a-new
political scheme that has given representation to smaller par-
ties and opened the possibilities of coalition politics — in retro-
spect, a sad mistake), we expressed misgivings about the future
because we saw the spirit and momentum of economic reform
come to a near-standstill. It had become clogged down in the
politics of coalition, forcing the majority party into outsized
concessions to a small, right wing, nationalistic partner.

Meaningful privatizations were put on hold, planned tax
cuts were postponed for a year, and large spending increases
were activated. As a result, budget surpluses were eroded.
What is worse, the dead weight of government was increased
via more spending and more regulation. All this was foreseen
in our post-election analysis.

The events that followed did not surprise us. With some
trepidation, however, we kept the faith. The institutional
foundations were solid and unlikely to be uprooted in a short
electoral cycle, the presumptive damages were reversible (a
little extra spending, a postponement of tax cuts, an absence
of privatizations), the corporate sector was (ultra) conserva-
tively capitalized, the banks (practically all branches and sub-
sidiaries of large international lenders) enjoyed impeccable
balance sheets and were subject — thanks to an inspired
Reserve Bank of New Zealand initiative — to a maximum of
market discipline. Most of all, unlike its Southeast Asian
neighbors, New Zealand exuded confidence because of the
transparency, integrity, and orderliness of its institutions. '

Unfortunately, this confidence sideswiped us, costing us
dearly in the past 15 months. We had not imagined that the
Asian crisis — as clearly as we had seen it and foreseen it (see
“Fraying at the edges,” in our April 1997 issue) — would affect
this jewel of the Pacific. We were naive, and we were wrong.

Events such as have occurred in Southeast Asia are once-
in-a-lifetime breakdowns of the economic order. Eventually
they engulf the entire world, bad girls along with the good.
We knew that too then, as we made clear in a series of arti-
cles commencing in 1997 and still running now. But we did
not think that a small and healthy player such as New
Zealand would be terribly affected, hoping that even in a
depression there are gradations of economic suffering.

In the end, we may still be right, as New Zealand may
escape, barely touched by the economic holocaust, at least in
terms of lost output and the existence of much idle resources. But
in the meantime, share prices have fallen 20% from their highs,
and the New Zealand dollar, affectionately called the “kiwi,” has
depreciated a thumping 16.18% in trade-weighted terms.

There was one other consideration that kept us from
becoming more defensive. The foreign exchange community
had become obsessed with New Zealand’s large current
account deficit, running somewhere in the area of 7% to 8%
of GDP. This made it an easy comparison with Thailand and
Mexico just before their financial nosedives. Admittedly, the
deficit was large and the comparisons had superficial attrac-
tion. Qualitatively, however, we knew that there was a sea of
difference between them.

More than half of the inflows went to finance foreign
direct investment, which by nature is viewed as long-term
and relatively stable. From the balance, a substantial portion
went to finance New Zealand corporations (many of which
themselves are foreign-owned) and possibly another equal
portion went to finance household consumption, primarily
housing. The latter was intermediated by highly solvent
banks. The available evidence suggests that both corpora-
tions and banks have hedged their foreign exchange expo-
sure, simply good practice in a floating currency regime.

This, of course, was not the case with Mexico and
Thailand, or for that matter Korea, Indonesia, China, and the
Philippines. In these cases, semi-fixed exchange rates encour-
aged rank speculation in the form of unhedged borrowing,
taking advantage of dramatic interest rate differentials. In the
end, sharp devaluations bankrupted corporations and banks,
leaving behind a trail of disasters, from mounting unemploy-
ment to rising taxes to help cover depositors” losses.

Moreover, highly speculative capital had also driven up
asset prices, particularly commercial real estate and shares.
In fact, the mark of such highly volatile and opportunistic
capital was the asset bubble that it created in the entire
region. Asset deflation followed its quick exit, aggravating
the crisis. (We are not making a value judgment of specula-
tive capital; we appreciate its value but also understand that
it is swift on its feet when confidence wanes.)

New Zealand, by contrast, has shown no such signs of
speculation, allowing us to take some comfort from its high
rate of external borrowings (current account deficit). In our
opinion, the bears had misperceived the situation, another
reason for not taking protective cover.

It was the faltering yen, however, that was in fact calling
the shots throughout the region. Most of the Southeast Asian
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nations, pegged as they were to the US dollar, enjoyed enor-
mous competitive advantage during the period of the strong
yen, in particular in the first half of the "90s. Trouble began
to brew when the yen commenced its long descent from the
rarefied $/¥80 rate in early 1995. By mid-1997, with the yen
back to 125, the regionals had “lost” or given back 35% to
40% of their advantage. It was only a matter of time before
some sort of equilibrium was reestablished.

The enormous inflow of short-term capital into the
region postponed the necessary adjustment, financing an
ever-larger current account deficit. When the inflow turned
into outflow, the exchange rates of the regional currencies
dived, way overshooting their tentative equilibrium. Without
having to make repayments on the debt, and therefore with-
out having to build a large surplus on,current account. it
would be reasonable to expect Southeast Asia/yen rates to be
slightly more expensive than the 1995 lows. With the need to
make enormous debt-service payments, however, the rates
may have to settle at just under their lowest point for the
decade. This is in fact what is happening. The currencies of
nations that are making serious adjustment efforts, such as
Korea and Thailand, have recovered in recent months from
their panic lows and are settling at levels just below those
prevailing in 1995. (See Charts 9 and 10.)

Australia and New Zealand, on the other hand, not bur-
dened with extraordinary debt servicing efforts, may settle
somewhere between their best and worst levels of the past
decade (see Charts 7 and 8), effectively where they trade
today.

Please note that this assessment does not take a view of
the NZ$/US$ rate, because it considers the NZ$/yen rate to
be primary, and the former only secondary, or derived. To
obtain the former, one would have to first forecast a US$/yen

NZD/JPY

Chart 7

rate and then derive accordingly the NZ$/US$ rate.

What could go wrong with this medium-term scenario?
» First, a continuous and more severe fall in its terms of
trade. Since a high proportion of New Zealand’s export
sector is in primary commodities, a large drop in world
prices of wool, timber, dairy products, and meat products
could worsen the trade deficit. Given our world economic
outlook, this is a rcasonable probability.

Second, an early election that sees (quite) left-of-center

Labor form a government. Such an event would have a

negative impact on capital flows. At this moment, this out-

come appears to have a better than 50% chance.
Against these bearish influences, one can name at least
two positive and bullish influences:

* An accelerated fall of the yen as the banking crisis unrav-
els or as the BOJ takes a more aggressive easing posture (a
very good chance).

* A new coalition in power, featuring the ruling party and
ACT, the libertarian party of the original guru, Roger
Douglas (less than 50/50).

Weighting all these factors leaves us (and we really don’t
mean to be that precise, knowing full well that we are deal-
ing with probabilities and otherwise imprecise notions) with
an expected 6-month spot rate of 71-75 yen to the kiwi. Six-
month NZ$/¥ forwards, trading at approximately 70.60,
favor, if ever so slightly, the purchase of kiwi vs. the sale of
yen. Interesting, but still not enough to initiate a full-scale
trade.

In conclusion, we would like overseas investors in the
New Zealand dollar to focus their attention in the months
ahead on the critical NZ$/¥ rate to the exclusion of the trade-
weighted measure, the meaningless Monetary Conditions
Index, and the US$/NZS$ rate.

YEN PER NEW ZEALAND DOLLAR

31-Jan-20
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31-Jan-82 |
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