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The Curse Of Keynesian Central Banking, Part 1

By David Stockman. Posted On Wednesday, September 4th, 2019

The most important development of the present woebegone interlude is Donald Trump's harsh, unhinged and unrelenting attacks on the Fed.

Like no other politician since December 1913 when the Federal Reserve System was mid-wifed into existence by the great financial statesman, Congressman Carter Glass, Trump has exposed its awful secret.

Namely, that what Glass intended to be a modest, economically passive "bankers' bank", which would provide back-up liquidity to the banking system against good commercial collateral at a penalty spread above the free market rate of interest, has morphed into an all powerful monetary politburo.

As a rogue agency endowed with open-ended state powers, its regime of monetary central planning inherently causes 
1. failure on the main street economy and 

2. unspeakable windfalls to Wall Street and the wealthy elites who own most of the financial assets.

The so-called Humphrey-Hawkins 

· growth and 

· inflation 

mandates are the cover story for this perverse regime, but in today's fully integrated $85 trillion global economy these purportedly sacrosanct mandates amount to an unattainable, threadbare farce.

So the Donald's everlasting service to whatever future prosperity may yet be attainable is calling out in advance---and loudly and explicitly so---that the next financial crisis and resulting recessionary dislocation will be the sole responsibility of the Federal Reserve. And that's something totally new under the sun compared to the servile fawning exhibited by Obama, Clinton and the Bushes who came before.
Sound money scribblers and even the "End the Fed" candidacy of Congressman Ron Paul couldn't break the spell---notwithstanding the truth of their case. They were and are marginalized by the mainstream financial press owing to the requisites of "access journalism" and the willful blindness of the corporate owners at the Wall Street Journal, Bloomberg, CNBC, Reuters and the rest.
But the Donald has a 60-million Twitter account, an audacious take-no-prisoners style of political modus operandi and a yawning empty space under the Orange Combover when it comes to even the rudiments of monetary policy.

But no matter. His crude political need to name and blame a scapegoat for the financial calamity coming down the pike is all that is required. That's because his conclusion about the Fed's culpability is absolutely correct, even if his hackneyed Easy Money reasoning comes from the deep bleachers in left field.

On his call for even lower interest rates and a resumption of QE, of course, he is totally wrong. But Trump will bag his institutional prey nonetheless because he is unlike all of the other recent presidents---save for Ronald Reagan most of the time---who were totally choreographed, scripted, and moved their lips in the way that their advisors told them to on matters of monetary policy.

Accordingly, the one thing that Donald Trump is going to accomplish in his misbegotten tenure is that his ferocious attack against the Federal Reserve will tear away the veil that it is a college of geniuses who are "beyond politics"; and that the Eccles Building and its 12 regional annexes are populated by high-minded technical experts in money wh0se essential work safeguards the prosperity of American capitalism.

To the contrary, the Donald's escalating war on the Fed----which is going to soon get far more vicious and heavy-handed---will tear apart limb-for-limb the arrogant pretensions of its 19-person monetary politburo, which has usurped control of financial and economic life in America, and, for that matter, on the fairest part of the planet.

Before the dust settles on the 2020 election, therefore, we believe that he will have totally besmirched and destroyed the credibility of the Fed, at least in the eyes of his base. At long last, there is going to be a popular-level political debate about central banking and what it actually accomplishes.
Needless to say, we relish the prospect. There is no way to get back to free market prosperity until our self-perpetuating cabal of Keynesian central bankers are politically lacerated and beaten to smithereens.

After the fragments end up all over the cutting room floor, we can figure out what to do next. But you must take down this institution first because the Fed is the #1, the #2 and the #3 enemy of prosperity, capitalism, free markets, individual liberty, and the wealth of people in American and in the world today.
In part 2, we will address why the Fed does not have a prayer of creating inflation, let alone hitting with precision its specious 2.00% inflation target. Suffice it here to say that in an integrated global economy driven by central banks engaged in a race to the interest rate bottom, the bias of the financial system is toward over-investment, malinvestment and deflationary over-production.

Likewise, the global regime of Keynesian central banking inherently careens toward massive and cumulating over-indebtedness. That's because at bottom there is no economic magic at all in its tired brand of borrow and spend "stimulus" enabled by cheap, falsified interest rates.

That policy panacea just pulls economic activity forward in time---at the cost of relentlessly accumulating debt and ever higher future preemption of income and cash flows for debt service. Yet once they are debt-entombed, economies are inexorably capable of [at best] ever more modest rates of growth.

That truth is written all over the subway walls, as Simon & Garfunkel once put it. 
1. Between 2001 and 2007, for example, global debt rose from $86 trillion to $116 trillion. At the same time, global nominal GDP increased from $33 trillion to $58 trillion during that six year period.

That is, $30 trillion or [of] new debt bought $25 trillion of new GDP.

2. By contrast, debt exploded from the pre-crisis level of $116 trillion to $244 trillion by 2019, while GDP rose to just $85 trillion during the 11-year cycle subsequent to the pre-crisis peak.

That is, in the latest so-called recovery, it took $128 trillion of new debt to generate just $27 trillion of additional GDP.

Self-evidently, that debt-fueled route to nominal GDP growth has played out. The household sector is at Peak Debt. And the business sector has been lured into massive financial engineering, not productive investment, by the speculative casino on Wall Street, which is the end product of Keynesian central banking.

Needless to say, all that massive central bank stimulus in the form of fiat credit expansion never escaped the canyons of Wall Street and its counterpart financial venues around the world. And there, it did cause growth and inflation, but of financial asset prices only, and egregiously so.

Accordingly, asset prices are now precariously purchased in the nosebleed section of history----and not just stock prices, but bond prices, too. The $17 trillion of subzero yielding government and investment grade bonds in the world are just hideously over-priced instruments of rank speculation.

But if you look at the charts, there are massive air pockets down below, let's say, the 2700, 2800 level on the S&P 500.

If there’s a shock event—like some tankers blow up in the Persian Gulf, or something really bad happens in the Taiwan Straits, or the Chinese pull some real retaliatory stunt like dumping a couple billion bonds in one hour—it could ignite the sell-off fuse on a market which is overwhelmingly machine driven, thereby tanking the whole applecart.

After all, 80% of daily volume in the stock market is essentially either indexed driven ETF's and mutual funds or various kinds of quantitative, machine-driven investment strategies. If these carbon and silicon based chart-monkeys ever lose their numeric/formulaic footings, the market will drop through a deep air pocket, and then it's all over except for the shouting.

That is, if the S&P 500 drops 400, 500 or 600 points, you will trigger another go around in the corporate C-suites. They’ll suddenly wake up, like they did in October 2008, and say, "Oh my God, we've got too much inventory, we've horded too much labor, we've got a lot of M&A assets that aren't producing returns."

And then the corporate C-suites will go into these big restructuring programs, where they layoff workers by the tens of thousands, and they take huge write-downs, close facilities and extinguish underperforming assets in order to appease the trading gods of Wall Street.

The next thing you know, of course, you have a C-suite triggered recession. That's how it happens these days under the baleful regime of Bubble Finance.

Recessions don't happen anymore because the Fed is tightening credit costs on Main Street. That's the old days. That's your grandfather's economy, and your grandfather's Fed.

But we're now in the era of Bubble Finance. The Fed basically inflates the financial system until it collapses, and then it spills over into the mainstream economy through these corporate C-suite panics.

So if the stock market cuts through the air pockets down below, the recession will happen instantly, and no one will see it coming—just like in 2008.

We remember in the spring of 2008 they were still talking about the Goldilocks economy. And in November 2008, they were talking about the end of the world.

This is exactly what we think will happen if the stock market breaks loose.

We don't know when it will happen. It could happen before November 2020, or after it. No one can really predict.

But we think the odds are that it will happen before the election, and if it does, the Donald is toast.

Elizabeth Warren will be the next President of the United States, and as that prospect becomes even more probable, the panic in the stock market will be something to behold. It will be worse than anything we've seen since October 1987.

If you are discomfited by volatility, then you haven't seen nothin' yet. Wait until the election gets really in full heat next year.

We think Elizabeth Warren will come to the top. Joe Biden is quasi-senile, and he's going to fall by the wayside.

Bernie just isn't going to cut it with the mainstream Democrats. So, Warren is going to pull ahead as the real vote based primaries gets underway.

And if the stock market is faltering, or it has crashed, and the economy's in trouble, you’ll have a populist, redistributionist, big government statist President, and Congress.

That’s a totally different world than the fantasy that we've been living for the last 10 or 15 years

Indeed, in mocking B-Dud's (former NY Fed president, Bill Dudley) circular explanation for why the Fed should not accommodate the Donald's trade madness and perhaps even sabotage his re-election,  Zero Hedge got it right:

Bingo that's it right there - the "risk" that the Fed may be blamed for not just the "economy's poor performance" but that the great unwashed masses may one day wake up and realize that the reason why the global financial system is facing a crisis of monumental proportions has nothing to do with Trump - who is merely a vessel and a symptom of a broken system - and everything to do with a central bank which ever since its creation in 1913 has had one purpose, to make the rich richer and perpetuate a broken monetary system (even Mark Carney is saying the days of the dollar as a reserve currency are now over), is why Dudley is so very much on edge.
After all, those same great unwashed masses, following the moment of epiphany may pay Dudley a visit in his mansion and demand an explanation of their own why everything has gone to hell, as it almost certainly will after the next recession.
So... Dudley's point is that the Fed should push back on the president's decisions to "achieve a better economic outcome"? A quick question here: Better for who? The banks, which were the only beneficiaries of Fed policies for the past decade? The 0.01% who got richer and richer since the financial crisis as the US middle class disappeared?
 
What might be the catalyst?
Michael Burry of Big Short fame has probably fingered it as well as anyone:
The dirty secret of passive index funds -- whether open-end, closed-end, or ETF -- is the distribution of daily dollar value traded among the securities within the indexes they mimic.
In the Russell 2000 Index, for instance, the vast majority of stocks are lower volume, lower value-traded stocks. Today I counted 1,049 stocks that traded less than $5 million in value during the day. That is over half, and almost half of those -- 456 stocks -- traded less than $1 million during the day. Yet through indexation and passive investing, hundreds of billions are linked to stocks like this.
The S&P 500 is no different -- the index contains the world’s largest stocks, but still, 266 stocks -- over half -- traded under $150 million today. That sounds like a lot, but trillions of dollars in assets globally are indexed to these stocks. The theater keeps getting more crowded, but the exit door is the same as it always was. All this gets worse as you get into even less liquid equity and bond markets globally.”
