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  Introduction


  AMERICA HAS ITS own particular brand of common knowledge, and it has been drummed into all of us. We’re told from an early age that democracy American-style is the best government going. Any skepticism is met with Winston Churchill’s “It has been said that democracy is the worst form of government except all the others that have been tried.” However, everyone forgets that Churchill also said, “The best argument against democracy is a five-minute conversation with the average voter.”


  A more honest and thoughtful Churchill might have said the best argument “is a five minute conversation with the average politician.” Not only do the worst rise to the top in government, as Hayek explained, but if democracy is but a pernicious form of socialism, the system that Americans are taught to root for, participate in, and fund  here and beyond  cannot be sustained.


  Just as resources can’t be efficiently deployed in a socialistic economy, capital is wasted in a democracy. Those who vote to take resources from producers are not productive. Over time, the productive learn to temper their productivity. Eventually there are more takers than producers. At democracy’s limit, the fact that government does not produce anything becomes apparent. The losers are the millions who have become dependent on the spoils that were taken and redistributed by an overreaching government.


  We aren’t taught this in public schools. In fact what we’re taught is that if we go to school and get good grades and then go on to college and earn a degree, our lives will be a financial success. Plenty of statistics are rolled out claiming that the unemployment rate is lower and that salaries are higher for college graduates. Why, if everyone could get a college degree, we’d be smarter, earn more, be able to pay higher taxes, and be more concerned with neighborhoods, cities, and the nation. America would be a populist Shangri-La.


  But the lie has been exposed. Sending more young people to college doesn’t mean that high-paying jobs will be there when students don their caps and gowns. The supply of degrees does not create its own demand. Like any speculative bubble, people in America believe that the value of a college education will never fall. In turn, people believe it is wise to borrow whatever it takes to buy anything that continually increases in value. Now Americans (primarily young Americans) have a collective college debt of a trillion dollars; at the same time, employment prospects are dim.


  Parents are welcoming their college graduates back home in record numbers. Starbucks and the corner bar and grill don’t pay enough to cover rent and college-loan payments. But mom and dad have other issues of their own.


  Sixteen million Americans are underwater on their homes. Since Herbert Hoover’s “Own Your Own Home” program, Americans have been pushed and prodded to buy homes. We’ve been advised that equity in a home will occur naturally, growing like a well-watered tree. In other words, spend your extra money on big-screen TVs or stocks. The message “real estate never goes down” is ubiquitous  to the point where down payments have been made passé and amortizing payments have become too old-fashioned. Paying off a mortgage is no longer an occasion to celebrate, but a sign of financial stupidity.


  Now the quandary for many is whether to quit paying and stay  or just walk away. But again we’ve been counseled to pay our debts, not because it’s the right thing to do, but to protect our almighty credit scores. Like a college degree and a nice house, we were taught that a pristine credit score is not only the key to happiness but a reflection of our personal worth.


  As long as your credit score is good, the creature comforts of life will be yours. If your credit is bad, life will be brutish and short. And don’t even think about stiffing your mortgagor. It doesn’t matter that the mortgage holder can’t prove it owns the mortgage it’s trying to collect on, or that it wouldn’t be in business at all, and thereby able to harass you, except for your tax dollars.


  Especially since the high-inflation days of the 1980s, Americans have it in their heads that borrowing and consuming today and paying later in cheaper dollars is the path to prosperity. Never mind foregoing consumption, eschewing debt, and saving to pay in cash for lifestyle items. Buy now, enjoy now, and pay later is the American way. After all, the Federal Reserve just keeps on debauching the dollar to a shadow of its former self. Hyperinflation is just around the corner and that will effectively wipe out the debt.


  But it’s not working out. The new dollars don’t end up where they are supposed to (in salaries). Pay is flat, and housing and stock prices are down, while prices of consumer goods and services are on the increase. And debt stares consumers in the face each and every month. It’s not going anywhere.


  This is the same Fed that we’re told manages the economy. Former Fed chair Alan Greenspan was known as “The Maestro.” The current holder of that job  Ben Bernanke  was Time magazine’s “Person of the Year” in 2009, and was described as “the hero” when he graced the cover of the Atlantic in April 2012.


  Suddenly central bankers are rock stars. The press considers money printing and economic manipulation heroic. The bubbles and crashes are thought to be the work of capitalism: the fault of entrepreneurial excess and greed. The public doesn’t connect the dots between money printing and speculation. Reporters know the deeds of bad guys sell papers just as well as solutions offered by white knights.


  Profit and big business is bad and must be tamed by a seemingly calm ex–Princeton professor who ultimately has but one trick in his bag  print more money. People believe managing the economy means thinking you know what the proper interest rate should be to stimulate full employment.


  Of course, Wall Street lives and dies in step with what the Fed is doing. The actions of Wall Street traders are then translated into stock prices, which in turn are thought to be efficient. And it must be true  because really bright economics professors with advanced degrees claim they have proved that bubbles and crashes cannot occur. We are to believe that speculation, from Tulipmania to the housing boom, was driven by fundamentals, plain and simple.


  Proponents of liberty will caution us against believing everything we hear. Moreover, they will argue long and hard over which parts of the economy or society government should have no part of. Government should get out the education business, stay out of healthcare, and even leave roads and infrastructure to the private sector. When it comes to criminal justice, however, even libertarians whistle a familiar tune: they think government should supply the police and the court system.


  Sadly, the government has been handed the criminal-justice system; it is the government that determines who is a criminal and who is not. The results are often tragic. The rate of violent crime has fallen, but it’s the guess of some commentators that each of us now commits three felonies a day. Mothers and fathers are being locked away for decades because they’ve bought too much Sudafed in too short a period of time  an activity that wasn’t against the law until the second Bush administration made it so.


  In so many cases, people whose only crime was to make a transaction with another consenting adult are rotting in jail. Tough, hard-nosed judges continue to be elected around the country, enforcing draconian three-strikes laws enacted by legislators pandering to a busybody citizenry that believes that laws can make them safe, and moreover, can absolve them of any responsibility for their own well-being.


  Didn’t taking responsibility for your own well-being used to be an American virtue?


  This book pulls together some of my writings from the past couple years that help us ask the question: what passes for government-supported common knowledge these days, not to mention reasonable and polite opinion? In some cases I’ve taken on the question with revised and modified original articles that appeared first on Mises.org. A number of chapters make their point through book reviews.


  Arlene Oost-Zinner’s help has been invaluable in the process of making this a more cohesive book. Great thanks go to her. I also must thank B.K. Marcus, who edited these articles in the original and has been very supportive of this project to the end; and, of course, thanks are not sufficient for the man whose idea this book was  Jeffrey Tucker. As always, thanks go to my wife, Deanna Forbush, who makes my life better together than apart.


  Chapter I.


  Underwater Degrees


  1.


  A COLLEGE DEGREE once looked to be the path to prosperity. Writing for TechCrunch, Sarah Lacy explained, “Like the housing bubble, the education bubble is about security and insurance against the future. Both whisper a seductive promise into the ears of worried Americans: Do this and you will be safe.”


  But the jobs that made higher education pay off during the inflationary boom, kicked into high gear by Nixon waving goodbye to the last shreds of a gold standard, came primarily from government and finance. In 1990, 6.4 million people worked for federal, state, and local governments. By 2010, that number had grown almost six times to 38.3 million, with many of these jobs being white-collar.


  In 1990, the financial sector was less than 7.5 percent of the S&P 500. By 2006, this sector had grown to 22.3 percent of the S&P, and that year the financial sector constituted 45 percent of the index’s earnings.


  “Prices and wage rates boom,” writes the great Austrian economist Ludwig von Mises:


  
    Everybody feels happy and is convinced that now finally mankind has overcome forever the gloomy state of scarcity and reached everlasting prosperity.


    In fact, all this amazing wealth is fragile, a castle built on sands of illusion. It cannot last. There is no means to substitute banknotes and deposits for nonexistent capital goods.

  


  Times have changed.


  HSBC Holding Plc plans to eliminate 30,000 jobs worldwide by the end of 2013. The job cuts will affect “support staff where we believe we have created an unnecessary bureaucracy in this firm over a number of years,” HSBC Chief Executive Officer Stuart Gulliver said.


  Goldman Sachs plans to cut 1,000 positions. Bank of America is laying off 1,500 employees and closing 600 retail branches.


  Bank analyst Dick Bove, who is bullish on the industry, told Bloomberg TV that the banking industry must shed 100,000 to 150,000 jobs to stay viable.


  In this new world of deleveraging, banks can’t afford to hire all those bright young MBAs or keep the ones they have. By 2012, the banking industry had already shed 200,000 and bank analyst Meredith Whitney told Bloomberg at least another 50,000 jobs had to be shed.


  
    The old way of making money for Wall Street for so many of the banks that became real Wall Street–driven revenue machines is gone. That was driven by the unsexy world of housing and leverage. The world is deleveraging — at least the postmodern world is deleveraging. It puts real, sustained pressure on revenues and the business models just have to shrink.

  


  At the same time that banks are trimming their fat, according to a Labor Department report from December 2008 to April 2012, state and local governments have shed 586,000 jobs. And with state budgets continuing to be tight and municipalities struggling to provide services, more jobs will likely be lost. The federal government will also be seeing job cuts as the US Postal Service restructures and forced budget cuts take effect.


  A quick application of Austrian business-cycle theory sheds some light on the bust in white-collar employment that requires a college degree.


  An increase in the amount of real savings, which induces a fall in the interest rate and a lengthening of the production schedule, increases an economy’s productive capacity, creating genuine growth brought about by the investment in higher-order goods, such as factories and other production assets.


  Conversely, easy, cheap credit fools entrepreneurs into believing that society’s collective time preference has fallen, enticing them into investing in higher-order goods, such as land, factories, and the like when in fact the collective time preference hasn’t changed, and the demand for higher-order goods is merely a mirage. The result is booms and busts rather than genuine growth.


  College degrees are similar to what the Austrians call higher-order goods. It’s thought that a student will gain knowledge and seasoning in college that will make him or her more productive and a candidate for a high-paying career. The investment of time and money in knowledge pays through higher productivity and is translated into higher income. Higher education is the higher-order means to a successful career.


  PayPal founder and early Facebook investor Peter Thiel, questioning the value of higher education, told TechCrunch,


  
    A true bubble is when something is overvalued and intensely believed. Education may be the only thing people still believe in in the United States. To question education is really dangerous. It is the absolute taboo. It’s like telling the world there’s no Santa Claus.

  


  The excesses of both college and homeownership were always excused by a core national belief that, no matter what happens in the world, these were the best investments you could make. Housing prices would always go up, and you will always make more money if you are college educated.


  The New York Times’ David Leonhardt even claims,


  
    Construction workers, police officers, plumbers, retail salespeople and secretaries, among others, make significantly more with a degree than without one. Why? Education helps people do higher-skilled work, get jobs with better-paying companies or open their own businesses.

  


  Using data from the Center on Education and the Workforce at Georgetown University, Leonhardt asserts that dishwashers with college degrees make $34,000 a year while those without make $19,000.


  No employer in his or her right mind would pay nearly double for a dishwasher with a college degree. However, there are plenty of fresh college graduates cobbling together multiple low-level jobs just to make ends meet. “More college graduates are working in second jobs that don’t require college degrees,” writes Hannah Seligson in the New York Times, “part of a phenomenon called ‘mal-employment.’ In short, many baby-sitters, sales clerks, telemarketers and bartenders are overqualified for their jobs.”


  Nearly 2 million college graduates were mal-employed in 2010, up 17 percent from 2007. Nearly half of all college graduates are working at a job not requiring a degree.


  In the United States, 80,000 bartenders as well as 317,000 waiters and waitresses have college degrees. Nearly a quarter of all retail salespersons have a college degree. In all, 17 million Americans with college degrees are working at jobs that do not require a bachelor’s degree.


  “Young college graduates working multiple jobs is a natural consequence of a bad labor market and having, on average, $20,000 worth of student loans to pay off,” said Carl E. Van Horn, director of the John J. Heldrich Center for Workforce Development at Rutgers.


  “The median starting salary for those who graduated from four-year degree programs in 2009 and 2010 was $27,000, down from $30,000 for those who graduated in 2006 to 2008, before the recession,” Seligson writes, adding, “Try living on $27,000 a year before taxes in a city like New York, Washington or Chicago.”


  Like all booms, higher education has been fueled by credit. Reports vary, but sometime between late 2011 and mid-2012 the student debt clock passed $1 trillion, and now exceeds credit-card debt.


  All of this credit has pushed the average cost of tuition up 440 percent in the last 25 years, more than four times the rate of inflation. But while the factors of production on campus have been bid up, just as they are in any other asset boom, the return on investment is a bust. In 1992, there were 5.1 million mal-employed college graduates. By 2008, the number was 17 million.


  Not only are the returns poor, but the quality of the product is poor (as in the case of new-construction quality in the housing boom). According to the authors of Academically Adrift: Limited Learning on College Campuses, 45 percent of students make no gains in their critical reasoning and thinking skills, as well as writing ability, after two years in college. More than one out of three college seniors were no better at writing and thinking than they were when they first arrived at their campuses.


  Many projects contemplated and started during the real-estate boom are never completed, as prices are bid up, and owners run out of capital. Such is the case for many attending college, as over 45 percent of those who enroll as freshmen ultimately give up, realizing they lack the disciplinary and mental capital, and do not graduate.


  Similar to the government push for increased homeownership, government is foursquare behind having more young people attend universities. One of President Obama’s top goals was to increase the number of Americans attending college.


  But why?


  “Among the members of the class of 2010, just 56 percent had held at least one job by this spring, when the survey was conducted,” reported the New York Times. “That compares with 90 percent of graduates from the classes of 2006 and 2007.”


  And because they can’t find jobs, 85 percent of college grads move back in with their parents after they graduate. According to a poll by Twentysomething Inc., a marketing and research firm based in Philadelphia, that rate has steadily risen from 67 percent in 2006.


  Perversely, while the market tries to clear away malinvestments in finance and real estate, plus the jobs that supported them, colleges continue to turn out more business majors than any other discipline. In 2008 and 2009 there were 348,000 business degrees granted, 100,000 more than a decade before, according to the National Center for Education Statistics. Social sciences and history came in a distant second at 169,000.


  At the same time that law schools have a building boom underway, many new law grads can’t find work or are working temporary jobs at $15 an hour.


  In 2011, David Segal reported for the New York Times,


  
    As other industries close offices and downsize plants, the manufacturing base behind the doctor of jurisprudence keeps growing. Fordham Law School in New York recently broke ground on a $250 million, 22-story building. The University of Baltimore School of Law and the University of Michigan Law School are both working on buildings that cost more than $100 million. Marquette University Law School in Wisconsin has just finished its own $85 million project. A bunch of other schools have built multimillion dollar additions.

  


  And while law grads can’t find work, law schools are enrolling more students than ever before at tuition rates of $40,000+ a year. Segal explains that law-school tuition has increased at four times the rate of undergraduate education, which itself has increased at four times the CPI. “From 1989 to 2009, when college tuition rose by 71 percent, law school tuition shot up 317 percent.”


  Students and their parents are investing in the higher-order good of a college degree, in the mistaken belief that plenty of jobs await college graduates at the end of four or six or seven years. However, time preferences haven’t changed. The demand for consumer goods remains, and that’s where the jobs are. The boom in demand for bankers, barristers, and bureaucrats is over.


  2.


  DURING THE FIRST-EVER Federal Reserve press conference in April 2011, Fed chair Ben Bernanke said the number of jobs in America was still 7 million behind the number of people employed when the recession began. When asked whether the Fed could do anything about long-term unemployment, Bernanke said the central bank has been fighting it with an aggressive monetary policy. But he admitted his crew operating out of the Eccles Building doesn’t have any tools to make the long-term unemployed employable again.


  A day later the news came that first-time unemployment claims rose to 429,000, up from the week before and surprising economists, who had guessed the number would be 40,000 less.


  Wells Fargo economic analyst Tim Quinlan stated that “this is a major disappointment because it’s another move in the wrong direction.”


  A generation born at the tail end of the baby boom did what mom and dad told them they should: Get off the farm; don’t be a barber; forget about being a mechanic. Go to college and then go be a doctor or lawyer or such. However, high barriers to entry and lack of mental horsepower kept most out of medical or law school. But a business degree means you will still be able to wear a shirt and tie to work, not get dirty, and push paper for a living. An MBA will make you unstoppable.


  What’s known as the FIRE economy  “Finance, Insurance, and Real Estate”  fired up in 1980 and headed for the sky until 2006. Now there are 50-year-olds who may never work again. In an April 25, 2011, cover story, Newsweek described these out-of-work boomers as “Dead Suits Walking.”


  
    Capitalism has always been cruel to its castoffs, but those blessed with a college degree and blue-chip resume have traditionally escaped the worst of it. In recessions past, they’ve kept their jobs or found new ones as easily as they might hail a cab or board the 5:15 to White Plains. But not this time.

  


  A post on the professional-finance blog Calculated Risk says that if college-educated workers 45 or older lose their jobs, “they are toast.” That sounds harsh, but the point is that even in the financial capital of the world, New York, “men in the 35-to-54 kill zone have lost jobs faster than any other group, including teenage girls, according to new data from the Fiscal Policy Institute,” write Newsweek’s Rick Marin and Tony Dokoupil.


  According to the Official FIRE Economy website, the sector is composed of


  
    Commercial Banks, Savings & Loans, Credit Unions, Finance/Credit Companies, Securities & Investment, Venture Capital, Hedge Funds, Private Equity & Investment Firms, Insurance, Real Estate, Mortgage Bankers & Brokers Accountants.

  


  These industries are the sweet spot of loose monetary policies that have led to a series of booms and busts, bubbles and crashes, in ever-greater frequency since the money supply was completely unshackled from the slightest gold constraint in 1971. Capital has been funneled into higher-order goods, and thousands went to college believing that lending money, landing a hot sales position, or penciling real-estate deals would last forever.


  Now the vacant shopping centers are being foreclosed upon, and those who made a living analyzing the numbers or drawing the plans are at home with the kids while mom keeps the family boat afloat.


  “Through the first quarter of 2011,” write Marin and Dokoupil,


  
    nearly 600,000 college-educated white men ages 35 to 64 were unemployed, according to previously unpublished Labor Department stats. That’s more than 5 percent jobless, double the group’s pre-recession rate.

  


  Newsweek’s “Beached White Males” aren’t interested in taking a job they feel is beneath them, despite most realizing that, after months of being unemployed, they will never obtain their previous level of work again. Besides being in denial, they are tired and depressed. This was portrayed smartly by Ben Affleck in the 2010 movie The Company Men.


  Affleck’s Bobby had made all the right moves and was a big-company sales manager at 37, making $120,000 a year plus bonus, driving a Porsche, living in a big house, with a country-club membership, a boy, a girl, his childhood-sweetheart wife, Patriots season tickets, and all the associated debt and obligations that go with it.


  Bobby swaggers in and brags to his sales staff about shooting 86 that morning at his country club, but a minute later he is “86ed” by the head of human resources. Elisabeth Kbler-Ross’s five stages of grief then proceed.


  
    	Denial: Bobby thinks he’ll get a job right away. No reason for belt tightening.


    	Anger: Bobby believes the company screwed him after 13 years of loyal service and he was betrayed by higher-ups.


    	Bargaining: OK, Bobby resigns himself to cutting back and goes to work for his smug brother-in-law (Kevin Costner) in construction.


    	Depression: Bobby loses interest in the bedroom and tells his wife he’s sorry he let her down.


    	Acceptance: Bobby and wife Maggie (Rosemarie DeWitt) spend more time with each other and the kids, while Bobby starts to actually enjoy his construction job.

  


  Career coach Judith Gerberg explains that these men may be able to get it up and down from trouble on the links, but are at a complete loss in a situation like this one. She tells Newsweek,


  
    If you went to the college of your choice, married the woman of your choice, and bought the house of your choice, you’ve never dealt with rejection. You’ve never had to develop fortitude.

  


  And it’s not just the FIRE sectors that have thinned the ranks: 90,000 architects and engineers have been let go. Jobs considered professional are going the way of farmers since the financial crash, while, according to Marin and Dokoupil,


  
    The rolls of all unemployed white professional men have more than doubled, to a million (not including sales jobs, which add another 300,000). Wall Street and the broader world of business culled the most, laying off more than 300,000 from their trading desks and cubicle farms.

  


  Also dimming employment prospects for white males older than 50 is states’ rigorous enforcement of age-discrimination laws. Employers steer away from employees likely to pull the age card and sue. There were a record number of Equal Employment Opportunity Commission (EEOC) claims in 2010 and the Age Discrimination in Employment Act (ADEA) prohibits discrimination in employment on the basis of age against anyone (regardless of race) over the age of 40.


  The Federal Reserve’s zero-interest-rate policy attempts to resuscitate jobs that are considered “professional,” but are really just a mirage, much like the redundant shopping centers, housing tracts, and casinos built during the boom. In a bubble, there is a market for hail-fellows-well-met who look good in a suit and have connections from their frat days at State U.


  Propping up Wall Street and the FIRE economy only fuels denial. Murray Rothbard wrote in Economic Depressions: Their Cause and Cure, that government must never bail out businesses in trouble or prop up wages. “It will cause indefinite and prolonged depression and mass unemployment in the vital capital goods industries.”


  The Bernanke Fed, like all that came before it, doesn’t understand that it can’t fix the mess it created in the first place. For a generation of people to find meaningful work, the government must embrace the Misesian prescription of a strict “hands-off” policy, rather than staying on the Keynesian drug.


  3.


  THE IDEA THAT a brick-and-mortar university education is the key to success and riches still has a hold on parents. Author Jennifer Moses wrote for the Wall Street Journal that she and her Rutgers professor husband would do anything and spend whatever to get their Moses twins into the one of the nation’s best colleges of their choice.


  Evidently tuition cost wasn’t a concern. However, Mr. and Ms. Moses had to make sure the twins qualify for the Ivy League, if that’s where they want to go. Don’t want them ending up having to go, “God forbid, to Rutgers,” she writes. So the twins had plenty of SAT and ACT tutoring, according to Ms. Moses, at $125 per session. Of course on top of this were the fees paid for the actual testing and travel to all these places of higher learning. Plus, an additional consultant is on the job to counsel the male twin not to do anything stupid that could jeopardize his chance of admission. Moses considered the consultant a bargain at $701.25 so far.


  The thrust of Moses’s view was there are only so many spots available in prestigious universities and that dumb kids with rich parents have a leg up in getting those few spots, so parents must do everything possible to make sure their worthy children are accepted. “We are all caught up in a crazy arms race, where the order of the day (to borrow a useful term from the Cold War) is escalation dominance,” she writes.


  All this while, Ohio University economist Richard Vedder finds, 60 percent of the increased number of college grads end up working in jobs where a degree isn’t required.


  Vedder points to credential inflation that arises from a perceived need by individuals to demonstrate potential employment competence through a high-priced college diploma. He writes, “Employers are using education as a screening and signaling device, at a low cost directly to them (although not costless because of the taxes they pay to sustain much of this), but at a high cost to the prospective employees and to society as a whole.”


  Support from the taxpayer may not last much longer as state governments teeter on the brink of bankruptcy. When push comes to shove, middle-class taxpayers will not be eager to keep subsidizing rich kids or their professors with light teaching loads. But for now, as Vedder points out, those in higher education that know college is a bad deal are keeping quiet out of their own self-interest.


  Before throwing their hard-earned dough at their kids’ higher education, parents might want to read Walter Kirn’s Lost in the Meritocracy: The Undereducation of an Overachiever. Kirn is best known for his novel Up in the Air, which was adapted into a 2009 movie that garnered six Oscar nominations.


  Much of Kirn’s very funny book chronicles his student life at Princeton where he roomed with eccentric children of the upper crust. The reader’s first glimpse at Kirn’s life at Princeton has him waiting for the effects of two black capsules to kick in so he can complete his Rhodes-scholarship application. Meanwhile his friend is seeing what happens when you smoke ground up Percocet tablets through a water pipe.


  “I have other comrades in estrangement,” writes Kirn, “way out here on the bell curve’s leading edge, where our talent for multiple-choice tests has landed us without even the vaguest survival instructions.”


  While Kirn went home to Minnesota for the summer, his classmates would spend the summer on the Cape, the Island, or the Vineyard. He grouped the Princeton student body into different categories — for instance, those that came back baked from spending the summer on sailboats, drinking gin-and-tonics, and wearing funny hats. “These privileged students napped during lectures, but rarely to their detriment because they could always charm some awestruck stranger, a plump girl with a limp, a science major with untied shoelaces, into giving them copies of their notes.”


  There were those students who wanted to serve mankind and those who only stopped to eat and drink to sustain themselves for studying. And then there were those who pursued higher education by injecting cocaine. Kirn worked the system and made it to Oxford. “Flexibility, irony, self-consciousness, contrarianism: they’d gotten me through Princeton,” explains Kirn. As for his education, it began when he was laid up in bed with pneumonia. Bored, he read the classics, books he’d never bothered with before. “And so, belatedly, haltingly, accidentally, and quite implausibly and incredibly, it began at last: my education.”


  4.


  DAVID LEONHARDT DID his best to support the more-college-more-money idea in his June 25, 2011, New York Times piece entitled, “Even for Cashiers, College Pays Off.” The NYT scribe looks to throw cold water on the idea that college just isn’t worth it. Europe has it wrong that some kids shouldn’t even go to high school. Thank goodness America got it right, Leonhardt gushes.


  
    The evidence is overwhelming that college is a better investment for most graduates than in the past. A new study even shows that a bachelor’s degree pays off for jobs that don’t require one: secretaries, plumbers and cashiers. And, beyond money, education seems to make people happier and healthier.

  


  Leonhardt says that The Hamilton Project studied the issue and found that college tuition provides a 15 percent return, much better than stocks (7 percent) and real estate (1 percent). Leonhardt claims,


  
    Construction workers, police officers, plumbers, retail salespeople and secretaries, among others, make significantly more with a degree than without one. Why? Education helps people do higher-skilled work, get jobs with better-paying companies or open their own businesses.

  


  Dishwashers without a college degree pull down $19,000 a year, while dishwashers with a college degree make $34,000. The second number comes to over $16 per hour. But why would the local Appleby’s shell out $16+ for dishwashers when they could hire someone at minimum wage?


  Hairdressers with a degree command $32,000, according to the Center on Education and the Work Force at Georgetown University, while those that start cutting and styling without, make only $19,000. Next time you’re in Great Clips for a trim look for diplomas on the wall next to the framed cosmetology licenses.


  In the case of some government jobs, like cops and teachers, work rules require pay increases when an employee obtains a degree. But cashiers?


  Maybe because some college graduates are working multiple jobs, the study wrongly credits a worker’s total earnings from all jobs to just one employment category.


  For instance, in a more believable story in the Times, Hannah Seligson writes about a number of the college educated who must cobble together a number of part-time jobs to make ends meet. While some people do this by choice, many do it out of necessity.


  Mia Branco graduated magna cum laude with a degree in musical theater from American University in 2009 and works four jobs in order to take home $1,300 in a good month.


  Ms. Bianco is one of nearly 2 million college graduates who were mal-employed (working jobs not requiring a college degree) in 2010 but forced to hold down multiple jobs just to make ends meet.


  Nearly two million college graduates were mal-employed last year, up 17 percent from 2007. Nearly half of all college graduates are working at a job not requiring a degree.


  Roger Fierro works four jobs and likes it that way. “I was working 12 hours a day and making $38,000 a year and it wasn’t making a dent in the $120,000 in loans I had to pay off. Plus, I was miserable.”


  Among the members of the class of 2010, just 56 percent had held at least one job by this spring, when the survey was conducted, reported the Times in May 2011. That compares with 90 percent of graduates from the classes of 2006 and 2007.


  Leonhardt believes higher-education skeptics are elitist. Maybe he should ask the class of 2010.


  5.


  FOOD IS VITAL for survival, yet less than 2 percent of America’s population works in agriculture. That’s a big change from 100 years ago, when over 40 percent of the workforce was toiling away on the farm. If I had been born at the start of the twentieth century in Kansas, rather than at the end of the 1950s, no doubt my life would have been spent on the farm.


  Agriculture was labor-intensive then, requiring plenty of strong backs, human and animal alike. In addition to nearly half the human workforce, 22 million animals worked the fields. Now 5 million tractors and a dazzling array of farm implements do the work of thousands. Farms have become more productive and specialized. And the number of farms has plunged, while the average-sized farm has quadrupled.


  According to the USDA’s website, in 1945 it took 14 labor hours to produce 100 bushels of corn on two acres. By 1987, it only took three labor hours and one acre to produce the same amount. Now, it takes less than an acre.


  We have a wider array of foods available to us than ever before, created by fewer people. The division of labor continues to work wonders. Thank goodness we’re not all stuck on the farm. According to the occupational employment numbers from the Bureau of Labor Statistics, 371,180 were employed in the farming, fishing, and forestry occupations in May of 2011.


  The same May 2011 report listed 12,747,270 people employed in education, training, and library occupations. So more than 34 times more people are needed to educate a small portion of the population than to grow food for everyone. What about serving the food?


  Yes, food-preparation and food-service occupations totaled 9,572,310 employees, serving the entire population of over 308 million.


  Meanwhile, it takes nearly $13 trillion to educate the 81.5 million that are enrolled in school. History and technology would say this surely will not last. A proud father recently talked to me about quizzing his kids about scurvy. And while his young daughter gamely took a wild guess, his crafty teenage son ducked into the next room to Google it, quickly emerging to give the correct answer that the disease that killed so many centuries ago is caused by a deficiency of vitamin C.


  What schooling is for many is a 12- or 16-year sentence wherein young people are penned up, talked at, cajoled, quizzed, and tested, for the most part on facts and figures that can now be retrieved in seconds with a handheld device.


  The budget for education in the United States was $972 billion in 2007, according to the 2009 Statistical Abstract of the United States. All of this money, and all of these people, for the promise that a life of employment success follows.


  As home buyers leveraged up to buy McMansions in the housing boom, parents and students are borrowing thousands, and in some cases hundreds of thousands, for degrees from big- (and small-) name universities, with the idea that when they come out the other side, with diploma in hand, the employment world is their oyster.


  Other than the connections one makes at the Ivy League school, or Stanford, or Whatever State U, what’s the point? Years of lost productivity, mountains of debt, and a piece of paper that likely has nothing to do with the job skills needed for this century.


  Community-college English instructor Professor X is haunted by the similarities between the housing and education bubbles. In his book, entitled In the Basement of the Ivory Tower: Confessions of an Accidental Academic, X writes, “I, who fell victim to the original pyramid scheme of real estate  have used the educational pyramid scheme, the redefining of who college students are, for my own salvation.”


  This is the information age, yet the ability to communicate is not being taught, or not sinking in. College English instructor Kara Miller wrote on Boston.com that few of her students had received writing instruction in high school, and that correcting student papers was so time consuming that the task was virtually overwhelming. She quotes Vartan Gregorian, the former president of Brown University, who rightly understands that “the ability to read, comprehend, and write in other words, to organize information into knowledge must be viewed as tantamount to a survival skill.”


  In an article questioning the need for colleges offering majors in business, David Glenn writes that employers are looking for “22-year-olds who can write coherently, think creatively and analyze quantitative data, and they’re perfectly happy to hire English or biology majors.”


  Yes, the facts and figures are a click away. The ability to use, understand, and communicate those facts is what must be taught and currently is not. And it doesn’t take an army of 13 million and a budget of $1 trillion and counting to do it.


  Chapter II.


  Trapped in a House of Debt1


  1.


  CHEAP MONEY, BUYER tax incentives, lack of new supply — nothing seems to keep home prices elevated. The Standard & Poor’s/Case-Shiller Home Price Index continues to go nowhere even in 2012, six years after housing prices peaked.


  “There’s just way too many homes out there relative to demand and we’re not going to see that change anytime soon,” said Joshua Shapiro, chief US economist for MFR, Inc.


  Robert Shiller, creator of the index, thinks price declines have another 15 to 25 percent to go, due to all the empty houses with no buyers, proposals to reduce the mortgage-interest tax deduction being floated, the uncertain futures of Fannie Mae and Freddie Mac, and Middle East unrest.


  The whole idea that every American should own a home just isn’t working out. And that is the seed of the housing boom: a government agenda to make everyone an owner of their own cozy home-sweet-home. A seed planted by Herbert Hoover back in the 1920s when he was an ambitious secretary of commerce. Not many authors writing about the housing boom and bust have chased the story back this far. Alyssa Katz does so in her book Our Lot: How Real Estate Came to Own Us.


  Katz gets to the nub of it beautifully on page 3:


  
    Owning homes would serve as a force to better the world to build stronger families, more pleasant communities, financial security, a sharing of wealth through generations. That idea has been embedded in the national psyche, not through any innate aspiration in the human spirit but by dint of methodical, deliberate salesmanship and an array of incentives seemingly too powerful to refuse.

  


  In the 1930s, FDR wanted to get housing going and he enlisted the help of two executives, who had formerly sold and financed cars, to put together the FHA-insured mortgage program that gave homeowners comfort that their loan terms were long-term. Just make the payments on time for thirty years and the house with the white picket fence will be all yours! At the same time candidates for office like Charles Percy were on the stump telling voters,


  
    For a man who owns his own home acquires with it a new dignity. He begins to take pride in what is his own, and pride in conserving it and improving it for his children. He becomes a more steadfast and concerned citizen of his community. He becomes more self-confident and self-reliant. The mere act of becoming a homeowner transforms him.

  


  Percy referred to renters as “slaves.”


  And so it began, the federal government’s agenda that Americans not be beholden to greedy landlords, but be strong, independent owners of property with no one to answer to but God, the local tax authorities, and the mortgage lender (whose investment was guaranteed by FHA). What on earth could possibly go wrong? This is indeed the American way.


  From her beginning with the Hoover/FDR agenda, the author then cleverly weaves a number of divergent stories together to form her housing tragedy. You haven’t heard of most of the people Katz writes about, but all in their own small ways own a piece of the housing-boom-and-bust story.


  In her opening chapter, the author pairs Chicago housing activist Gale Cincotta with legendary Salomon Brothers trader Lewis Ranieri, who was immortalized by Michael Lewis in his book Liar’s Poker.


  Cincotta wanted people in inner-city neighborhoods to have access to credit. She ultimately took her cause to Washington, and in 1991 Congress forced Fannie Mae and Freddie Mac to start buying loans that had been made to poor people.


  Meanwhile Ranieri was working on a financial product that would comprise mortgages bundled together, becoming bonds to be sold to investors. At the time, he didn’t even have a name for what would become securitizing of mortgages.


  Next we meet a nice young couple who buy a home in 1996 with FHA financing. The next thing Spencer and Lisa Kasten know, they become a photo op for President Bill Clinton at the Homeownership Summit. In perhaps the book’s best chapter, the author chronicles the Clinton agenda to increase the number of homeowners. The Clinton administration was manic: “As someone at HUD calculated it, they would have to add one new homeowner every 24 seconds, 24 hours a day, 7 days a week, 365 days a year,” Katz writes.


  All the usual constituencies threw themselves behind “The National Homeownership Strategy,” a program that emphasized responsibility, right in step with Clinton’s welfare reforms. After designating the first National Homeownership Day in 1995, Clinton mentioned homeownership in eight speeches leading up to the 1996 election. He even waxed eloquent about his first house of a thousand square feet, saying he used it to propose to Hillary. “Don’t you think you’ll have to marry me so I won’t have to live there by myself?”


  Sunny Orange County, California, is the backdrop for the genesis of subprime lending. Mortgage lenders couldn’t figure out how to get the money out the door fast enough with lenders quickly watering down loan-underwriting requirements whenever a competitor seemed to have the upper hand, all in the name of breaking down the barriers to homeownership.


  “Our innovative industry has created a great way to expand homeownership by offering loans to those who can make payments, but don’t qualify for ‘A’ paper because of poor credit or bankruptcy,” Mortgage Bankers Association former president Ron McCord told the MBA annual convention in 1997.


  A decade later, home-mortgage debt had ballooned to $11 trillion from just $1.3 trillion back in the early 1980s. America not only had too many houses but too many people peddling loans. There were but 7,000 mortgage brokers in 1987, the author writes, and by 2004, there were more than 44,000, employing 418,000 people. These mortgage brokers originated loans to be sold to the vast new secondary market: a market that couldn’t get enough product. The unscrupulous fraudulently worked the system as Katz colorfully narrates in a story about massive loan fraud in a tony subdivision in Atlanta.


  The author even works the publicly traded builders into her story, noting that mom-and-pop builders all over the country sold out for top dollar to the Lennars of the world near the height of the boom. But, of course, all of these builders were just paper contractors. They held but one asset worth buying: land. With stockholder money and cheap financing from Wall Street, these public builders went on a buying spree from sea to shining sea, driving up land prices in all of housing’s hot spots.


  Alyssa Katz is not an economist or financial analyst. According to the cover-flap bio, she teaches journalism, writes for a variety of publications, and lives in Brooklyn. She neatly brings her story home at the end of the book, relating her nightmare of being chased from her rental unit when developers bought her building to convert to condos.


  Virtually all of the elements of her story serve to drive up the price of New York real estate: cheap money, easy loans, and demand from high-salaried Wall Streeters who were packaging mortgage securities. However, the primary culprit in the author’s view is the erosion of rent control. She writes, “The movement to minimize government’s role in the economy was throwing renters into free-fall.” Renters have been played by the free-marketers, she claims. Thirty years ago, one in ten cities controlled rents. No more.


  With landlords able to drive up rents with impunity, renters had to become owners out of self-defense. “[I]t’s impossible to make a blanket case for or against rent control,” Katz writes, “any more than it’s possible to say that police are always a force for good.” The author believes any problems with rent control can be worked out with the right political finesse requiring “mechanisms to let landlords increase rents to cover their costs: otherwise, rent controls create slums.”


  Katz doesn’t mention the distortions to property uses that rent control creates or the political corruption it manifests. She doesn’t realize that rent control essentially takes housing stock off the market, decreasing supply, and thus, with the same demand, driving up rental rates for unregulated apartments as well as the prices of for-sale units.


  What the author does understand is that “every intervention [to rescue the housing market] Congress has cooked up so far is doomed to make the problem worse” and that government is doing everything it can to prop housing prices up, consigning “future generations to the same trap, huffing on a treadmill of debt, or alternately to a cure of inflation that hikes the price of everything else.”


  But the real-estate market is a hard mistress for the government to master, as the Case-Schiller numbers point out. The author runs a slight thread of argument through Our Lot that blames Reagan’s free-market ideology for Americans being weighed down by $13.2 trillion in mortgage debt, with millions being bankrupted by the whole mess.


  At the same time, Katz clearly fingers the government for its “mind-blowingly naive” housing scheme that has, using her analogy, turned us all into rats being rewarded with cocaine after pushing the real-estate lever. The answer is to let the Fannies and Freddies fail, allowing underwater mortgages to be repriced in the bankruptcy-auction marketplace. The new debt holders will eagerly make new deals with mortgage payers, just as Selene Residential Mortgage Opportunity Fund, run by none other than Lewis Ranieri, does.


  Only the free market can set homeowners free.


  2.2


  IT SEEMS LIKE a crazy idea now, but many financial advisors during the boom told anyone who would listen that they shouldn’t pay off or even pay down their mortgage debt. Not only should everyone own a home, but everyone should have a mortgage and no one should ever pay it off. The conventional wisdom, built up from decades of government support for homeownership was that housing prices could never fall.


  After all, those in power testified that it was so. Fed Chairmen Greenspan and Bernanke, as well as regulators and economists with the FDIC and Federal Reserve System dismissed the notion of a price bubble in housing. Like all bubble markets, “the sidelines began to seem a place only for people who had an aversion to wealth,” Peter S. Goodman wrote.


  So the days of mortgage-burning parties were long gone. How stupid would a person have to be to pay off their mortgage? After all, the home would build equity by itself, whether there was a mortgage on it or not; and besides, the money used to pay down the mortgage could be invested to earn much higher returns than the tax-advantaged interest rate being paid on the mortgage.


  The authors of Untapped Riches: Never Pay Off Your Mortgage  and Other Surprising Secrets for Building Wealth, Susan and Anthony Cutaia with Robert Slater claimed in their 2007 book that the fixed-rate mortgage was the worst mortgage in history.


  The Cutaias claimed certain types of mortgages were wealth creators. Mortgages like Option ARMs, Cash Flow ARMs, and negative-amortization loans were best because these loans were “smart debt” which freed up cash so borrowers could leverage their homes to create wealth. They also advocated interest-only loans.


  To their credit, the husband-and-wife team cautioned readers not to fritter away their cash on boats and vacations. But the adjustments on these adjustable rate mortgages are what set the housing crash in motion.


  Never pay off your mortgage principal, the authors wrote, telling the story of an eighty-year-old man with a debt-free house and no cash. Thank goodness they were able to get him an adjustable-rate $800,000 loan. Otherwise, “he might as well have been poor,” they write.


  The two financial/mortgage experts wrote that it’s a shame to be debt free. They blame the banks for instilling the notion in our heads that paying off our mortgages is a good thing, when in fact “being debt free doesn’t help you build wealth. It just locks up your money in equity.”


  “Keep your money out of the bank’s hands” is wealth-building strategy #3 from the husband-and-wife team. “Never pay off your mortgage  never!”


  Scientist, financial analyst, and mortgage underwriter Marian Snow claimed there was a crisis in her 2007 book, Stop Sitting on Your Assets: How to Safely Leverage the Equity Trapped in Your Home and Transform It Into a Constant Flow of Wealth and Security. Ms. Snow wrote that there is a high cost of forfeiting future equity earnings. Excessive down payments, amortizing loans, extra principal payments, bi-weekly mortgage payments and untapped equity from real-estate appreciation were all sources of wealth laying fallow, wasting away.


  Ms. Snow used an example of a $100,000 down payment that instead should be “relocated into a conservative side account earning an 8% compounding return.” In thirty years that hundred grand would grow to over a million bucks, she wrote. Eight percent annually compounded over thirty years: only public-employee pension plan managers make such an absurd assumption.


  Snow the scientist then berates anyone who believes that a smaller mortgage amount means smaller interest payments and saving money. “Are you really saving anything? Aren’t you forfeiting the opportunity to deduct more interest that year?”


  Depression-era thinking has led people to the poor-house of a mortgage-free home and no other assets, according to Snow. Ms. Snow’s book contains all kinds of silly acronyms that she claims are trademarked for what she calls the Home Equity Riches Optimizer and the Home Equity Retirement Optimizer. Suffice it to say, Ms. Snow’s assumptions are aggressive, and she dismisses the idea of a housing bubble, despite her book being published in 2007.


  It wasn’t just real-estate and mortgage hucksters like Mr. and Mrs. Cutaia and Marian Snow selling the mortgage-debt snake oil. Financial planners and CPAs all over the country were advising people to not pay down or pay off their mortgage loans.


  
    “Planners must consider many factors when analyzing the 15-year versus 30-year mortgage option, but certain issues deserve mention. First, even if the mortgage is held to maturity, the argument that the 15-year option is optimal because fewer total dollars are spent to purchase the home is seriously flawed. The fact that a smaller total dollar expenditure is required for the 15-year loan is irrelevant to the maturity decision.”

  


  “Including a Decreased Loan Life in the Mortgage Decision,”

  Journal of Financial Planning, December 2003


  
    “Advantages of the 30-year mortgage include lower monthly payments and accumulated wealth, in an investment account available to help alleviate hardships. Withdrawals from the investment account would be free of penalties for the non tax-deferred accounts, and free of penalties for the tax deferred…. The data showed that a borrower … willing to invest with a risk level associated with the S&P 500 would benefit from a 30-year mortgage.”

  


  “Effect on Net Worth of 15- and 30-Year Mortgage Term,”

  Journal of Financial Counseling and Planning, 2004.


  
    “The popular press, following conventional wisdom, frequently advises that eliminating mortgage debt is a desirable goal. We show that this advice is often wrong … mortgage debt is valuable to many individuals.”

  


  “Mortgage Debt: The Good News,”

  Journal of Financial Planning, September 2004


  
    “U.S. households that are accelerating their mortgage payments instead of saving in tax-deferred accounts are making the wrong choice … in the aggregate, these misallocated savings are costing U.S. households as much as $1.5 billion dollars per year.”

  


  “The Tradeoff between Mortgage Prepayments and Tax-Deferred Retirement Savings.”

  Federal Reserve Bank of Chicago, August 2006


  Ric Edelman, who Barron’s ranked in the top 100 financial advisors in the country from 2004 to 2010, and author of numerous books on personal finance, advised, “Never own your home outright. Instead, get a big thirty-year mortgage, and never pay it off (assuming you can afford to make the payments on the mortgage).” Edelman wrote that our parents were all wrong to pay off a mortgage as quick as possible. Mr. Edelman’s ten reasons to carry a big long mortgage are all over the internet.


  Summarizing Edelman’s ten reasons:


  
    	
      REASON #1 Your mortgage doesn’t affect your home’s value.


      Edelman says the reason you’re buying your home in the first place is because you think it will rise in value, otherwise you’d rent. Not having a mortgage is the equivalent of stuffing money in a mattress.

    


    	
      REASON #2 You’re going to build equity anyway.


      Paying down the mortgage is a weak way to build equity. The home will appreciate in value anyway, according to Edelman.

    


    	
      REASON #3 A mortgage is relatively cheap money.


      Debt is inevitable in today’s society, writes the financial expert, so load up on mortgage debt as opposed to credit card debt.

    


    	
      REASON #4 Mortgage interest is tax-deductible.


      The after-tax interest rate that you pay on your mortgage is lower than other available credit.

    


    	
      REASON #5 Mortgage interest is tax-favorable.


      Rather than pay down debt that is tax-deductible, invest that money in investments that are taxed as low as 15 percent.

    


    	
      REASON #6 Mortgage payments generally get easier over time.


      Inflation will make your monthly payment shrink, relatively speaking.

    


    	
      REASON #7 Mortgages let you sell without selling.


      Want to capture the increase in home values but not sell? Just borrow more against the home.

    


    	
      REASON #8 Large mortgages can let you invest more money more quickly.


      The lower the down payment you make, the more you can invest in other investments.

    


    	
      REASON #9 Long-term mortgages can help you create more wealth.


      Paying down your debt doesn’t create wealth; put that money toward other investments.

    


    	
      REASON #10 Mortgages can give you greater liquidity and greater flexibility.

    

  


  Don’t tie up your liquidity in the house; keep it available for other things, like investments.


  Edelman the hot-shot financial advisor claimed we should all stay in hock up to our necks and invest whatever money we might use to pay down the mortgage just in case home prices actually fell. While Edelman advised this, the stock market crashed, commodity markets crashed and interest rates on Treasuries and bank CDs went to virtually zero. During no time period could a person earn a risk-free rate of return higher than even the tax-advantaged rate of a thirty-year mortgage.


  3.3


  THE AVERAGE JOE and Jane are quick to sign on the dotted line with what they think is the American dream clearly in sight. Meanwhile mortgage originators are only too eager to facilitate the dream, knowing that a secondary market created by the federal government is waiting to buy the paper.


  And why not? Eighty-one percent of people believe it is immoral to default if you can afford to pay. However, “9% are willing to walk away with a shortfall of $50K, 26% with a shortfall of $100K and 41% with a shortfall of 200K,” according to Luigi Guiso, Paola Sapienza, and Luigi Zingales in their paper “Moral and Social Constraints to Strategic Default on Mortgages” written for the University of Chicago Booth School of Business and Kellogg School of Management.


  But even more interestingly, people who know someone who has strategically defaulted are 82 percent more likely to at least declare their willingness to strategically default. Plus, an increase in foreclosed property in a particular zip code, Guiso, Sapienza, and Zingales find, greatly increases the likelihood that homeowners will walk away.


  “Overall, we find that the most important variables in predicting the likelihood of a strategic default are moral and social considerations,” write the three professors. “Social considerations are directly affected by the frequency of foreclosures and the probability that somebody knows somebody else who strategically defaulted.”


  As the University of Arizona’s Brent White explains, “the asymmetry of moral norms for borrowers and market norms for lenders gives lenders an unfair advantage in negotiations related to the enforcement of contractual rights and obligations, including the borrower’s right to exercise the put option.” A put option meaning the borrower gives the house to the lender.


  Lenders are most often corporate entities run by managers with the fiduciary duty to exercise financial prudence on behalf of the company owners. These managers would most likely not view it to be in the best interest of the shareholders to negotiate with an underwater homeowner if the homeowner is current on his or her payments, because given societal pressure and norms, the prudent thing to do is for the lender to deny an attempted negotiation; historically, the likelihood is that the borrower will continue to pay. It is only when a borrower does not pay that the lender’s attention is gained and negotiations begin. Thus, an underwater borrower must wreck his or her credit score, a reflection of their character and honesty, before a lender will negotiate.


  So does the individual have a fiduciary duty to oneself? The short answer is  no. A fiduciary means “one who acts in the interest of another person,” so by definition one can’t be the fiduciary of oneself. But how could it possibly be that corporate entities have a duty of financial prudence while individuals have a moral duty to destroy their dignity and finances in the process of honoring a contract that lenders themselves would not honor if put in the same position?


  Aristotle explained that man is a rational being. Man learns what works in the world, natural laws, to achieve his desired ends  survival and prosperity. As Murray Rothbard explained in The Ethics of Liberty, “the very fact that the knowledge needed for man’s survival and progress is not innately given to him or determined by external events,” shows that man has the free will to either employ reason or not and that an act set against his life and health would objectively be called immoral.


  In the same book, Rothbard wrote of “the perfectly proper thesis that private persons or institutions should keep their contracts and pay their debts.” But the mortgage market is anything but private. Grant’s Interest Rate Observer, in its May 14, 2010, edition points out that Fannie, Freddie and the FHA, “accounted for 97% of new mortgage lending in the 50 states. That is, they either purchased or guaranteed all but 3% of new homes secured by American dwelling places.”


  Now that lenders have learned the hard way that home prices can and do fall, they have abandoned the mortgage market. What private market there is for loans exceeding the government-guaranteed maximum, the interest rates are considerably higher and the terms much more stringent.


  It’s hard to imagine that Rothbard would insist that private individuals be poorer and less prosperous by sacrificing to pay Fannie and Freddie, entities that are only in business because, as the White House quietly disclosed on Christmas Eve 2009, “it had,” as the New York Times reports, “in effect, given the companies a blank check by making their federal credit line unlimited; the ceiling had been $400 billion; by the following spring the government said it had spent $126 billion propping them up.”


  Rothbard went on to make the point that “Relations with the State, then, become purely prudential and pragmatic considerations for the particular individuals involved, who must treat the State as an enemy with currently prevailing power.”


  Since government-sponsored enterprise (GSE) debt (Fannie and Freddie) is now considered government debt, as Rothbard says, the payment of this debt by taxpayers is coercion. So the funding these GSEs use to buy these mortgages in the first place is obtained through “coercion and aggression against private property…. Such coercion can never be licit from the libertarian point of view,” Rothbard explained.


  Rothbard advocated “going on to repudiate the entire [government] debt outright, and let the chips fall where they may.” And in the same article Rothbard ridicules the Social Security Administration, because it “has government bonds in its portfolio, and collects interest and payment from the American taxpayer, allow[ing] it to masquerade as a legitimate insurance business.” It is impossible to imagine Rothbard viewing Fannie Mae and Freddie Mac as legitimate mortgage businesses.


  He went on to write that if the idea of debt repudiation is considered too harsh, at least put the federal government into bankruptcy. But “we first have to rid ourselves of the fallacious mindset that conflates public and private, and that treats government debt as if it were a productive contract between two legitimate property owners.”


  Supposing that Fannie, Freddie, and BoA had been left to fail, the mortgage paper the entities held would have gone on the open market to be purchased by investors. What price would the mortgages fetch? Certainly not 100 cents on the dollar. But with government support, these financial behemoths can hold out and play hardball with homeowners, refusing to negotiate, putting their heads in the sand, hoping that the real-estate markets will improve.


  When BB&T Bank analyzed Colonial Bank’s loan portfolio when negotiating with the FDIC over the failed bank in 2009, they believed the loans to be worth sixty-three cents on the dollar. When U.S. Bancorp purchased the failed Downey and PFF Savings & Loans in 2008, it valued those loan portfolios at sixty-eight cents on the dollar. Of course, these acquiring banks would only complete the deals with lucrative loss-sharing arrangements in place.


  Entities like Colony Capital and Lennar’s Rialto have most recently paid (in 2010) the FDIC forty to forty-four cents on the dollar for equity stakes in distressed-loan pools being sold by the deposit insurer  and that’s with the FDIC providing seven-year, interest-free financing on half to two-thirds of the purchase.


  The point is clear: whether the borrower is current or not, in the free market, a mortgage that is significantly under-collateralized would not sell for the full note amount. Buyers of these notes would pay an amount that would allow for a margin of safety from the collateral based upon current or expected future housing prices. The buyer of these notes would have an incentive to restructure the obligations and have a performing mortgage. That’s what would maximize the note buyer’s return.


  For example, Selene Residential Mortgage Opportunity Fund purchased the mortgage secured by the home of Anna and Charlie Reynolds in St. George, Utah for a deep discount, the Wall Street Journal reported in a front-page story. The Reynolds were struggling with a $3,464 monthly payment and the value of their home had plummeted.


  Selene, run by Wall Street legend Lewis Ranieri, “buys loans to make a profit on them, not as a public service, but company officials say it is often more profitable to keep the borrower in the home than to foreclose. If a delinquent loan can be turned into a ‘performing’ loan, with the borrower making regular payments, the value of that loan rises, and Selene can turn around and either refinance it or sell it at a profit.”


  Home values in St. George had plummeted in similar fashion to that of Las Vegas, only a two-hour drive away. Selene slashed the principal balance of the loan due from $421,731 to $243,182 and lowered the interest rate, reducing the Reynolds’ monthly payment to $1,573.


  “Around 90% of Selene’s loan modifications involve reducing the principal,” James R. Hagerty wrote in the Wall Street Journal, “compared to less than 2% of the modifications done by federally regulated banks in the first quarter.”


  And while many upside-down borrowers can’t even find a human to talk to about their loan, let alone sit down and renegotiate terms that will benefit both parties, Selene immediately tries to contact the borrowers on the notes they have purchased, “sometimes sending a FedEx package with a gift card that can be activated only if the borrower calls a Selene debt-workout specialist.”


  One quickly realizes that what makes the Selene modifications work are principal reductions. Amherst Securities Group mortgage analyst Laurie Goodman wrote in late 2010 that 11 million borrowers could lose their homes to foreclosure if the mortgage principal was not reduced. “Ignoring the fact that the borrower can and will default when it is his/her most economical solution is an expensive case of denial,” Goodman wrote.


  A bailed-out lending institution such as Fannie Mae or Bank of America has no incentive to negotiate. And in fact the banks are doing nothing. The research of Whitney Tilson at T2 Partners, LLC, shows that of homeowners who haven’t made a payment in a year, 23.6 percent haven’t been foreclosed upon. Of homeowners six months behind, nearly 32 percent haven’t received notice of any nasty filings by their lenders. Even 14 percent of mortgage non-payers of two years haven’t been foreclosed on.


  Bank of America’s head of “credit loss mitigation” Jack Schakett during a conference call told the assembled analysts, “There is a huge incentive for customers to walk away because getting free rent and waiting out foreclosure can be very appealing to customers.”


  A typical foreclosure, he said, takes up to 14 months, and as a result, the number of strategic defaults is “more than we have ever experienced before.”


  “Loan modifications in Nevada particularly are a joke,” Las Vegas housing analyst Larry Murphy told the Las Vegas Review Journal. “They are a waste of time, effort and expense for everybody  borrower and lender alike.” RealtyTrac’s Rick Sharga claims there would probably be fewer strategic defaults, if banks were more willing to work with homeowners in good faith.


  The federal government’s Making Home Affordable Program (HAMP) was implemented in the wake of the crash to modify mortgages. The program was originally designed to help some 4 million mortgage borrowers when it was first introduced in February 2009, but according to CNNMoney in early 2012, HAMP had aided fewer than one million homeowners.


  The Atlantic’s Daniel Indiviglio made some assumptions and crunched some numbers to determine the cost per modification. Indiviglio found that the program had only a 41 percent success rate, but he assumed it would get better  50 percent.


  He goes on to write, “But we’re not done. Many of these will re-default. So far, HAMP’s re-default rate is actually pretty good. Just 25% of loans at least 12 months old are 60 or more days delinquent. But as time wears on, this percentage will increase.” A quarter of HAMP modifications re-default and Indiviglio thinks that’s good?


  The staff editor at TheAtlantic.com assumed a 40 percent re-default rate and ultimately just short of 530,000 successful modifications for $29 billion, or $54,757 per modification. This cost didn’t reduce the principal of anyone’s loan, but just paid for the bureaucracy to administer the program and push paper around.


  “If you know much about mortgage modifications,” Indiviglio writes, “then you know many are destined to fail.”


  Although the Treasury said it was, the HAMP program was not created to help homeowners stay in their homes. Instead, Tim Geithner’s Treasury Department saw HAMP as a way to “foam the runway” for the big banks by stretching out what they projected to be ten million foreclosures over an extended period of time. While Congress thought HAMP was to aid homeowners, Geithner admitted that the program was only created to keep ten million foreclosures from happening all at once, which would sink the banking system.


  Mortgage servicers signed up homeowners by the thousands to HAMP. Borrowers would fulfill the modified terms and then months later be informed their loan was in serious default and owe tens of thousands in penalties and late fees.


  In his book Bailout, exspecial investigator general for TARP Neil Borasky quotes Herbert Allison as saying that the goal of HAMP was not to help three to four million homeowners as President Obama has insisted, but to make three to four million offers for trial modifications. Borasky and his team recommended to Treasury to make principal reductions a part of HAMP, but Treasury refused, citing concerns over “moral hazards,” something Borasky found “beyond ironic.”


  
    The same government that had already jumped into the deep end of the moral hazard pool when it came to bank executives was now using the same concept not to fulfill its original promise to use TARP to help struggling homeowners.

  


  The big banks are even reluctant to approve short sales, despite this being the most cost-efficient way to settle underwater mortgages. Michael Powell reported for the New York Times of a Phoenix woman attempting to do a short sale, where the short-sale price was only $6,000 less than her loan balance. The lender GMAC refused, instead choosing to foreclose on the home, despite the lender estimating that it will recoup $19,000 by going that route.


  “Banks are historically reluctant to do short sales, fearing that somehow the homeowner is getting an advantage on them,” Diane E. Thompson, of counsel to the National Consumer Law Center told the New York Times. “There’s this irrational belief that if you foreclose and hold on to the property for six months, somehow prices will rebound.”


  But Powell points his finger at the real reason banks don’t want to approve short sales: “an April 2009 regulatory change in an obscure federal accounting law. The change, in effect, allowed banks to foreclose on a home without having to write down a loss until that home was sold. By contrast, if a bank agrees to a short sale, it must mark the loss immediately.”


  Amendments to FASB rules 157, 115, and 124 allowed banks greater discretion in determining at what price to carry certain types of securities on their balance sheets and in recognition of other-than-temporary impairments.


  “The new rules were sought by the American Bankers Association, and not surprisingly will allow banks to increase their reported profits and strengthen their balance sheets by allowing them to increase the reported values of their toxic assets,” James Kwak, co-author of 13 Bankers: The Wall Street Takeover and the Next Financial Meltdown, wrote on his blog The Baseline Scenario just after FASB amended their rules.


  The man who runs the world’s biggest bond fund, Bill Gross, says the United States should go all the way to the “full nationalization” of mortgage finance. Pacific Investment Management Company (PIMCO) is among the biggest holders of U.S.-backed mortgage debt and Mr. Gross, PIMCO’s head man, said at a housing conference in August of 2010, “To suggest that there’s a large place for private financing in the future of housing finance is unrealistic. Government is part of our future. We need a government balance sheet. To suggest that the private market come back in is simply impractical. It won’t work.”


  On the PIMCO website Gross amplified the comments he made on Capitol Hill.


  
    Later that morning, in front of cameras from my favorite television station, C-SPAN, I exercised (exorcised) my leadership role in proposing a solution for the resolution of Fannie Mae (FNMA) and Freddie Mac (FHLMC) and the evolution of housing finance in the United States. I proposed a solution that recognized the necessity, not the desirability, of using government involvement, which would take the form of rolling FNMA, FHLMC, and other housing agencies into one giant agency  call it GNMA or the Government National Mortgage Association for lack of a more perfect acronym  and guaranteeing a majority of existing and future originations. Taxpayers would be protected through tight regulation, adequate down payments, and an insurance fund bolstered by a 5075 basis point fee attached to each and every mortgage.

  


  Gross goes on to write:


  
    My argument for the necessity of government backing was substantially based on this commonsensical, psychological, indeed sociological observation that the great housing debacle of 2007–2010+ would have a profound influence on homebuyers and mortgage lenders for decades to come. What did we learn from the Great Depression, for instance: Americans, for at least a generation or more, became savers  dominated by the insecurity of 20%+ unemployment rates and importance of a return of their money as opposed to a return on their money. It should be no different this time, even though the Great R. is a tempered version of the Great D. Americans now know that housing prices don’t always go up, and that they can in fact go down by 3050% in a few short years. Because of this experience, private mortgage lenders will demand extraordinary down payments, impeccable credit histories, and significantly higher yields than what markets grew used to over the past several decades. Could an unbiased observer truly believe that housing starts of two million or even one million per year could be generated under the wing of the private market? In front of Treasury Secretary Geithner and the assembled audience, I said that was impractical. Let me amend that to “ludicrous.”


    Policymakers not only have to consider the future “flows” of new mortgage originations, but the existing “stock” of mortgages already created. FNMA and FHLMC either own or have guaranteed $4.5 trillion of the $11 trillion mortgage market now on the books. As the Treasury contemplates the “transition” from Agency conservatorship to either public or private hands, how could private market advocates reasonably assume that pension, insurance, bank, and PIMCO-type monies would willingly add nearly $5 trillion of non-guaranteed, in many cases junk-rated mortgages to their portfolio? They would not. We are in a bind, folks. Having grown accustomed to a housing market aided and abetted by Uncle Sam, the habit cannot be broken by going cold turkey into the camp of private lending. The cost would be enormous in terms of yields  300400 basis points higher than currently offered, crippling any hopes of a housing-led revival to the economy. (Emphasis is Gross’s.)

  


  Gross told the Financial Times he won’t buy mortgage bonds without a continued explicit backing by Uncle Sam. “Without a government guarantee, as a private investor, I’d require borrowers to put at least 30% down, and most first-time homebuyers can’t afford that.”


  What Gross was saying, without saying it, was that the mortgage paper his firm was holding was worth a fraction of its face value but for the government guarantee. Allowed to go bankrupt, the mortgages that Fannie and Freddie hold would trade for pennies on the dollar in some cases. Gross also realizes that private lenders are not going to issue thirty-year loans with little money down and may not make thirty-year bets at all.


  It is only with government guarantees and a taxpayer-supported secondary market that these loans become viable investments.


  In The Ethics of Liberty, Professor Rothbard constructs the example of the theater owner contracting with an actor for a performance on a certain date. The actor changes his mind and doesn’t appear. Should the actor be forced to appear? Rothbard says no, that would be slavery. Should the actor be forced to reimburse the theater owner for advertising and other expenses? No, the actor should not “be forced to pay for their lack of foresight and poor entrepreneurship.”


  But, of course, if the actor has been paid and he doesn’t perform, the actor should be forced to return the money. Rothbard points out, that problems like this are solved in a libertarian society by requiring the actor to put up a performance bond. “In short, if the theater owners wished to avoid the risk of nonappearance, they could refuse to sign the agreement unless the actor agreed to put up a performance bond in case of nonappearance.”


  In the case of mortgage defaults, the collateral to the property is the performance bond. If the borrower doesn’t pay, the collateral is surrendered. A basic part of underwriting the risk of a mortgage loan is making “sure that the home is of sufficient value to cover the amount of the loan,” Guy Stuart writes in Discriminating Risk. If that doesn’t satisfy the debt, in most states lenders can choose to go after the borrower’s other assets. Any deficiency or loss the lender suffers is from “their lack of foresight and poor entrepreneurship.”


  Some also contend that walking away from mortgages will lead to a fall in the value of other properties in a neighborhood and is immoral because the defaulter’s action is harming the finances of their neighbors. As if we have a duty to our neighbors to do all we can to maintain and increase property values throughout the neighborhood. No one has that power. This is a similar argument that politicians use denouncing short sellers, that the short traders are aggravating price moves and driving stock prices or bond prices lower.


  The denigrating of a neighbor’s property value can be compared to besmirching their good name, as in the case of slander or libel. As Rothbard explains in For a New Liberty, what the law of libel and slander does, in short, is to argue a “property right” of someone in his own reputation. But a person does not own his or her reputation and likewise, while he or she may own title to a home, a person does not own the reputation or reputed value of their home. The reputed value is “purely a function of the subjective feelings and attitudes held by other people,” as Rothbard explains about reputations. The same goes for the collective feelings and attitudes in the property market. Just as “a person’s reputation fluctuates all the time, in accordance with the attitudes and opinions of the rest of the population,” so do the values placed on properties.


  A similar argument is that strategic defaulters will increase the cost of borrowing for the rest of us. Banks will have to charge everyone higher interest rates on our mortgages in order to factor in the risk that many Americans will simply walk away from their mortgages if their house values crash.


  On the contrary, it’s more likely that lenders will offer even lower interest rates to those with good credit scores and on low loan-to-value and loan-to-cost loans because they recognize that home values can go down. As bubbles prop up inefficient producers, extraordinary increases in collateral values make all mortgage borrowers seem creditworthy. Why offer low rates and good terms just to the creditworthy when increasing collateral values make all loans good ones?


  Crashes, depressions, and recessions weed out the inefficient and the uncreditworthy. Loan pricing may actually be more rational going forward. The creditworthy will be recognized as such for performing during difficult circumstances and the loan pricing offered will reflect that. Higher interest rates will be paid by those who are viewed as less-than-creditworthy. Or the less-than-creditworthy will not get credit at all, forcing lenders to compete aggressively for fewer good-quality loans. This would force rates lower, not higher.


  The idea that we as individuals are responsible for those around us conflicts with the libertarian view. As Linda and Morris Tannehill point out in their path-breaking anarcho-capitalist manifesto The Market For Liberty, “Since man’s life is what makes all his values possible, morality means acting in his own self-interest, which is acting in a pro-life manner.” The Tannehills point out that sacrificing for “the common good” makes man a sacrificial animal, a less-than-pro-life proposition.


  To sacrifice for the common good means trading a greater value for a lesser value. It requires impoverishment on the part of the individual to benefit those around him. “Conflicts are produced when men ignore their self interest and accept the notion that sacrifice is beneficial; sacrifice is always anti-life,” the Tannehills write.


  A moral person acts in his or her self interest and in turn doesn’t require others’ sacrifice. The default-moralist libertarian might claim that others are sacrificing if the strategic defaulter doesn’t fulfill his or her obligation. But again the defaulter does not walk away without cost and lenders take an entrepreneurial risk when lending money. That is why lenders take houses as collateral for mortgage loans and don’t lend the money unsecured.


  But are modern lenders even taking entrepreneurial risk? The federal government has made sure that no matter how many bad loans they have, Fannie Mae, Freddie Mac, Bank of America and the other large, systemically important financial institutions remain in business. As David Einhorn from Greenlight Capital explained in a speech given at a Grant’s Interest Rate Observer conference in 2008.


  
    The owners, employees and creditors of these institutions are rewarded when they succeed, but it is all of us, the taxpayers, who are left on the hook if they fail. This is called private profits and socialized risk. Heads, I win. Tails you lose. It is a reverse–Robin Hood system.

  


  Amplifying the point is bank analyst Chris Whalen who wrote on the Institutional Risk Analyst website,


  
    The policy of the Fed and Treasury with respect to the large banks is state socialism writ large, without even the pretense of a greater public good.


    Forget Treasury Secretary Tim Geithner lying about the relatively small losses at American International Group (AIG); the fraud and obfuscation now underway in Washington to protect the TBTF [To Big To Fail] banks and GSEs total into the trillions of dollars and rises to the level of treason. And the sad part is that all of the temporizing and excuses by the Fed and the White House will be for naught. The zombie banks and GSEs alike will muddle along until the operational cost of servicing bad loans engulfs them. Then they will be bailed out  again  or restructured.

  


  So while borrowers are expected to make payments on hopelessly underwater assets until they go bankrupt, the lenders these borrowers are paying are not allowed to go bankrupt no matter the entrepreneurial mistakes that have been made. One has trouble seeing the morality in that.


  When asked about the morality of strategic defaults many people will respond that it’s okay to default if you can’t make the payment, but if you can it’s immoral. Similar to the “ability-to-pay” argument of those who support progressive taxation. Rothbard explained in Power and Market that the ability-to-pay principle of taxation cannot be justified with a logical argument. If the able are penalized, production and services are diminished, “and in proportion to the extent of that ability,” Rothbard writes. “The result will be impoverishment, not only of the able, but of the rest of society, which benefits from their services.”


  How does one define ability to pay? Enough after-tax income with all adults working to service the debt and enough money left over to pay for groceries and other essentials? What if each adult can work two jobs making enough to service the mortgage? Or three jobs each?


  Should homeowners have another family move in and have the families rotate to use the house, with the respective adults working opposite shifts (one set of adults working day shift, the other night shift)? Many Hispanic families did this in a twenty-four-hour town like Las Vegas during the housing boom in order to afford housing. Builders catered to these buyers in the lower-priced northeast part of the city by constructing relatively small homes (under 2,000 square feet) that were carved into seven bedrooms.


  What should a person give up in order to make their payments? Food, education, transportation, funds to live on in old age?


  During Weimar Germany’s hyper-inflation, middle-class wives and daughters engaged in prostitution to keep a roof over their families’ heads and food to eat. Is it a strategic default if the family females (or the males for that matter) do not sexually service clients for money in order to pay the mortgage? If not, one wonders why the default moralists draw the line there.


  While government and default moralists constantly preach the sanctity of contracts, government was the first to break its own HAMP contracts. Borasky writes, “contracts went from being sacrosanct to inconvenient irrelevancies. So when mortgage servicers blatantly disregarded HAMP contracts by trampling over home owners’ rights, Treasury turned to a seemingly endless series of excuses to justify its refusal to hold them accountable.”
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  “I DON’T THINK people can stay stupid forever,” says Richard Plaster, president of Las Vegas homebuilding company Signature Homes, and a leading advocate for people to walk away from their homes. He thinks more people will walk away as home prices continue to fall.


  “People who keep paying on their mortgage are going to lose.”


  And plenty will lose if A. Gary Shilling is right. He points out that normally the housing inventory is 2.5 million units. Currently it’s 4 million, but that’s not all. Shilling wrote in 2011,


  
    As foreclosures keep mounting, a “shadow” inventory of as many as 500,000 additional homes will become visible as many more Americans choose to sell rather than endure further price declines.

  


  Because of this overhang, Shilling sees prices dropping another 20 percent from here, leaving prices nationally 45 percent below their April 2006 peak.


  But why do some people still keep paying into this losing proposition? Economically and emotionally, it just doesn’t make sense. Are these people saying, “a contract is a contract; I’ll pay no matter what. I’m resigned to committing financial hara-kiri on my mortgage sword”?


  After all, a mortgage is like the marriage contract: “To honor, love, and cherish, till death do us part. For richer, for poorer, in sickness and in health.”


  Plenty of spouses stay in marriages gone bad. There is no honoring or love, just sickness and hate. But some couples stay together for the kids or because their religious beliefs forbid divorce or because of family pressure.


  And in the extreme of one spouse battering the other, why on earth does the battered spouse stay wearing sunglasses to hide black eyes and making up phony excuses for broken limbs and bruises? Why does anyone stay in that sort of relationship? It’s just plain irrational.


  “Because you took those wedding vows to honor, love and cherish.”


  Lenore Walker is the pioneer in the field of battered-spouse syndrome, with her book The Battered Woman. She believes that experiencing the repeated cycles of violence can result in a spouse developing “learned helplessness,” a psychological state identified by psychologist Martin Seligman. The abused believe they lack control over their situation and are convinced escape is impossible. Their motivation to escape diminishes as they become increasingly passive.


  Walker explains that the constant cycles of violence and reconciliation result in the following:


  The abused


  
    	believes the violence was his or her fault,


    	has an inability to place the responsibility for violence elsewhere,


    	fears for his or her life and the lives of his or her children, and


    	has an irrational belief that the abuser is omnipresent and omniscient.

  


  These beliefs are strikingly similar to what underwater homeowners feel.


  The abused believes that the violence was his or her fault. “It was my own fault for buying a house at the top of the market in the first place and borrowing too much money to do it.” “I made my bed, now I must sleep in it, no matter how much financial pain it causes me.”


  The abused has an inability to place the responsibility for violence elsewhere. “It’s nobody’s fault but my own,” say people with 20/20 hindsight. “Nobody made me sign the mortgage. I’m so stupid. The bank doesn’t have to negotiate with me.”


  The abused fears for his or her life and the lives of his or her children. “My credit will be ruined. I won’t be able to rent an apartment. My low credit score may keep me from getting a job. I don’t want to uproot the kids and have to admit that daddy and mommy made a financial mistake.”


  The abused has an irrational belief that the abuser is omnipresent and omniscient. The abuser in this case is the lender or owner of the mortgage. The borrower fears that these lenders can take everything they have, leave them with nothing, and make their lives miserable forever.


  At the same time, default moralizers reinforce these feelings. They have no sympathy for those making a poor housing and mortgage choice. A person must suffer the consequences of their actions.


  Battered-person syndrome was first known as battered-woman syndrome (BWS), and according to Lauren Fernandez, “every jurisdiction accepts expert testimony on Battered Woman Syndrome to support claims of self-defense. In fact, several states have codified its use by statute.”


  However, as BWS has increasingly been used in expert testimony, the theory comes under criticism for painting victims as one-dimensional. When the victims, who have killed their abusers, testify to struggling emotionally and physically with their situation, their behavior show “signs of initiative and agency that are inconsistent with [BWS],” writes Katherine Baker.


  Strategic defaulters also struggle emotionally with their decision to walk away. These aren’t people who bought a house and never made a payment. They sell assets, cut back, and do everything possible to pay their note. Eventually they seek out their lender to negotiate a compromise but are most times rebuffed.


  Dayna and Scott Merritt bought their 2,000-square-foot home in North Las Vegas, Nevada, for $385,000, but five years later it will only fetch $180,000 and the couple is wondering if they should keep paying for a house that may never be an asset.


  “We’ve stuck it out. But there’s been no ‘attaboy,’” Dayna Merritt, 43, a substitute teacher, told USA Today. “We’re paying on something that seems like it won’t work out for us.”


  The Merritts put $80,000 down, and still Scott’s father has calculated that the couple will remain underwater until 2020. “Every month,” Dayna Merritt says, “I ask myself, ‘Why are we paying this?’” After starting the loan-modification process two years ago, the Merritts dropped it, “as reports of others’ failed attempts flew through the neighborhood and the news media.”


  The Merritts’ friends across the street, Rachael, 41, and Joseph Stewart, 46, likewise have run out of patience with their mortgage and have stopped paying in hopes that their lender will alter their loan.


  The Stewarts have cut expenses and even tried to clean up the front yards of vacant houses in the neighborhood. But when a law-enforcement officer came to their door looking for a neighbor who was renting a house similar to theirs for much less, that was the last straw. The neighborhood originally barred rentals.


  Belinda and William Haag put $82,000 down on their North Las Vegas home. The couple pays over $2,000 a month on the mortgage, but could rent the same house for half that. The Haags hope to short sell, but will walk if the lender won’t cooperate.


  Some analysts believe that the number of strategic defaults has peaked, but these stories reveal the truth. Those who have been paying are wearing down financially, mentally, and emotionally.


  “I do have concern because as the prices go down further, it might provide more incentive for people to strategically default,” Nasser Daneshvary, director of the Lied Institute for Real Estate Studies at UNLV told VEGAS INC. “They still owe the same amount of money to the banks, but I think it’s getting bad enough that the ethical issues become less important to people.”


  And as the market continues to worsen, Las Vegas broker Frank Nason worries,


  
    Friends and associates that would have never considered walking away a year ago to 18 months ago are. It’s about the dismal outlook going forward. They see it’s going to take a decade before there is any daylight in their house.

  


  There are those who pass judgment on spouses who leave a bad marriage as well as those who choose to stay. It’s immoral in one person’s eyes to leave even the most abusive relationship, because of those wedding vows. At the same time, many people can’t understand why a battered spouse doesn’t just leave, thinking it’s stupid to jeopardize life and health.


  Libertarians might jump in and say that if a spouse has been aggressed against, the law-enforcement provider will step in to protect the battered from the batterer. The batterer would be punished and the battered would be compensated.


  But that’s not how the criminal-justice system works. Batterers were protected in the past and are still hard to prosecute. And if the batterer had friends down at the police station, worked there, or had pull at city hall, the state protected the batterer. “The marriage license in our society also seems to serve as a license to violence,” Walker writes.


  In the case of the mortgage mess, the federal government is protecting the lenders and mortgage owners. Fannie and Freddie are the government, and the other big mortgage holders have many friends in Washington. Instead of being allowed to go broke with these under-collateralized mortgages sold in a bankruptcy auction to fresh buyers who in all likelihood would negotiate with borrowers, the mortgage holders, who often can’t prove they own the mortgages, refuse to deal with borrowers until a payment default gets the lender’s attention. In the rare case of a modification being consummated, it only adjusts payment terms. But it’s the principal amount of the note that must be lowered.


  Libertarians will say, “Wait a minute. Homeowners knew what they were getting into when they signed the documents. The terms of the deal didn’t change. Banks haven’t turned into batterers. Besides,” they claim, “your analogy doesn’t work, because no woman would marry a man who displayed violent tendencies.”


  But, of course, that’s not true. One victim, whose story is told in The Battered Woman, asserts,


  
    I had no idea that he was physically violent until six months into our marriage. Before we were married, he had threatened to burn down my house and kidnap me if I didn’t marry him. He also threatened to kill my parents.

  


  That didn’t stop “Anne” from marrying this abusive man. When he had said those things, she says, in a way she believed him and in a way she didn’t.


  Well, she asked for it, some would claim. She’d better stick it out and hope for the best. But it’s hard to imagine even those people believing that if the victim were their own sister or daughter. Similarly, people who know someone who has strategically defaulted are 82 percent more likely to at least declare their willingness to strategically default, according to the research of Luigi Guiso, Paola Sapienza, and Luigi Zingales. “Social considerations are directly affected by the frequency of foreclosures and the probability that somebody knows somebody else who strategically defaulted,” write the three researchers.


  Even though the note or mortgage terms didn’t change, the perception of those terms does change. Paying $2,000 a month for a 2,000-square-foot house in North Las Vegas was fine in the boom. But if the same house can be had for half that now, being forced to pay double each month for nothing is a financial beating.


  The borrower feels trapped and helpless. Plus, when the other side of the transaction refuses to negotiate, does not communicate, drags their feet, or gives mixed signals, the lender’s actions (backed by government force) are seen by the borrower as abusive.


  So while you may see those who walk away from underwater mortgages as morally wrong for breaking their mortgage vows, others see those who stay for the financial beating as stupid. No matter. As prices continue to fall, millions more will make a run for it.
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  THE BOOM-TIME PRACTICAL wisdom for the home-building industry was that people would stretch their commute to the limit in order to be able to afford to buy a home. Suburbia kept expanding until people spent hours on the road each day getting to and from work. What were once small farm hamlets became bedroom communities with farmers selling their fields for more than they ever imagined, and row after row of tract homes were thrown up according to the FHA guidelines.


  Homebuyers’ desire to live what landscape historian J.B. Jackson describes as the “lawn culture” sent homebuyers to distant subdivisions that were previously devoted to growing grain in the Midwest, cotton outside of Phoenix, or timber near Seattle or Atlanta. “The culmination of the lawn culture was the country club,” writes Robert Fishman in Bourgeois Utopias: The Rise and Fall of Suburbia, with its carefully tended golf course. “It represents the suburban equivalent of the urban park.”


  Country clubs are going broke, and builders are forced to offer $17,000 toward a new General Motors car because, as David Streitfeld writes,


  
    Builders and analysts say a long-term shift in behavior seems to be under way. Instead of wanting the biggest and the newest, even if it requires a long commute, buyers now demand something smaller, cheaper and, thanks to $4-a-gallon gas, as close to their jobs as possible. That often means buying a home out of foreclosure from a bank.

  


  People are bailing from their American dream. Home prices don’t always go up after all.


  And the distressed market will not be cleared quickly. First it was attempts from Washington with tax incentives for buyers that propped up prices and kept builders from throwing in the towel. Builders also cashed up with tax refunds from taxes paid during their boom years, using the money to buy land, to buy lots, and to start new homes.


  But the distressed-market headwind will be in builders’ faces for many years. When Taylor Bean CEO Lee Farkas was asked by the Justice Department’s Patrick Stokes if he thought his firm’s agreement with Colonial Bank allowed Taylor Bean “to sell fraudulent, counterfeit, fictitious loans” to the bank, he replied,


  
    Yeah, I believe it does. It’s very common in our business to, to sell because it’s all data, there’s really nothing but data to sell loans that don’t exist. It happens all the time.

  


  Yep, nothing but data. Maybe that’s how a company of 50 employees can claim to hold title to 60 million mortgage loans in the United States. The Mortgage Electronic Registration Systems (MERS) of Reston, Virginia, was created 16 years ago by Fannie Mae, Freddie Mac, and the big banks, like Bank of America and JPMorgan Chase.


  The quaint practice of recording mortgage assignments down at the local courthouse was slowing the mortgage business down during the boom. MERS “cut out the county clerks and became the owner of record, no matter how many times loans were transferred. MERS appears to sell loans to MERS ad infinitum,” explain New York Times reporters Michael Powell and Gretchen Morgenson.


  Suddenly securitization was set free. Nobody noticed until the housing market cracked. Then the question of who had standing to foreclose on properties came into question. The owner of a loan is whoever must do the foreclosing, not a loan servicer.


  The holder of nearly half of all America’s mortgages prefers to operate in the shadows. Powell and Morgenson write,


  
    Little about MERS was transparent. Asked as part of a lawsuit against MERS in September 2009 to produce minutes about the formation of the corporation, Mr. Arnold, the former C.E.O., testified that “writing was not one of the characteristics of our meetings.”

  


  For those who believe Taylor Bean’s practices were an aberration, Alan M. White, a law professor at the Valparaiso University School of Law in Indiana, last year matched MERS’s ownership records against those in the public domain and found, “Fewer than 30 percent of the mortgages had an accurate record in MERS.”


  Powell and Morgenson rightly ask, “If MERS owned nothing, how could it bounce mortgages around for more than a decade? And how could it file millions of foreclosure motions?”


  For an idea of the tangled web that the world of mortgage defaults and modifications is, we present the case of Duke and Tina Renslow. The Renslows have a loan on their home with, well, either Wells Fargo or the Federal Home Loan Bank of, well, nobody knows for sure.


  There is no question that Wells Fargo was the originator of the note secured by a deed of trust on the Renslows’ home in Washoe County, Nevada. The family had some money issues and contacted their lender in July of 2009 to see about a modification.


  Of course, representatives for the lender said they would only discuss a modification if the borrowers were 60 days or more delinquent. Taking the hint, the Renslows missed a couple payments and contacted the bank. The bank then provided the couple with a Home


  Affordable Modification Program (HAMP) application.


  The couple made a payment so as not to be 90 days late and thus in default, but carefully remained 60 days late so the bank would continue to speak with them about modifying the loan.


  The Renslows completed the HAMP application and on September 17, 2009, received a letter from Wells Fargo stating “You did it!” and accepting the couple into the HAMP program. The bank told the borrowers they didn’t need to make the October payment, and the HAMP trial period would begin November 1.


  Missing the October payment meant the borrowers were in default. However, the Renslows received the HAMP trial-period packet indicating that Wells Fargo was their lender and their monthly payment would be $1,127.06.


  The trial period would end in February of 2010, and if payments were made on time the couple would receive a permanent modification. The borrowers made (and the lender accepted) their three trial payments as agreed, but when the lender didn’t send a modification agreement, the Renslows called Wells Fargo to see what was wrong.


  Instead of receiving the modification, the couple was sent a letter informing them that they “may not be eligible” for HAMP because, “[Wells Fargo] service[s] your loan on behalf of an investor or group of investors that has not given us the contractual authority to modify your loan under [HAMP].”


  The letter said for the Renslows to keep making their trial payments and that the file would be reviewed in a month. However, less than a month later, Wells Fargo informed the couple that it would not modify the loan because “the investor on your mortgage has declined the request.”


  The bank said it was keeping the trial payments and could only recommend a short sale or a deed in lieu of foreclosure to resolve their problems. Even though the Renslows had made their payments as agreed, Wells Fargo reported their loan 180+ days delinquent, making a refinance with another lender impossible.


  On August 6, the bank started foreclosure by recording a notice of default. The Renslows elected mediation under a recently passed Nevada law. At the mediation, the bank first provided the original deed of trust demonstrating that it was the beneficiary and that the bank had every right to be negotiating at the mediation. A deed of trust is the legal document that is the security for the note, which is the obligation to pay.


  Then, a Wells Fargo employee on the phone said the bank didn’t own the loan; it was just the servicer. When asked to provide to the mediator, the entity that actually owned the loan, so that the appropriate party could represent the lender side of the mediation, a two-hour search ensued, but to no avail.


  And in fact it is still unknown who owns this particular loan. It’s a federal home-loan bank (FHLB), but there are a dozen of these banks. There is no recorded assignment that might indicate which of the dozen might own the Renslows’ note.


  That the owner of the loan is an FHLB is significant. A Wells Fargo employee admitted that the bank refused to do the HAMP modification that had been previously agreed to, not because the Renslows didn’t qualify, but because “the underlying lender did not participate in HAMP and thus had not authorized the servicer to enter into a HAMP modification.”


  Judge Patrick Flanagan’s footnote on this point is precious.


  
    This Court professes a certain shock at the fact that a FHLB, as a federal GSE, does not participate in HAMP, which is required for loans owned by FNMA and FHLMC, two other federal GSE’s. The fact that the Federal Home Loan Mortgage Corporation authorizes HAMP modifications while the Federal Home Loan Bank does not, that WELLS FARGO has sold mortgages in the past to both of these entities, and that the election to sell to one over the other is completely outside of the borrower’s control has a certain Kafkaesque quality. Had WELLS FARGO simply chosen FHLMC instead of FHLB, this entire matter would have been averted.

  


  In the end, Judge Flanagan found that Wells Fargo, among other things, “lacked authority to negotiate and modify the loan,” and in turn used the court’s power to modify the note, for whichever Federal Home Loan Bank actually owns the loan.


  The current principal is being re-amortized, a new payment amount of $1,145 has been set, and the interest rate is reduced to 2 percent for the life of the loan.


  This is one tiny loan among millions that are out there in a wilderness of GSEs, too-big-to-fail institutions, individual state-court systems, real-estate laws, and of course, underwater homeowners who are just trying to figure out with whom to negotiate with.


  This is the opinion of one judge on one small case. However, it should give pause to servicers thinking they can step into the shoes of note owners (known or unknown) to negotiate modifications or foreclose on properties.


  The government-sponsored enterprises (GSEs) and big banks are not allowed to fail, and the ability to foreclose is in question as long as MERS is in the middle of all this. But for those making their payments, how can they actually know who their lender is? They know who they write a check to every month, but what entity actually owns their loan?


  If underwater by thousands of dollars, or hundreds of thousands, what’s the incentive to pay? If a borrower wants to work out a compromise in good faith, how can they know if they are negotiating with the right party? The mortgage mess is a house of mirrors.


  Proof that strategic default is on the mind of more overindebted homeowners comes from credit analytics firm FICO claiming their team of researchers “have demonstrated the ability to identify borrowers who are over 100 times more likely to default strategically than others.”


  FICO wants to help mortgage companies get the jump on those who plan to walk away.


  Strategic defaulters, as a group, have better FICO scores, display better credit management, spend money more carefully, have owned their property for a shorter period of time, and have more open credit in the last six months.


  In other words, the financially savvy are much more likely to strategically default. However, FICO’s chief analytics officer Andrew Jennings argues,


  
    Strategic defaults are bad for lenders and investors, they’re bad for the homeowners who elect to default and they’re bad for neighborhoods and cities. Preventing them is in the interests of everyone involved.

  


  The idea is that FICO’s new tools will help lenders identify borrowers they should negotiate with before these folks walk. FICO is doing its part, but don’t look for the bailed-out and the too-big-to-fail to start negotiating. Borrowers don’t keep them in business; Washington does.


  6.


  THE ECONOMIC CRISIS of 2008, which continues to produce shock waves, was really just the realization that the consumer-debt load at the time was unsustainable. All along, Washington was the head cheerleader for, and architect of, the entire racket. The culprits weren’t Wall Street, Bear Stearns, and Lehman Brothers; the real driving force was decades of government policies that “expanded the numbers of Americans in debt and legitimated borrowing as an alternative to saving,” writes Louis Hyman in his extraordinary book Debtor Nation: The History of America in Red Ink.


  The author takes us back to a time when retailers provided credit. We’ve all seen Western movies where the farm wife charges her provisions at the general store, with the tab presumably to be paid when the crops are harvested and sold.4


  Credit and income information was hard to obtain just after the turn of the century, thus credit was granted to those known and trusted. John Mackey built what would become Household Finance Company, lending small amounts of money at monthly interest rates of 10 percent. The cost of collection was high, and there was no Federal Reserve spewing forth liquidity. Mackey had plenty of customers because banks didn’t lend to consumers.


  Usury laws began to pop up, setting maximum rates at a fraction of what Mackey was charging, but as Hyman points out, the laws only served to send working class people to loan sharks charging between 60 and 480 percent per year.


  Household goods secured most credit because few people owned homes. And when Detroit began to crank out cars, auto finance was born. Companies like GE finance and GMAC were created to provide retail and wholesale finance, allowing consumers to borrow as never before. These installment credits were not subject to usury laws because judges ruled that installment purchases were luxuries and not necessities. And the threat of a visit from the repo man kept people diligent with their payments.


  The availability of credit began to blur class distinctions as people’s consumption converged. Women were the target of installment credit because it was believed they couldn’t resist buying dresses on installment to look their best. Credit managers were thought to provide control over borrowers, keeping them from overextending themselves. “The vicious chain of being in debt  was forged when I married and set up a home,” an anonymous housewife wrote in Collier’s.


  Government swung into full gear in support of housing finance during FDR’s New Deal. While Hyman innocently calls New Deal policies a “practical harnessing of private capital for social ends,” the Federal Housing Association (FHA) standardized housing and its finance, leading to standardized, suburbanized, government-loving, overindebted Americans.


  Short-term balloon notes were replaced with a government policy encouraging long-term debt, “partially because the government language reframed mortgages not as a heavy debt, but as responsible long-term investments for the borrower,” writes Hyman. “Americans were encouraged to become comfortable with long-term debt in a way they never had before.”


  Homes in America weren’t a ball and chain anymore, but a wise investment, to be funded with ever more “residential finance filtered from distant investors through federally made markets.” Government had extinguished the stigma of debt; and one now had to convince, not George Bailey down the street, but “large, impersonal corporations” as to one’s creditworthiness.


  However, as the author points out, “The real owners [of these homes] were the banks and insurance companies, who found a safe source of income in the midst of the Depression.”


  On the heels of state-sanctioned mortgage finance, banks barreled into consumer lending with the help of the FHA’s Title I program. “The guarantee of profits through federal insurance mitigated bankers’ suspicions about consumer lending, and bankers opened FHA Title I loan departments.”


  For the first time, bankers looked beyond business for avenues to make loans. With a lack of creditworthy commercial borrowers to lend to, bankers eagerly embraced the Title I program.


  After unleashing this torrent of credit, FDR’s administration looked to tamp down the resulting price inflation with “Regulation W,” birthed from “a contorted reading of the Trading With the Enemy Act.” Reg. W sought to regulate how much, and under what terms, consumers could borrow. The unintended result was the creation of revolving credit, allowing consumers to borrow as never before.


  Hyman’s most enlightening chapter is entitled “Securing Debt.” After decades of urging the American public to borrow and banks to lend, in the 1960s the government planted the securitization seed that would grow to tip the financial system over in 2008. LBJ’s Great Society looked to push capital into decaying cities, but the buying and selling of individual mortgages was cumbersome. Mortgage paper needed to be bondlike, and the Housing Act of 1968 implemented this vision, remaking “the American mortgage system in a way that had not been done since the New Deal.”


  Along with “privatizing” Fannie Mae, the bill created the mortgage-backed security, directed mortgage funds toward low-income borrowers, and authorized the Treasury to be the buyer of last resort to the market. The federal government’s intrusion in the housing market continued to grow. The idea that Fannie Mae was suddenly cast adrift to market forces is fallacious. Fannie was required to buy low-income mortgages and its “larger market actions would remain partially under government control.”


  With the passage of the Emergency Home Finance Act of 1970, Congress then created a secondary market for conventional mortgages, which “drew on the mortgage-backed security financing techniques developed in the Housing Act of 1968.”


  Although the government’s backstopping of the market didn’t cover the entirety of Fannie and Freddie’s portfolios, it was close enough to suit investors. “Dangling promises, diversified portfolios, and foreclosable houses convinced many investors.” As Hyman explains, actuaries calculated that default rates were three times higher for a 95 percent mortgage versus a 90 percent mortgage, “but investors trusted the U.S. government to make good on the payments, even when the American borrowers could not.”


  Freddie Mac teamed up with Lewis Ranieri’s Salomon Brothers and First Bank of Boston to create collateralized mortgage obligations (CMOs) in 1983. CMOs could be split into slices (tranches) allowing buyers to satisfy whatever risk appetite they had. “With the right math, a mortgage could be turned into anything.”


  The same model was used to bundle credit-card receivables. In 1994, the Financial Accounting Standards Board (FASB) fielded a proposal that would have required that banks hold reserves against securitized revolving debt receivables. The proposal was voted down decisively.


  While the Basel Accord regulations required banks to increase their capital ratios, securitized debt obligations and mortgage-backed securities required no capital to be maintained against these investments, unlike individual loans.


  Securitizing the debt allowed banks to make as many credit-card loans, or mortgage loans, as they possibly wanted, as if they were Treasury bonds. The capital requirements meant to hedge risk simply pushed banks toward securitization rather than reducing their lending.


  From there, lenders packaged mortgages and credit-card loans that were underwritten using automated risk-modeling programs based on very thin data, enabling “more inexperienced lenders to be overconfident, taking the model for reality.” Quoting a senior project manager for Fair Isaac’s Horizon system, Hyman writes, “‘the borrowers who tend to go bankrupt look just like a lender’s most profitable customers.’”


  Mr. Hyman lectures at Harvard in the field of history. His rich and detailed chronicling of the government’s fostering of consumer debt makes Debtor Nation an outstanding book. However, in his epilogue, the author reveals himself to be somewhat of a frustrated Marxist who has resigned himself to the notion that America runs on capitalism and the present financial crisis, “occurred not because capitalism failed, but because it succeeded in doing what it does best: profits and inequality.”


  He writes that government is needed to channel capital to social good, which “is the best way to solve the distressing failures of the market economy.” Hyman then goes on to spend time at book’s end fretting about the overaccumulation of capital.


  Of course, there has been anything but an overaccumulation of capital. And all of these profits he speaks of have evaporated as lenders charge off the bad debts made during the boom. Capital is savings. And there is little of that. Capital can’t be printed. Consumption must be delayed.


  The creation of money via the Fed has weakened the savings rate by diverting funds from productive uses. As Frank Shostak explains,


  
    If however the flow of real savings is falling, then, regardless of any increase in government outlays and monetary pumping overall, real economic activity cannot be revived. In this case, the more the government spends and the more the central bank pumps, the more will be taken from wealth generators thereby weakening any prospects for a recovery.

  


  However Hyman does stumble onto this insight while muddling around during his overaccumulation worries: “Without possible productive investments, investors, who still need to put their money somewhere, are drawn into asset-bubbles and speculation.”


  The author doesn’t make the distinction between accumulated real capital and cheap credit created through a banking system cartelized by the Federal Reserve.


  Americans today go to great lengths to protect their credit scores. We’ve been convinced that a high credit score speaks for our integrity and goodness as a person. To have no borrowing history makes you suspect. Avoiding debt and saving money doesn’t make you prudent; borrowing and paying back does.


  Professor Guido Hlsmann explains where decades of credit stimulation have led us:


  
    The net effect of the recent surge in household debt is therefore to throw entire populations into financial dependency. The moral implications are clear. Towering debts are incompatible with financial self-reliance and thus they tend to weaken self-reliance also in all other spheres. The debt-ridden individual eventually adopts the habit of turning to others for help, rather than maturing into an economic and moral anchor of his family, and of his wider community. Wishful thinking and submissiveness replace soberness and independent judgment. And what about the many cases in which families can no longer shoulder the debt load? Then the result is either despair or, alternatively, scorn for all standards of financial sanity.

  


  Hyman sees the current credit system as inherent to capitalism itself. However, fiat money, central banking, and fractional reserves are antithetical to capitalism. It is savers who initiate a “process of civilization,” as Hans-Hermann Hoppe points out in Democracy: The God That Failed.


  It is the government’s promotion of debt that has made Americans dependent, dispirited, and uncivilized.


  7.


  TODAY’S LOW INTEREST rates don’t make lending to small businesses especially worth the heightened risk. However, Robert Prechter made the point in the November 2009 edition of the Elliott Wave Theorist that banks have lent sparingly to businesses for the past 35 years.


  
    Businesses report that since 1974, ease of borrowing was either worse or the same as it was the prior quarter, meaning that, at least according to business owners, loans have been increasingly hard to get the entire time.

  


  The case Prechter makes is that banks have lent to consumers at the expense of businesses and that it is only business loans that are “self-liquidating.” Healthy businesses generate cash flow that can pay off debt, while consumer loans “have no basis for repayment except the borrower’s prospects for employment and, ultimately, collateral sales.”


  Lines of credit to businesses are provided with the understanding that the business borrowers will “revolve the debt,” borrow to pay vendors and employees and then pay down the debt as their customers pay them for product. Thus, the debt is directly tied to the business firm’s production. The funds tend to be borrowed only for short periods of time. Credit in this case aids a business in potentially earning entrepreneurial profits, which build capital, which ultimately fuels economic expansion.


  Conversely, consumer debts are not self-liquidating, but instead stay on the banks’ books for long periods of time, with payments being made only to service the interest and pay down very small portions of the loan principal balance. Also, as Hans Sennholz explained,


  
    new debt in the form of a second mortgage on a home may finance the purchase of a vacation home, new furniture or another automobile, or even a luxury cruise around the world. The debtor may call it “productive,” but it surely does not create capital, i.e., build shops or factories or manufacture tools and dies that enhance the productivity of human labor.

  


  Prechter writes in his book Conquer the Crash that the lending process for businesses “adds value to the economy,” while consumer loans are counterproductive, adding costs but no value. The banking system, with its focus on consumer loans, has shifted capital from the productive part of the economy,


  
    people who have demonstrated a superior ability to invest or produce (creditors) to those who have demonstrated primarily a superior ability to consume (debtors).

  


  Numbers from the FDIC reflect this shift over the past decade. At the end of the third quarter of 1999, the assets of the nation’s banks totaled $5.5 trillion. As of March 31, 2012, bank assets had grown to $13.9 trillion. But commercial and industrial loans outstanding barely budged, only growing from $947 billion a decade ago to $1.34 trillion by the end of the first quarter of 2012.


  Meanwhile, loans secured by real estate increased from $1.43 trillion in the fall of 1999 to over $4 trillion during that same time period. And investment in securities more than doubled, rising from $1.03 trillion to $2.9 trillion.


  Banks increasingly have the incentive to make long-term amortizing loans secured by long-term assets because the threat of bank runs has been taken away by increases in FDIC deposit insurance. Deposit insurance started at $2,500 in the Great Depression and has increased in fits and starts to the current $250,000. With the increase in deposit insurance there is no need to maintain liquidity. So instead of making short-term, self-liquidating business lines of credit, bankers have opted for making real-estate loans.


  “Before the institutions of modern support and subsidy  the Fed, the FDIC, the too-big-to-fail doctrine, etc.  banks had to look after their own liquidity,” James Grant said in a speech to the Cato Institute. “Operating under the constructive fear of a run, a moderately prudent banker held a comfortable cushion of cash in relation to his deposit liabilities, 25% and up.”


  Total household debt peaked in 2008 at $13.8 trillion, with $10.5 trillion of that being mortgage debt. And as Sean Corrigan explained, “houses are nonproductive assets, financed with a great deal of leverage.” And while homeowners reap the services provided by homes slowly over time, houses “deliver a large dollop of uncompensated purchasing power up front to their builders or to those cashing out of the market,” making housing “the ultimate engines of created credit on the upswing, and  among the more dangerous deflators on the way down.”


  In the last decade, the US system of fractional-reserve banking has created what Frank Shostak calls “empty money,” which masquerades as genuine money when in fact “nothing has been saved.” This explosion of money was created through the banking system, as consumers gorged themselves on nonproductive assets like houses, autos, and big-screen TVs. These purchases gave the illusion of economic growth and good times, but in reality weakened the process of wealth formation; instead of building capital, this system wasted it.


  Meanwhile, businesses that create wealth-producing jobs have stagnated while capital flowed toward speculation. The workforce was induced into working for enterprises that represent malinvestment: home and commercial construction, as well as other real-estate-related jobs, and businesses dependent on consumer consumption.


  Unfortunately, the federal and state governments constantly enact legislation that makes the employment of workers more costly and in turn makes business expansion riskier. So wealth-producing businesses, like metal fabrication and the like, have every incentive not to borrow money from a bank to expand their operations and not to wander into a wider thicket of onerous employment rules by hiring more workers. Instead, the entrepreneur puts energy into obtaining a low-interest mortgage and buying a big house, or dabbling in real-estate development and speculation. Besides, up until this current meltdown, the entrepreneur could obtain a real-estate loan much easier than a business loan.


  Those in Washington are doing all they can to promote the continued destruction of capital and wealth. Policies like “cash for clunkers”; tax credits for home buyers; the bailing out of the big banks, Fannie, Freddie, and the auto companies; and keeping interest rates near zero only serve to promote speculation and consumer consumption. Instead, Washington should be lowering taxes and the costs of hiring employees, especially in industries that produce capital and wealth.
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  Chapter III.


  In the Fed We Trust


  1.


  TWO YEARS AFTER the Wall Street ‘08 come-apart, with the economy still lingering in a funk, the Federal Reserve announced, a day after the elections, what the Associated Press called “a bold effort to invigorate the economy”: the purchase of $600 billion of government bonds from now through the middle of next year, at a pace of $75 billion a month. This $600 billion is on top of the $250$300 billion the Fed will be buying to reinvest proceeds from its mortgage portfolio.


  “The idea is for cheaper loans to get people to spend more and stimulate hiring,” the Associated Press reported. “The Fed says it will review whether adjustments are needed depending on how the economy is performing.”


  The Fed’s Open Market Committee press release stated,


  
    Consistent with its statutory mandate, the Committee seeks to foster maximum employment and price stability. Currently, the unemployment rate is elevated, and measures of underlying inflation are somewhat low, relative to levels that the Committee judges to be consistent, over the longer run, with its dual mandate. Although the Committee anticipates a gradual return to higher levels of resource utilization in a context of price stability, progress toward its objectives has been disappointingly slow.

  


  Even Sarah Palin was outraged and called for Ben Bernanke to “cease and desist.” But this $600 billion comes after an unprecedented $8 trillion in federal-government power has already been unleashed through actions by the Federal Reserve, the TARP, guarantees made by the FDIC, and other direct bailouts. The federal-funds rate has been between 0 and 0.25 percent since December 2008.


  And the results of all that?


  At the end of October 2008, the yield on the government’s 10-year bond was 3.92 percent. It ended July 2012 yielding 1.56 percent. Lending your government money for one year snagged you all of 17 basis points on July 31, 2012. Four years ago you would earn for the same duration a comparatively fat 1.44 percent.


  The Prime Lending Rate that banks base their commercial-loan rates on was slashed to 4 percent in October of 2008, less than half the 8.25 percent prime that borrowers had been paying just a little more than a year earlier. Banks then cut their prime rates even further two months later, in December 2008, to 3.25 percent.


  Thirty-year fixed-rate mortgages were 6.87 percent the week of October 31, 2008. By July of 2012, the rate had hit an all-time low of 3.34 percent.


  So I’ve got news for the Associated Press: interest rates are already down, but banks aren’t lending the money and borrowers aren’t borrowing. Total bank loans are up only 2.2 percent from Q1 2011 to Q1 2012. Consumers aren’t borrowing either. Households have slashed about $1 trillion from outstanding consumer debts since the peak in the third quarter of 2008, according to the New York Fed.


  And while interest rates have fallen, unemployment has risen. In October of 2008, the unemployment rate was 6.1 percent. In June 2012 the rate was still 8.2 percent. If you count discouraged workers and those forced to work part-time, the unemployment rate was 14.9 percent.


  The average length of official unemployment increased to over 40 weeks, by far the longest since government began tracking this data in 1948. The number of long-term unemployed (i.e., for 27 weeks or more) jumped to over 6 million in 2011, again an all-time high and remained stubbornly high at 5.3 million in June 2012.


  In May 2012, over 46 million Americans were participating in the government’s Supplemental Nutrition Assistance Program (SNAP). In other words, 46 million people were buying their groceries with food stamps.


  All of this rate cutting and monetizing didn’t put anyone to work or stabilize anything other than dependence on the government. And while the folks at the Bureau of Labor Statistics say that price inflation is virtually nonexistent, at less than 2 percent CPI, John Williams, who calculates CPI the way it used to be done, says consumer prices are rising at nearly 10 percent.


  All this money and government stimulus, and there was no growth and no jobs to show for it. Only, prices are rising, even if the government says they aren’t. The “stimulus” hasn’t worked.


  But Keynes said a little (or a lot of) government nudge here and there would bring prosperity. After all, he claimed that markets were broken and it was for government and central banks to intervene. As Hunter Lewis summarized in his book Where Keynes Went Wrong: And Why World Governments Keep Creating Inflation, Bubbles, and Busts, it was Keynes’s contention (in addition to us all being dead in the long run) that


  
    	people are too future oriented;


    	society tends to underconsume and oversave;


    	interest rates tend to be too high;


    	monetary policy can lower interest rates by money printing; and


    	“unused savings  interrupt the flow of money through the economy and lead to unemployment; unemployment reduces society’s income.”

  


  So the Keynesians contend it’s not a matter of whether their policies will work; it’s only a matter of when. And if Keynesian monetary stimulus hasn’t worked so far, it’s because the Fed hasn’t done enough.


  Nobel Prize winner and Grey Lady columnist Paul Krugman has been underwhelmed by Bernanke’s policy moves. He described QE2 as “Meh.”


  Krugman, in his book End This Depression Now!, claims the United States is engaged in an austerity program that is stalling recovery. At least 4 percent inflation is needed, he writes in the book, and this phobia about inflation is misplaced. Weimer Germany’s 1920s hyperinflation isn’t what we should worry about; after all, he claims, it was the deflationary policies in 1930s Germany, he tells us, that “actually set the stage for the rise of you-know-who.”


  So Krugman thinks Hitler wouldn’t have stood a chance if Germany could have just kept its hyperinflation policy intact?


  If they can interpret history that way, it’s no wonder most Keynesians think we should all thank our lucky stars for their policies already. Economists Alan Blinder and Mark Zandi did a report supposedly using a “standard economic model” and determined that if the Fed hadn’t intervened in 2008 the decline in GDP would have been three times worse, the unemployment rate would have risen to over 16 percent, and we would have had a federal deficit of $2.6 trillion.


  If the model is so “standard,” then, as Bill Bonner pointed out, how come the Obama economic team (since surely Larry Summers and Christina Romer had a standard model stuffed somewhere in their desks) was claiming that the initial stimulus would ensure that the unemployment rate wouldn’t climb over 8 percent?


  It turns out this modeling business is all nonsense.


  F.A. Hayek explained in his 1974 Nobel Prize acceptance speech, entitled “The Pretense of Knowledge,” that monetary and fiscal policies are the product of what he called the “scientistic attitude,” which is in fact unscientific in that it “involves a mechanical and uncritical application of habits of thought to fields different from those in which they have been formed.”


  Just as they did decades ago, when Hayek delivered this seminal speech, the Keynesians today believe there “exists a simple positive correlation between total employment and the size of the aggregate demand for goods and services; it leads to the belief that we can permanently assure full employment by maintaining total money expenditure at an appropriate level.”


  So while Bernanke, with Paul Krugman looking over his shoulder and telling him where to put the paddles and how many volts to shock the patient with, thinks he can crunch the data, make a diagnosis, concoct the right monetary witch’s brew, and inject lots of it to make us all employed and living happily ever after, the fact is, that’s impossible.


  In the physical sciences, that may work; but, as Hayek explains,


  
    such complex phenomena as the market, which depend on the actions of many individuals, all the circumstances which will determine the outcome of a process  will hardly ever be fully known or measurable.

  


  The wise ones at the Fed and Treasury are only looking at factors that can be quantitatively measured; they disregard any factors that can’t. Thus, as Hayek would say, “they thereupon happily proceed on the fiction that the factors which they can measure are the only ones that are relevant.”


  No single observer could know all the factors determining prices and wages in a well-functioning marketplace. But because policymakers think they know, “an almost exclusive concentration on quantitatively measurable surface phenomena has produced a policy which has made matters worse,” Hayek said back in 1974.


  Nothing has changed.


  James Grant explained in Grant’s Interest Rate Observer,


  
    The trouble with living authorities in money and banking is the ideas they absorbed in school. For instance, that a central bank can calibrate the rate of debasement of the currency it prints by adjusting the speed of the digital press. Or that the Federal Open Market Committee can pick the interest rate that will cause the GDP to grow and payrolls to swell and prices to levitate by 2% per annum, give or take a basis point. Such things are impossible.

  


  Ben Bernanke presumably thought cutting the federal-funds-rate target to “zero to a quarter” and nearly tripling his employer’s balance sheet from $800 billion to over $2.2 trillion would put everyone who wanted to be not only back to work but swiping their plastic for a new big-screen TV or maybe taking advantage of GM’s 0 percent, 60-month financing to drive a new Acadia Denali off the lot.


  However, Hayek explains,


  
    It seems to me that this failure of the economists to guide policy more successfully is closely connected with their propensity to imitate as closely as possible the procedures of the brilliantly successful physical sciences  an attempt which in our field may lead to outright error.

  


  Bernanke and company made errors aplenty by endlessly inflating and bailing out dysfunctional firms. And continuing that theme, the Fed’s QE2 bond purchases came from the middle of the yield curve, with two-thirds of the purchases notes with durations of 4 years to 10 years, according to the New York Fed.


  It was the nation’s big banks that benefited from QE2 as they paid their customers zero for deposits and bought Treasuries yielding 12 percent, knowing the Fed had their back. No loan-loss reserves must be retained if the bank is lending to Uncle Sam, as opposed to if the bank lends to your cousin Sam to start a business or buy a house.


  So while the Fed thinks more money means more employment, the real result of all this stimulating will be more unemployment, not less. Frank Shostak explains that quantitative easing undermines capital formation, and less capital formation in turn weakens economic growth.


  And the poorer people are, the higher their time preferences. “A so-called lowering of ‘real’ interest rates by means of money pumping is basically an act of a diversion of real wealth from wealth generators to various nonproductive activities,” Shostak explains. “Hence, contrary to popular thinking, the Fed’s attempt to lower the real interest rate in fact leads to a higher real interest rate.”


  The reason we have a recession is that it is a clearing of the malinvestments that the Fed’s easy money went into during the boom. So, “producing things that nobody wants and propping up malinvestments cannot possibly help any economy,” writes economist Ben Powell.


  The government’s moneymen are engaging in what Hayek referred to as “the fatal conceit,” thinking they have the knowledge to fix and plan the economy. “If man is not to do more harm than good in his efforts to improve the social order,” Hayek lectured,


  
    he will have to learn that in this, as in all other fields where essential complexity of an organized kind prevails, he cannot acquire the full knowledge which would make mastery of the events possible.

  


  But these Fed chairmen are considered the most powerful men in America, if not the world.


  While on the job, previous Fed chair Alan Greenspan was reverently referred to as “the Maestro.” However, as Lew Rockwell points out,


  
    Monetary pumping was his one weapon. Think of the occasions: the Mexican debt crisis of 1996, the Asian Contagion of 1997, Long-Term Capital Management in 1998, the Y2K crisis of 1999 and 2000, the dot-com collapse, and finally the 9-11 terrorist incidents in Washington and New York.

  


  Greenspan now must spend his time reinventing history and denying any accountability for his Fed’s monetary policies. Even that Enron prize he won doesn’t look so hot.


  While the self-confidence of central bankers knows no bounds, there’s no telling where the money they create will go or what it will do. “All monetary policies encounter the difficulty that the effects of any measures taken,” wrote Ludwig von Mises, “can neither be foreseen in advance, nor their nature and magnitude be determined even after they have already occurred.”


  In 1936, Henry Parker Willis wrote in The Theory and Practice of Central Banking,


  
    No central bank can, by the mere exercise of its credit-granting power, make something out of nothing, or save other banks from the disastrous consequences of their past policy. When a central bank does so it merely tends to make a bad matter worse.

  


  Willis, who, by the way, was the first secretary of the Federal Reserve Board, wrote back in a time when central banks were thought to merely be available to liquefy the commercial-banking system. Today, Fed heads and their committees are thought to be benevolent clairvoyants who can wave their magic interest-rate wands, growing aggregate demand and putting the masses back on the job.


  Even back in 1936, Willis foresaw that central banking would become a tool of politicians to placate the discontent of the citizenry. “In such cases,” he wrote, “central banking becomes merely an adjunct to a dynasty of political dictators who desire to bring about an artificial redistribution of purchasing power and wealth.”


  Concluding his Nobel acceptance speech, Hayek said,


  
    The recognition of the insuperable limits to his knowledge ought indeed to teach the student of society a lesson of humility which should guard him against becoming an accomplice in men’s fatal striving to control society  a striving which makes him not only a tyrant over his fellows, but which may well make him the destroyer of a civilization which no brain has designed but which has grown from the free efforts of millions of individuals.

  


  While the wisdom of Hayek is long forgotten, we have instead central bankers who are worshiped on Wall Street and in Washington, allowing their hubris to place not only the US economy but all of society on the brink of destruction.


  2.5


  WORRYING THAT THEIR friends on Wall Street are liable to blow themselves up any day with complex financial products and strategies, Congress passed, and Obama signed, 2,300+ pages of financial reform that provides “an architecture reflective of the twenty-first century in which we live, but also one that would rebuild that trust and confidence,” claims Senator Christopher Dodd, who was the lead sausage grinder on the Senate version of the bill.


  Ostensibly, the purpose of this bill isn’t to make Wall Street bigger and to consolidate the banking industry; it’s to “protect consumers and lay the foundation for a stronger and safer financial system, one that is innovative, creative, competitive, and far less prone to panic and collapse,” President Obama said after Dodd had gathered enough signatures.


  Well right, in a perfect world where you wanted to inspire innovation, creativity, competitiveness, and have a financial system that’s panic free, you’d immediately start with 2,300 pages of gobbledygook that has been crafted on the fly by Washington lawyers and staffers while great financial minds like Dodd, Barney Frank, Nancy Pelosi, and Harry Reid calmly think through the details and repercussions.


  Of course the constant carping has been that there just hasn’t been enough regulation: that crazy laissez-faire Bush administration dismantled all the financial regulation, don’t you know. The real fact is, even the average Podunk bank operating as a holding company not only has a state regulator but the Federal Reserve, the FDIC, the OTS, or the OCC regulating them  not to mention all the business licensing and whatnot that’s required on the local level.


  Treasury Secretary Tim Geithner testified that AIG had


  
    regulators in 20 different states being responsible for the primary regulation and supervision of AIG’s U.S. insurance subsidiaries. Despite AIG’s foreign insurance activities being regulated by more than 130 foreign governments, and despite AIG’s holding company being subject to supervision by the Office of Thrift Supervision (OTS), no one was adequately aware of what was really going on at AIG.

  


  There’s been plenty of government regulating, and as regulations grow, the incidences of financial booms and panics grow in step, as Kevin Dowd and Martin Hutchinson chronicle in their wonderful new book Alchemists of Loss: How Modern Finance and Government Intervention Crashed the Financial System. Looking back at financial crises, the authors note “the impacts of rampant speculation, government involvement or poor government responses, misguided monetary polices, ill-designed regulation and misunderstood new financial technology, as well as the oft-repeated failure on the part of policymakers and legislators to draw the appropriate lessons from painful experiences” have been constant themes.


  Dowd and Hutchinson put the latest crisis in the context of history. They point out that government intervention and misguided regulations were culprits in all financial meltdowns. Austrians may have a few bones to pick with the authors on a couple minor points, but all in all, the strength of the book is its free-market view of the current crisis that shines a bright light on the rampant belief in dubious notions like modern financial theory, which includes the efficient-market hypothesis and the Modigliani-Miller theorem.


  Combine loose money with flawed financial theories and the creation of byzantine financial products, and ultimately modern financial alchemy “has a distinctly statist and paternalist tone, and one which, taken to its logical conclusion, implies the establishment of nothing less than a world government with the power to redistribute most of our income at will,” explain the authors.


  The end of the partnership era on Wall Street, which allowed management and ownership to separate and shed personal liability, has led to excess risk-taking. Of course, Washington’s new financial regulation does nothing about this. Michael Douglas’s Wall Street character Gordon Gecko famously made the point that Teldar Paper management themselves owned but a tiny fraction of company stock and weren’t acting in its best interest but were earning big salaries for merely sending memos back and forth to each other.


  Managers who are not owners, Dowd and Hutchinson point out, are most interested in earning higher salaries for themselves at the expense of the long-term success of the company. So managements are as short-term oriented as Wall Street and Washington are. Managements reduce dividends, engage in creative accounting, trade equity for debt, and reduce research and development costs, all to juice up short-term operating profits and their bonuses, while degrading their company’s long-term financial health.


  The authors rightly take issue with corporate-finance textbooks that claim that stock options align the interests of managers and shareholders, noting that “stock options often magnify the incentives of executives to take risks that boost short-term earnings at the expense of long-term corporate health.”


  Finance was once just a small portion of the US economy, but by 2007 it had mushroomed into over a quarter of the S&P 500, after being only 5 percent of the index back in 1980, and this doesn’t count the financial affiliates of companies like GE. As the authors point out, finance is the largest sector of the US economy, so college graduates believe the road to riches lies with pushing paper, creating complex financial securities, and jockeying risk-management models.


  Financial leverage has been heightened at all levels, blessed by the likes of Modigliani and Miller, whose theorem implies leverage is irrelevant. With all institutions adopting the same risk management strategies, along with borrowing their way to gargantuan size and the major banks all being interconnected, the potential for panics is heightened, and panicked governments believe no one can be allowed to fail.


  Modern financial theory says you can diversify your way to safety because all information is known, so no one can outperform the market by picking individual investments. This meant that new financial products needed to be created to be part of the diversified portfolio basket.


  As the quants took over, short-term paper that masqueraded as long-term in the form of auction-rate bonds was created along with Collateralized Debt Obligations (CDOs), CDO squareds, and exotic derivatives based on these products like Credit Default Swaps (CDS).


  These products served to grow Wall Street exponentially. All stocks in the S&P in 1957 had a market value of $220 billion. By the end of 2008, that index had a value of $9 trillion, according to the authors, but the real action was in derivatives, which totaled $518 trillion that year, “or about ten times the Gross Global Product.”


  With government cheerleading for homeownership, Wall Street got in the game with “rating agency mathematicians  ‘proving’ that default rates would be low,” no matter the poor quality underwriting, done not by Jimmy Stewart  la It’s a Wonderful Life, but by an aggressive mortgage salesman on commission. CDS owners jumped on this opportunity to profit by the new financial nonsense and the CDS market grew to $62 trillion at its peak, while the entire market for home mortgages was only $12 trillion. Sold as insurance to hedge against credit risk, the CDS market morphed into speculation.


  Dowd and Hutchinson write that it is government meddling that creates the environment for financial crisis. Deposit insurance and other consumer-protection schemes, like Securities and Exchange Commission regulation, make the average Joe and Jane believe that the government will make them whole no matter what happens. The authors also believe the de-stigmatization of bankruptcy has caused Americans to overborrow, lowering savings rates along with ethical standards.


  Booms and busts, crises and crashes will continue ad infinitum, and the authors believe eventually this will lead to declines in the real economy as well as the financial-services sector. As Austrian theory dictates, malinvestments must be liquidated in the bust, and that includes financial-sector jobs, leaving New York with ghost buildings in the financial district and empty luxury-condo towers. For the city of London, Hutchinson and Dowd see the future as being even worse.


  Mr. Dowd has written plenty about free banking, and he’d like to fix all of this not with 2,300 pages of additional regulation, but “with a commodity standard, free banking (no central bank) and financial laissez-faire, restrictions on the use of the ‘limited liability’ corporate form, and the most limited government.” The authors seek a “new Age of Economic Reason,” abandoning “the philosopher’s stone of universal government meddling sought by that sublime Paracelsus of economic alchemy John Maynard Keynes.”


  Unfortunately, the Keynesians in the Obama White House likely aren’t asking for Messrs. Dowd and Hutchinson’s phone numbers: their program is to stimulate, regulate, and keep the zero rate. Never mind that this hasn’t worked any other time and won’t this time either.


  3.


  DEPRESSION BABIES LEARNED early that “saving for a rainy day” was not something one hopes to do but a requirement. The saying originated when most people worked on the farm. And when it rained, the fields were too wet to plow, and the farmer not to mention the hired hands made no money.


  Of course, my grandfather was the diligent sort who would use rainy days to do required maintenance on his implements, noting with derision other farmers who spent rainy days at the bar in town. He believed they would surely end up with broken equipment when the sun would reappear, keeping them from making hay.


  So the idea of savings is not necessarily the return one receives on the money that’s socked away, but the piece of mind that, when the weather doesn’t cooperate, the saver has a little stash to tide him over.


  Of course, the vast majority of us don’t have to worry about the weather.But an economic storm hit a couple years ago and plenty of people have not had work, rain or shine. Those who took heed of that old saw have no doubt weathered the storm better than those who didn’t. Most financial advisors recommend that a person have three months’ worth of living expenses saved and some say six months’ worth, just in case. But how many people heed that advice?


  There is no caveat to the counsel that says, “Keep six months of savings around if the money is earning at least six percent.” Even if the money sits there all shiny, not earning a thing, it’s the liquidity and insurance against the unknown that’s the issue.


  Unfortunately, a central bank’s debauchery of the currency serves to raise people’s time preferences and impair their judgment. In a blog post recently, I highlighted the advice of life coach and author John P. Strelecky, who advises people to spend their tax refunds on an experience they will remember forever, rather than saving the few hundred or thousand dollars that the IRS may be giving back.


  Live your life for today, says the life coach: “a couple thousand bucks isn’t going to matter anyway.” I posted to the Mises Blog to point out how ludicrous this advice is. But most who commented sided with Strelecky:


  
    	“I think his advice is spot-on, at least given the constraints of the times in which we live. What’s the point in saving if inflation will ravage whatever you manage to accumulate?”


    	“You play by the rules of the game. Your savings growth will be puny due to pathetic interest rates, erased by inflation, and confiscated by a rapacious state. So go ahead, enjoy the ‘money’ now, while it still has some value.”


    	“Most people don’t really have a better place to put the money than into a pleasurable experience, which is all you will want in the end.”


    	“Gotta agree with the comments. Maybe not trips or other ‘experiences.’ But I feel safer with stuff than I do with Federal Reserve notes, going forward.”

  


  That’s just what central bankers like to hear. They are worried about deflation. A few months ago, the Chicago Fed’s Charles Evans said,


  
    It seems to me if we could somehow get lower real interest rates so that the amount of excess savings that is taking place relative to investment is lowered, that would be one channel for stimulating the economy.

  


  Lord Keynes was constantly worried that people were saving too much and consuming too little thus the need for more and cheaper money to stimulate the economy. Mr. Bernanke is nothing if not a good Keynesian, and his low rates make even the savviest question whether to forgo consumption.


  And likely no retiree, when contemplating leaving the workforce, figured 1 percent interest rates (or less) into their retirement cash-flow planning. In a front-page article, the Wall Street Journal took a look at “retirees who find themselves on the wrong end of the Federal Reserve’s epic attempt to rescue the economy with cheap money.”


  The WSJ rightly points out that the Fed’s low rates have been a windfall for banks and borrowers, but a problem for those needing income from their savings to live on. People who thought they played the game right, worked hard, saved money, and now want to take it easy, are panicked that money-market funds are throwing off but 24 basis points. “That’s one-tenth the level of late 2007 and the lowest on records dating back to 1959,” the Journal reports.


  As bad as the Fed-engineered low rates are for those trying to live off past savings, reporter Mark Whitehouse makes the point that the low rates keep young people from building up funds for the future, whether it’s for emergencies or retirement. Working Americans put less money into financial assets last year than at anytime on record except 2009, when people pulled money out. And while the Department of Commerce says the personal savings rate has risen to 5.8 percent, Whitehouse explains, “That’s in large part because it counts reductions in personal debt, such as mortgages and credit-card balances, as savings.” But most debt reduction, Whitehouse writes, has been driven by defaults, rather than saving.


  The Fed’s interest-rate policy also leads people into taking more risk with their savings than they should. “That’s why most of us are in the stock market, because there’s no place else to go,” says 70-year-old John Lehman, who would rather have his money in bank certificates of deposit but must resort to speculating. “I hope my assets don’t run out before I die.”


  Many retire with next to nothing as it is. According to AARP, 16 percent of Americans have not saved a dime for retirement, and nearly half have saved less than $50,000.


  Those with no savings are more dependent on government and others when the unexpected occurs, whether it’s job loss or the washing machine quits. Professor Paul Cantor reminds us in his article, “Hyperinflation and Hyperreality: Mann’s ‘Disorder and Early Sorrow,’” that “money is a central source of stability, continuity, and coherence in any community. Hence to tamper with the basic money supply is to tamper with a community’s sense of value.”


  When the Fed makes saving seem futile and immediate pleasure seem rational, the world has been diabolically turned upside down. Just one step away from hyperinflation, the central banks’ actions are threatening “to undermine and dissolve all sense of value in a society.”


  “Thus inflation serves to heighten the already frantic pace of modern life, further disorienting people and undermining whatever sense of stability they may still have,” Cantor explains.


  The social order is upended in Mann’s story as wealth is transferred from those who diligently saved all of their lives to speculators. As it was in the Weimar Germany that Mann describes, so it is today, as people believe it futile to sock away a little money here and there, and instead feel compelled to either speculate or just blow what they have on good times.


  And while the retirees mentioned in the WSJ article are being crippled financially, Cantor points out that Mann’s portrayal of hyperinflation uncovers “something psychologically more debilitating happening to the older generation.” Impetuous, high-time-preference behavior displayed by the young appears rational in an inflationary period, while prudence and conservatism appear to be not even quaint but downright silly.


  As Mann described so long ago, the world of inflation is the illusion of wealth, created by the government’s printing press, distorting everything we see and perverting our judgment. Meanwhile the cry for stimulus continues, while our culture and values are buried under a pile of paper.


  4.


  UNIVERSITY OF CHICAGO economics professor Casey B. Mulligan believes what the economy needs is a little inflation in all the right places to make things better. Professor Mulligan writes for the Economix section of the New York Times, which goes about the task of “Explaining the Science of Everyday Life.”


  Mulligan writes that normally inflation is harmful, but “these days inflation may do less harm than good.” He points out that the prices of most goods march upward over time and that this “general increase in consumer prices is called inflation.” Of course that’s not true. The increase in prices is the result of inflation, which is the increasing of the supply of money: thus the term “inflating” the money supply.


  The Chicago economist then writes that the Federal Reserve is charged with limiting inflation, “which it can do over the long run by limiting the supply of money and similar assets in the hands of the public.”


  In the long run, the Federal Reserve has decimated a dollar’s value down to 2 cents in the just short of a century it has been around. In August of 1971, M2 money supply was $685 billion. In June 2012, M2 was $9.9 trillion.


  Mulligan writes that people complain about rising prices, but forget that their wages are going up at the same time, so consumer purchasing power is unharmed. Inflation-adjusted wages have been flat to negative. It has taken two incomes to pay for a household for decades now. Perhaps Mulligan should get out more.


  Seniors should quit bitching, according to Mulligan, because “Social Security benefits automatically increase with wages in the economy, and thereby automatically increase with inflation in the long run.” However, according to Social Security Online, “Under existing law, there can be no COLA [cost-of-living adjustment] in 2011.” Why?


  
    As determined by the Bureau of Labor Statistics, there is no increase in the CPI-W [Consumer Price Index for Urban Wage Earners and Clerical Workers] from the third quarter of 2008, the last year a COLA was determined, to the third quarter of 2010.

  


  So the government said there was no price inflation, and so there was no COLA for retirees. Retirees know better, and so does John Williams at Shadowstats, who says prices are increasing at a 10 percent rate. Government spending leads to government borrowing, which leads to inflation when central banks create money out of nowhere to fund that debt.


  However, the Chicago economist claims his work shows that inflation is not associated with increased government spending.


  Rightly, Mulligan points out that taxes crimp saving and investment. But for his big finish, Mulligan claims that since so many people are underwater on their mortgages and because this is hampering economic growth, “an inflation that harmed banks and helped homeowners might be an overall improvement.”


  One gets the impression that in Mulligan’s ivory-tower world, Ben Bernanke creates money like Picasso painted a picture. After careful contemplation, staring at the canvas (economy), Ben dabs his brush into his palette, and then, calmly and carefully, applies the proper color and amount of paint (money), a gentle stroke, in just the right spot.


  F.A. Hayek, who joined the Committee on Social Thought at the University of Chicago in 1950, believed that money printing could not be used to assure total employment or to pump up the prices of desired assets whether they be houses or something else. It was impossible for central bankers to know where the money would go or what the exact effects would be.


  So while Mulligan sees Bernanke with a fine-tipped artist’s brush, the Fed is actually using a spray gun with an unknowable fan size. The money goes some places and not others. There are bubbles in art prices, while tract-home prices sink. Catfish prices are jumping, but television prices are sinking.


  Peter Klein wrote that while at Chicago Hayek found himself among a dazzling group, with an economics department led by Frank Knight, Milton Friedman, and later George Stigler.


  Back in 1950, having Hayek and Knight teach your kid economics would have been worth the price  but $50,000 for tuition to learn Professor Mulligan’s theories?


  5.


  GRASPING FOR REASONS why his multiple QEs and Fed balance-sheet-bursting policies haven’t spurred economic activity, Dr. Bernanke posited a new diagnosis. In the words of the New York Times paraphrase, “Consumers are depressed beyond reason or expectation.”


  Even though unemployment is high, price inflation is up, home values are down, and many people are deep in hock, Bernanke thinks the funk that average folks are in is too deep. “Households seem exceptionally cautious,” Bernanke said. “Indeed, readings on consumer confidence have fallen substantially in recent months as people have become more pessimistic about both economic conditions and their own financial prospects.”


  Bernanke described the business sector of the economy as “more upbeat.” Exporters have benefited from a weak dollar, and investment in equipment and software has increased. What the Fed chair didn’t say was that since the second quarter of 2009, “spending on equipment and software has risen 25.6 percent in the last seven quarters, while companies’ aggregate spending on employees has risen only 2.2 percent,” as New York Times economics reporter Catherine Rampell explained.


  Rampell points out that the gap between hiring and capital spending is wider than any other post-recession recovery and puts her finger on the reason. “One reason hiring has been so sluggish is that equipment and software prices have been dropping quickly, while labor costs have been rising fast.”


  While total compensation costs have risen by more than 3 percent, equipment and software prices have fallen by more than 2 percent.


  Some of the compensation increase is a hike in the cost of benefits (healthcare). However, not coincidentally, the federal minimum-wage rate was increased from $6.55 to $7.25 an hour in 2009. Also, during boom times, a number of states passed laws to index their state minimum wages to an amount exceeding the federal minimum.


  In his September 2011 Minneapolis speech Bernanke spoke often of the economy’s “restorative forces” and “natural recovery process,” claiming,


  
    As the business cycle bottoms out and confidence returns, this pent-up demand, often augmented by the effects of stimulative monetary and fiscal policies, is met through increased production and hiring.

  


  Bernanke figures he’s done the stimulating; now consumers need to put on a happy face and confidently start spending. The idea of spending less and saving more is just plain unnatural, un-American, and most importantly un-Keynesian. Binyamin Appelbaum writes,


  
    Economic models based on historic patterns of unemployment, wages, debt and housing prices suggest that people should be spending more money. Instead, just as corporations are sitting on their money, households are holding back, too.


    Why? Well, one possibility is that Americans collectively are suffering from what amounts to an economic version of post-traumatic stress disorder.

  


  “People are on edge waiting for the other shoe to drop,” John Williams, the president of the Federal Reserve Bank of San Francisco, told the Seattle Rotary Club. “It’s hard to have a robust recovery,” he said, “when Americans are so dispirited.”


  Besides malinvestments, booms and bubbles create widespread hubris. In a boom, when all is going well, everyone feels smart. A rising stock portfolio means we’re wise. If the value of our home rises, it is due to our acumen.


  Far from now collectively suffering from a disorder, Americans are regaining their sanity, albeit slowly and blaming others along the way. The present uncertainty has Americans acting more vigilantly. Mises explained it is uncertainty that causes people to act: “If man knew the future, he would not have to choose and would not act. He would be like an automaton, reacting to stimuli without any will of his own.”


  Keynesians can call Americans depressed if they wish, but people, instead of being foolishly blinded by increasing home values and stock portfolios, are simply paying more attention to their spending habits, being more frugal and careful.


  The collective disorder inflicted on Americans by the Fed’s monetary pumping was bubble hubris. Wikipedia explains, “Hubris often indicates a loss of contact with reality and an overestimation of one’s own competence or capabilities, especially when the person exhibiting it is in a position of power.”


  Now, it is the hubris running through the chairman’s office at the Eccles Building that has consumers and businesses alike proceeding cautiously. While the Fed chair believes he can lower interest rates to the perfect number of basis points to cause a million positive chain reactions, ultimately leading to more people’s gainful employment, that just cannot be done.


  Profitable businesses are letting cash build up on their balance sheets because while the Fed has lowered rates, thinking that will prod business to expand and hire, few companies have dropped hurdle rates since 2008. In other words, time preference in corporate boardrooms hasn’t changed. As Morgan Stanley’s Caitlin Long explains, “low visibility into true cost of capital means companies face high risk of miscalculating, which could cause a mistaken investment in projects that ultimately have a negative NPV [Net Present Value].”


  The NYT’s Appelbaum writes that in his speeches Bernanke tries to cheer people up, saying that the American economy has a bright future. But Appelbaum adds, “There is also the possibility, however, that the national mood is a more accurate reflection of the economic reality than any of the other, sunnier statistics.”


  This depression will only recover naturally when the Fed chair stifles the pep talks, stops the monetary pumping, and gets out of the way.


  6.6


  IF YOU WATCH any of the financial channels for any length of time, you’ll eventually hear someone going on about how grateful we should be for government intervention: “thank goodness the government stepped in or the world financial system would have collapsed.”


  I’m afraid this kind of talk is going to go on longer than the war on terror.


  If the bailouts are questioned at all, the TV talking head will reply, “yes but everyone was worried in the fall of 2008 that they would go to the ATM and wonder whether any money would come out.”


  “Look how rocky the markets were after Lehman Brothers filed bankruptcy,” they say. “Imagine if other big firms were left to fail!”


  “If there had been no bailout and no stimulus, it would have been a depression for sure. Hey, it’s been bad, but if not for the wise men at Treasury and the Fed, we’d all be standing in soup lines or selling apples on street corners. Prices would plummet; we’d all be doomed.”


  White House economic director Lawrence Summers said a year ago, “Deflation is a real risk facing the economy,” urging passage of a stimulus bill and taxpayer funds to bail out banks. Summers said that stimulus and bailouts were required for “our economic security.”


  Do financial failures and falling prices mean the depression and stagnant economy that Summers and others fear?


  Many historians describe the period after the crash of 1873 to 1896 as a deflationary dark age. M. John Lubetkin, in his book Jay Cooke’s Gamble: The Northern Pacific Railroad, The Sioux, and the Panic of 1873, writes that the damage from the Panic of 1873 lasted for five years, “and its economic damage was second only to the past century’s Great Depression.”


  However, as Jim Grant of Grant’s Interest Rate Observer writes, “you can look far and wide without finding a decade so ebullient, prosperous and in so many ways so modern as that of the 1880s.”


  The US economy in the 1880s moved from agriculture to manufacturing; and even then global trade was controversial. But while prices fell, the US economy prospered. Industry expanded; the railroads expanded; physical output, net national product, and real per capita income all roared ahead. For the decade from 1869 to 1879, the real national product grew 6.8 percent per year and real-product-per-capita growth was described by Murray Rothbard, in his History of Money and Banking in the United States: The Colonial Era to World War II as “phenomenal” at 4.5 percent per year.


  So the period that Wikipedia describes as “a severe nationwide economic depression that lasted until 1879” was really a period of prosperity. This “great depression” was a myth, as Rothbard explains, “a myth brought about by misinterpretation of the fact that prices in general fell sharply during the entire period,” Sure, prices fell, by 3.8 percent per annum according to Milton Friedman and Anna Schwartz, but what’s so bad about that?


  While many economists and historians believe that falling prices equal bad times, that’s just not true. Falling prices in the United States mean dollars are worth more. If the price of goods and services are falling, more and more people in all income brackets can enjoy the fruits that the efficiencies of free-market capitalism can provide.


  It is, in fact, the definition of prosperity when everyone’s standard of living improves as goods become more affordable.


  Rothbard explains that what these economists have overlooked is


  
    the fact that in the natural course of events, when government and the banking system do not increase the money supply very rapidly, free-market capitalism will result in an increase in production and economic growth so great as to swamp the increase of money supply. Prices will fall, and the consequences will be not depression or stagnation, but prosperity (since costs are falling, too), economic growth, and the spread of the increased living standard to all the consumers.

  


  All the panic of 1873 did was topple bloated banks and railroads into bankruptcy. Philadelphia banking firm Jay Cooke & Company was a powerful government-bond dealer. Its owner, Jay Cooke, was one of the creators of the national banking system. He also controlled the Northern Pacific Railroad, which had benefited from 47 million acres’ worth of land grants from the federal government in the 1860s.


  Cooke had sold Northern Pacific bonds by hiring pamphleteers to spin tales alleging that the climate in the Northwest was similar to that of the Mediterranean. And he had a number of politicians and government officials on his payroll.


  The mighty House of Cook fell apart in 1873, with the banking firm filing for bankruptcy on September 18 of that year. But the panic of 1873 was a worldwide affair (just like the panic of 2008), starting with a stock-market crash in Vienna, then in Berlin and throughout Europe; and then, three months later, the New York Warehouse & Security Company failed, followed by Jay Cooke’s firm.


  Jay Cooke was a powerful financier and millionaire many times over. He lived in a 53-room mansion on 200 acres just north of Philadelphia, where he entertained presidents and the captains of industry. “Jay Cooke & Co., if not the nation’s largest banking house, was clearly its most powerful,” writes Lubetkin.


  
    Decades later, people who knew both men would compare J. Pierpont Morgan with Cooke, the man regarded as one of the Union’s saviors, the “financier of the Civil War,” who had conceived and managed the sale of over $1.6 billion in federal bonds to hundreds of thousands of investors, all without a whiff of scandal.

  


  Cooke bribed two vice presidents, bought members of Congress, and while politicians feared him, he was venerated by the public for his philanthropy and, according to John T. Flynn, was considered by all the country’s leading banker.


  Imagine, here was the bank that had unprecedented monopoly power to underwrite all government bonds. Its owner was close friends with the secretary of the Treasury, controlled the railroad that had been allowed to grab more acreage than any other, and had “managed to have himself granted several national bank charters.”


  And while historians believe the Grant administration was culpable for not responding to the crisis soon enough and not bailing out the big banks, this big, powerful, (dare we say) systemically important bank was allowed to fail in 1873 and what happened? Prosperity.


  And that prosperity continued for another two decades. From 1879 to 1896, the phenomenal growth of American industry and production continued. “Real net national product rose at the rate of 3.7% per year from 1879 to 1897, while per-capita net national product increased by 1.5 percent per year,” Rothbard points out.


  Prices were falling during this period by over 1 percent per year, and, although the money supply increased slightly, it wasn’t fast enough to outpace the gains in productivity and the supply of products. Prices fell less than the earlier 1873 to 1879 period because the money supply grew more despite the return to the gold standard in 1879.


  Of course, there was agitation to inflate the currency in response to the panic of 1873, and 60 inflation bills were introduced in Congress. Congress actually debated inflationary policy and passed the Inflation Bill of 1874, which called for the release of $18 million in greenbacks.


  But President Ulysses S. Grant unexpectedly vetoed the bill, against the wishes of the Republican Party, believing that the inflation would destroy the credit of the nation. The next year Grant signed the Resumption of Specie Act, which provided that paper money in circulation be exchanged for gold and silver effective January 1, 1879.


  There was a financial crisis in 1884, “triggered by an overflow of gold abroad, as foreigners began to lose confidence in the willingness of the United States to remain on the gold standard.” As Jim Grant describes, the crisis was “the real McCoy  ‘the wildest kind of panic raged, and securities were thrown overboard regardless of price.’”


  But, remember, there was no Federal Reserve, no lender of last resort, no central bank to flood the market with liquidity and cheap credit. So, left to the market, the overnight money rate rose to 4 percent per day! (That’s a higher rate than your local payday-loan store offers these days.) But the crisis only lasted three weeks, writes Elmus Wicker in Banking Panics of the Gilded Age.


  From 1879 to 1889, prices kept falling, but wages actually rose by 23 percent. So, since there was no inflation, real wages soared. “No decade before or since produced such a sustainable rise in real wages,” wrote Rothbard. Rothbard goes on to point out that three conditions must be present to produce such a rise in real wages: an absence of inflation, an increase in savings, and capital formation.


  Bond yields fell during this time, from 6.45 percent on railroad bonds in 1878 to 4.43 percent in 1889. And considering that consumer prices had fallen 7 percent during that period, savers and lenders were richly rewarded. Productivity was a robust 3.8 percent per year, according to R.W. Goldsmith, and gross domestic product (GDP) almost doubled in the 1880s from the decade before  a larger jump, decade on decade, than anytime since.


  Labor productivity increased 26.5 percent, and it reflects the increase in capital investment. There was an explosion of business startups in the 1880s, as well as a 500 percent increase in the purchase of structures and equipment. Farm productivity and production increased, and capital formation roughly doubled, all while commodity prices were falling. Farm wages also increased.


  So, the most powerful bank in the country failed, and what followed was a couple decades of prosperity with no too-big-to-fail policy and no worry about systemic risk. Jay Cooke & Company blew up, and not only did life go on but the economy flourished.


  But what happens now? Back in the fall of 2008, AIG, an insurance company, was viewed as too systemically important to be allowed to fail. Suze Orman told Larry King, “Thank God, they bailed out AIG.”


  Felix Salmon wrote in Portfolio magazine,


  
    Whether or not AIG deserved the money was pretty much beside the point: the key thing was that if it didn’t get the money, the entire global financial system would be put at risk of collapse. In which light, the cost of the AIG bailout looks positively modest, compared to its benefit.

  


  Nobel laureate Paul Krugman claims the rescue has “pulled us a few inches back from the edge of the abyss.”


  And why was AIG rescued? Pennsylvania Representative Paul Kanjorski told reporters, “One of the reasons we had to rescue AIG was the fact that it was going to bring down Europe.” Yet, 18 months later, much of Europe continues to be in trouble.


  Now it turns out that Goldman Sachs was one of 16 banks paid off when AIG was bailed out. Two hundred billion dollars in taxpayers’ money was pumped into AIG’s holding company, in a huge “backdoor bailout” to international investment banks led by Goldman Sachs.


  “Well, I got to tell you, I sure believed [Goldman Sachs] was in jeopardy,” thenTreasury secretary Hank Paulson told CNBC’s Steve Liesman.


  
    I  and I believed that if any major financial institution, Goldman Sachs or any other major financial institution, had gone down right then, with everything else going on in the market, it would have been all she wrote for the American economy.

  


  Current Treasury secretary Tim Geithner has testified, under oath, that he knew nothing about the bailout of the banks’ worthless derivatives contracts through AIG, although he was then president of the New York Fed, which carried out that bailout.


  But the government’s special inspector general for the TARP bailout program, Neil Barofsky, has testified that Geithner personally made the immediate earlyNovember 2008 decision to pay the banks full face “value” for toxic derivatives and collateralized debt securities to the tune of $62 billion.


  During a hearing in Capital Hill, Representative Stephen Lynch shouted at Geithner for several minutes: “The commitment to Goldman Sachs trumped your responsibility to the American people.” But Geithner probably feels that he was being responsible to the American people; after all, Goldman Chairman Lloyd Blankfein says,


  
    I’m charged with managing and preserving the franchise for the good of shareholders, and while I don’t want to sound highfalutin, it is also for the good of America. I think a strong Goldman Sachs is good for the country.

  


  “Cooke & Co. was the Bear Stearns of its time, a pillar of national finance,” writes Peter Grier in the Christian Science Monitor. “If it could fail, anyone could, and the US stock market collapsed that awful autumn.”


  But the House of Cooke would never be allowed to fail today. Today’s Jay Cooke is AIG or Goldman Sachs, not Bear Sterns or Lehman Brothers. The politically connected Cooke today would be thrown a life preserver that would save not only his bank but his ill-conceived Northern Pacific. More efficient firms would not be moving in to take over what is left of his firms, nor buying what can be put to productive use.


  Auburn University economics instructor Henry Thompson wrote on Mises.org,


  
    The underlying goal of the financial bailout is not to keep the economy “healthy” but to keep a few Wall Street firms, mortgage banks, and insurance firms in business.


    Never mind that most mortgage and insurance firms in the country are profitable; the government wants to support the inefficient, large, high-profile firms. If these firms were allowed to go bankrupt, the economy would recover quickly.

  


  Bankruptcies do little economic harm. The economy would return to prosperity quickly if the government would just let the markets operate and let inefficient firms go broke.


  But General Motors, Chrysler, Fannie Mae, Freddie Mac, Citigroup, and of course AIG and Goldman Sachs are still with us, propped up directly with taxpayer dollars and zero interest rates. Just last week Fed Chairman and 2009 Person of the Year Ben Bernanke reiterated that central-bank officials expect the Fed’s key short-term interest rate to remain at a record low near zero for an “extended period” generally understood to be for at least several months.


  And while Bernanke believes “most indicators suggest that inflation likely will be subdued for some time,” John Williams at Shadowstats.com, who measures price inflation the way they did in the old days, says price inflation is running nearly 10 percent per annum.


  If only we could return to the 1880s deflation, because price deflation, instead of being evil, as Jrg Guido Hlsmann points out in Deflation & Liberty, “fulfills the very important social function of cleansing the economy and the body politic from all sorts of parasites that have thrived on the previous inflation.”


  Explains Hlsmann, “There is absolutely no reason to be concerned about the economic effects of deflation, unless one equates the welfare of the nation with the welfare of its false elites.”


  But to say governments and their friends are concerned about deflation is an understatement. Professor Peter Spencer from York University says central banks have learned many hard lessons since the Bank of England was founded in 1694. With no gold standard to get in the way, central banks are “cutting rates very fast, and if necessary they too will turn to the helicopters,” Spencer says, referring to Milton Friedman’s (or Ben Bernanke’s) idea that governments are capable of dropping bundles of banknotes from helicopters to stop deflation. This printing of money “will keep the [deflation] wolf from the door,” according to Professor Spencer.


  But creating more money doesn’t create more goods and services.


  There is no wolf at society’s door. “From the standpoint of the commonly shared interests of all members of society, the quantity of money is irrelevant,” Hlsmann makes clear. And if the overindebted and the overlent go bankrupt, that’s fine. The fact is, these liquidations have no effect on the real wealth of a nation, and as Hlsmann stresses, “they do not prevent the successful continuation of production.”


  Deflation is a “great liberating force,” Hlsmann explains, “because it destroys the economic basis of the social engineers, spin doctors, and brain washers.”


  “We sometimes find ourselves wondering how different the world might be if Bernanke had studied the Gilded Age rather than the Great Depression,” writes Jim Grant.


  It’s safe to say the tee-totaling George W. Bush was no match to the inebriated Ulysses S. Grant. And instead of there being no Fed for the Wall Street elites to fall back on, now Ben Bernanke continues the policy created at this very place in 1913 of directing the world toward an inflationary poverty and despair that only benefits the politically connected select few.


  It is Rothbard and Hlsmann that know the way to prosperity: we must bring back failure and deflation.
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  AS THE WALL Street meltdown still smoldered in January 2009, George Melloan wrote in the Wall Street Journal, “We’re all Keynesian’s Again.” America had a new rock-star president and he was going to get us out of the mess that Wall Street had got us into. “Now is the time to jump-start job creation, restart lending, and invest in areas like energy, health care, and education that will grow our economy, even as we make hard choices to bring our deficit down,” President Obama told Congress. The new president has a worldview that is “all but in name Keynesian,” Carl Horowitz wrote last spring.


  Meanwhile the guy running the Federal Reserve was said to be an expert on the Great Depression. Ben Bernanke wasn’t going to make the same mistakes the policymakers made during the 1930s. After all, he pointed out back in 2002 when he was just a Fed governor,


  
    the U.S. government has a technology, called a printing press (or, today, its electronic equivalent), that allows it to produce as many U.S. dollars as it wishes at essentially no cost. By increasing the number of U.S. dollars in circulation, or even by credibly threatening to do so, the U.S. government can also reduce the value of a dollar in terms of goods and services, which is equivalent to raising the prices in dollars of those goods and services. We conclude that, under a paper-money system, a determined government can always generate higher spending and hence positive inflation.

  


  And the new guy at the Treasury (Tim Geithner), well, he used to run the New York Fed; he worked for Kissinger Associates, the Council on Foreign Relations, and the International Monetary Fund, so Washington figured he knew how to fix the economy. The Treasury secretary is so in touch with the market that he and his wife tried to sell their $1.6 million home in 2009 for more than they paid for it in 2004. They have been unsuccessful and forced to rent the place out.


  The president’s other top economic advisors, Larry Summers and Christina Romer, have been described as neo-Keynesian and “have made clear by their actions that they view the private sector, left to its own devices, as incapable of sufficiently investing in education, health care, infrastructure, energy and other areas of national well-being,” wrote Horowitz. “They warn that in absence of a greatly expanded public sector, the current business downturn will be even more prolonged and painful.”


  Washington continues to have faith in government expenditure correcting the downturns of private investment. And the financial press has bought into the scam, evidenced by Time voting the Fed chairman Person of the Year. The economy would be much worse if not for the actions of Bernanke and the Federal Reserve is the thinking. “He didn’t just reshape U.S. monetary policy,” Time’s Michael Grunwald gushed, “he led an effort to save the world economy.”


  “The Greatest Depression that could so easily have happened in 2009 but did not is the tribute that the world owes to economics,” wrote Arvind Subramanian in the Financial Times.


  Martin Wolfe wrote at the end of last year,


  
    We could not, in such times, even take the survival of civilisation itself for granted. Never before had I felt more strongly the force of John Maynard Keynes’s toast “to the economists who are the trustees, not of civilisation, but of the possibility of civilisation.”

  


  So, “the main reason Ben Shalom Bernanke is Time’s Person of the Year for 2009 is that he is the most important player guiding the world’s most important economy,” Grunwald explains.


  
    His creative leadership helped ensure that 2009 was a period of weak recovery rather than catastrophic depression, and he still wields unrivaled power over our money, our jobs, our savings and our national future. The decisions he has made, and those he has yet to make, will shape the path of our prosperity, the direction of our politics and our relationship to the world.

  


  So what kind of Keynesian world are Bernanke and the other wise ones in Washington shaping for us?


  Keynesians see a depression as a lack of aggregate demand, as opposed to Austrians, who know a depression is the required cleansing of the malinvestments created by the preceding boom of the government’s making. Policymakers, following the Keynesian playbook, enact policies to stimulate aggregate demand and offset the fall in private investment. On the fiscal-policy side, Keynesians advocate higher government spending. On the monetary side, they insist on lowering interest rates to zero if necessary.


  The world has recent experience with attempts at resuscitating a bubble economy. The Bank of Japan cut interest rates six times between 1986 and early 1987, and all that new money caused the Japanese economy to bubble over. As Bill Bonner and Addison Wiggin write in Financial Reckoning Day Fallout,


  
    the problem with all money is that it is as fickle and unreliable as a bad girlfriend. One minute she goes along with the flow. The next minute she turns silly and bubbly. And then, she gives you the cold shoulder.

  


  The prolonged period of low interest rates created one of the largest domestic bubbles in the world. For a brief moment in 1990, the Japanese stock market was bigger than the US market. The Nikkei-225 reached a peak of 38,916 in December of 1989 with a price-earnings ratio of around 80. At the bubble’s height, the capitalized value of the Tokyo Stock Exchange stood at 42 percent of the entire world’s stock-market value and Japanese real estate accounted for half the value of all land on earth, while only representing less than 3 percent of the total area. In 1989 all of Japan’s real estate was valued at $24 trillion, which was four times the value of all real estate in the United States, despite Japan having just half the population, and 60 percent of the GDP, of the United States.


  “The Japanese asset bubbles were identical to other asset bubbles in the sense that they were essentially inflated by credit,” writes Asian bank regulator Andrew Sheng in his book From Asian to Global Financial Crisis:


  
    Banks lent to highly leveraged developers to buy real estate against inflated collateral values, which then fueled the bubble further. Asset prices bore no realistic relationship to their return on capital, particularly since cost of funding was exceptionally low. The minute the credit stopped, the bubble began to deflate, and the main victims were the banks themselves.

  


  After the bubble popped in Japan, the government pursued a relentless Keynesian course of fiscal pump priming and loose fiscal policy, with the result being a Japan that went from having the healthiest fiscal position of any OECD country in 1990 to annual deficits of 6 to 7 percent of GDP and a gross public debt that is now 227 percent of GDP. “The Japanese tried to cure an alcoholic with heroin,” writes Bonner. “Now, they’re addicted to it.”


  Japan’s monetary policy was to aggressively lower rates to 0.5 percent between 1991 and 1995 and has operated a zero-interest policy virtually ever since.


  Between 1992 and 1995, the Japanese government tried six stimulus plans totaling 65.5 trillion yen and they even cut tax rates in 1994. They tried cutting taxes again in 1998, but government spending was never cut. Also in 1998, another stimulus package of 16.7 trillion yen was rolled out, nearly half of which was for public-works projects. Later in the same year, another stimulus package was announced, totaling 23.9 trillion yen. The very next year an $18 trillion stimulus was tried, and, in October of 2000, another stimulus for 11 trillion was announced. As economist Ben Powell points out, “Overall during the 1990s, Japan tried ten fiscal stimulus packages totaling more than 100 trillion yen, and each failed to cure the recession,” with Japan’s nominal GDP growth rate below zero for most of the five years after 1997.


  After five years in an economic wilderness, the Bank of Japan switched, during the spring of 2001, to a policy of quantitative easing, targeting the growth of the money supply instead of nominal interest rates in order to engineer a rebound in demand growth.


  The move by the Bank of Japan to quantitative easing and the large increase in liquidity that followed stopped the fall in land prices by 2003. The Bank of Japan held interest rates at zero until early 2007, when it boosted its discount rate back to 0.5 percent in two steps by midyear. But the BoJ quickly reverted back to its zero-interest-rate policy.


  In August of 2008, the Japanese government unveiled an $11.5 trillion stimulus. The package, which included $1.8 trillion in new spending and nearly $10 trillion in government loans and credit guarantees, was in response to news that the Japanese economy in July suffered its biggest contraction in seven years and inflation had topped 2 percent for the first time in a decade.


  Newswire reports said the new measures would include assistance to the agriculture sector, support for part-time workers to find better employment, and rebates on toll roads. Additional spending was also to flow to healthcare, housing, education, and environmental technology.


  Just this past April, the Japanese government announced another 10 trillion yen stimulus program. This was after Japan’s economy shrank by a record 15.2 percent annual rate in the first quarter of 2009. This drop was on the heels of a 14.4 percent drop in the fourth quarter of 2008.


  Last month, Reuters reported that the Bank of Japan reinforced its commitment to maintaining very low interest rates and may provide even further easing. “The bank said that it would not tolerate zero inflation or falling prices.” The bank left its policy rate at 0.1 percent and analysts see the rate staying low possibly until 2012.


  According to Reuters, the Japanese government “is fretting over the risk of the economy flipping back into recession and is pushing the bank for action.” Economy flipping back into recession? Are they kidding? Japan’s GDP has gone nowhere for the last two decades.


  “After 17 years of bailouts and stimulus programs, the Japanese should be getting good at them,” Bonner and Wiggin wrote in 2009. “But it’s a little like a guy who’s getting good at suicide, if he’s so good at it, you’d think he’d be dead already.”


  But Keynesians are wont to grade on a curve. Nobel laureate and New York Times columnist Paul Krugman, for one, points to Japan’s fiscal stimulus packages as having “probably prevented a weak economy from plunging into an actual depression.”


  But the Nobel laureate’s crystal ball seems to be getting cloudy. He told the Guardian newspaper,


  
    What we do know is that recessions normally end everywhere because the monetary authority cuts interest rates a lot, and that gets things moving. And what we know in Japan was that eventually they cut their interest rates to zero and that wasn’t enough. And, so far, although we made the cuts faster than they did and cut them all the way to zero, it isn’t enough. We’ve hit that lower bound the same as they did. Now, everything after that is more or less speculation.

  


  When pressed, Krugman said he believed that there were two economic stories taking place in the world: the Japan story, where central banks can’t cut interest rates any more to promote economic growth, and the Argentina story, “where everything falls apart because of balance sheet problems.” Krugman said he sees


  
    the “Nipponisation” of the world economy with a bunch of “Argentinafications” playing a role in the acute crisis. But even after those are over, we have the Nipponisation of the world economy. And that’s really something.

  


  Well that is really something. What Krugman the Keynesian is saying is that the entire world will suffer from a lack of aggregate demand, punctuated with the occasional financial crisis.


  But as Ben Powell points out, Japan’s problem is not a lack of aggregate demand “but a structure of production that does not meet consumers’ particular needs.”


  Government Keynesians want to stimulate the economy by pouring taxpayer and inflated money into their pet projects. What they would spend money for stimulus on is different than, say, what Tiger Woods would spend his stimulus money on. And you may have noticed that energy, healthcare, education, infrastructure, and environmental technology are where Keynesians want stimulus money spent on, whether they are American Keynesians or the Japanese variety.


  “Producing things that nobody wants and propping up malinvestments cannot possibly help any economy,” writes Powell.


  
    This policy is equivalent to the old Keynesian depression nostrum of paying people to dig holes and fill them. Neither policy will revive the economy because neither forces businesses to realign their structures of production to match consumer demands.

  


  And why don’t those low interest rates get things moving? “With distressed banks, reflation fails to induce another bank credit expansion,” Professor Jeffrey Herbener wrote in the Wall Street Journal Asia.


  
    Keynesians have mistaken the impotency of the Bank of Japan to restart credit expansion in the 1990s as a liquidity trap. But the problem is not that interest rates are so low everyone expects them to rise and therefore hoards cash. Banks refuse to lend because of the overhang of bad debt. Any cash infusion is held as reserve against it. Businesses refuse to borrow because of their debt burden, built up to expand capacity during the boom, and their over-capacity resulting from their malinvestments.

  


  Murray Rothbard explained in America’s Great Depression that in an economic downturn the positive thing that government can do is “drastically lower its relative role in the economy, slashing its own expenditures and taxes, particularly taxes that interfere with saving and investment.” The reduction of the tax-and-spending level will automatically increase saving and investment, “thus greatly lowering the time required for returning to a prosperous economy.”


  Instead of the government expanding its size and reach, propping up failed businesses, lowering interest rates to zero, printing money, and attempting to dictate which sectors of the economy thrive and which fall by the wayside, “the proper governmental policy in a depression is strict laissez-faire, including stringent budget-slashing and coupled perhaps with a positive encouragement for credit contraction.”


  However, committed Keynesian Paul McCulley of bond-fund giant PIMCO says that “an ‘all-in’ reflationary policy is what is needed” in Japan. “Japan’s problem is deflation, not inflation as far as an eye can see,” according to PIMCO’s brass. Meanwhile, the Telegraph’s Ambrose Evans-Pritchard fears the Japanese authorities will take McCulley’s advice and, with Japan’s economy now on the verge of blowing up, “the beginnings of debt monetization by a terrified central bank will ultimately spin out of control, perhaps crossing into hyperinflation by the middle of the decade.”


  Just as Japan’s malinvestments of the 1980s should have been liquidated, so should America’s of the last two decades. As Herbener explains,


  
    when the government attempts to prevent liquidation with bailouts, socialization, fiscal expenditures, reflation and like policies, as in Japan in the 1990s and America in the 1930s, then the depression will linger. If Japan [or now America] expects to restore prosperity for the long term, central-bank monetary inflation and credit expansion, whether justified on Monetarist or Keynesian grounds, must be repudiated.

  


  “There is no means of avoiding the final collapse of a boom brought about by credit expansion,” Ludwig von Mises wrote. “The alternative is only whether the crisis should come sooner as the result of a voluntary abandonment of further credit expansion, or later as a final and total catastrophe of the currency system involved.”


  Washington’s Keynesians say, “yes we can” stimulate the economy. But prosperity can’t be printed. Government edicts won’t magically make us better off. Their fatal conceit will only lead us to disaster.
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  THE OBAMA STIMULUS and bailouts haven’t decreased unemployment rates or bankruptcy filings, while home prices and home sales have fallen and can’t get up. PIMCO’s Bill Gross told Bloomberg this can all be fixed with nearly zero interest rates and additional debt to stimulate the animal spirits of investors and entrepreneurs. The federal-funds rate has been pegged at 0 to 0.25 percent since December 16, 2008, and Uncle Sam’s debt is $13.3 trillion and counting. If this hasn’t goosed the animal spirits, what will?


  The failure of central bankers to make things all better again by creating some money and lowering some interest rates has the financial press fretting about deflation and thinking the US economy is turning Japanese. James Bullard, who heads the Federal Reserve Bank of St. Louis, came out with a paper entitled “Seven Faces of ‘The Peril.’”


  He concluded that the Federal Open Market Committee’s (FOMC’s) “extended period language may be increasing the probability of a Japanese-style outcome for the U.S.” To avoid that outcome, Bullard argues, the Fed’s most important tool is quantitative easing  printing money to buy government debt.


  The Wall Street Journal’s James B. Stewart claims deflation is bad because “deflation erodes profits and asset values,” in his Smartmoney column.


  
    People wait to buy expecting lower prices, reducing demand. Lower profits cause companies to cut expenses, including employees. It is a downward spiral that, if Japan’s experience is any indication, is difficult to arrest.

  


  Mr. Stewart is wrong on all counts. Profits are the difference between the price we sell a good for and the price it costs to produce that good. As Hlsmann makes clear in his Deflation & Liberty, “In a deflation, both sets of prices drop, and as a consequence for-profit production can go on.”


  And while asset values may drop, the assets don’t go away. The real wealth of the nation’s assets used for production are still available to produce. However, it may be that because the debt is liquidated on those assets as prices fall, new owners will own and operate the assets, but commerce and production will certainly carry on.


  Lower prices increase demand; they do not reduce or delay it. That’s why more and more people own flat-screen TVs, cellular telephones, and laptop computers: the prices of these goods have fallen, and people with lower incomes can afford them. And there are more low-income people than high-income people.


  Lower prices don’t mean lower profits; nor do they mean that employees will be laid off. More demand for a good or service means more employees needed to produce those goods and services. “There is no reason why inflation should ever reduce rather than increase unemployment,” Hlsmann writes.


  
    People become unemployed or remain unemployed when they do not wish to work, or if they are forcibly prevented from working for the wage rate an employer is willing to pay. Inflation does not change this fact.

  


  Hlsmann goes on to point out that only if workers underestimate the amount of money created by the central bank and therefore reduce their real wage-rate demands will unemployment be reduced. “All plans to reduce unemployment through inflation therefore boil down to fooling the workers — a childish strategy, to say the least.”


  Of course, Mr. Bullard of the St. Louis Fed doesn’t mention anything in his paper about individuals attaining their goals through subjective knowledge and pricing decisions. Instead he draws lots of lines on graphs and talks about Taylor-type policy rules, the zero bound, the Fisher relation, “targeted” steady states, and lots of stuff that has nothing to do with economics.


  So while the bond-buying Mr. Gross says zero rates will arouse the animal spirits in all of us, Mr. Bullard worries that “promising to remain at zero for a long time is a double-edged sword.” Bullard writes that zero rates are “consistent with the idea that inflation and inflation expectations should rise in response to [that] promise.” But in the same paragraph he continues,


  
    But the policy is also consistent with the idea that inflation and inflation expectations will instead fall, and that the economy will settle in the neighborhood of the unintended steady state, as Japan has in recent years.

  


  Wow, no wonder Keynesian central banking is so hard. You’re damned if you cut rates and damned if you don’t. “I moved the line on the graph. Let’s see some animal spirits for crying out loud!”


  In the real world, banks aren’t lending because, as Murray Rothbard points out in America’s Great Depression, if rates are too low, bankers have no incentive to lend, especially in a risky economic environment. Also, as Professor Jeffrey Herbener wrote in the Wall Street Journal Asia, “with distressed banks, reflation fails to induce another bank credit expansion.”


  But the Bank of Japan’s ineffectiveness in the 1990s was no Keynesian liquidity trap. Nobody was hoarding cash, waiting for rates to increase. Banks simply couldn’t lend while they nursed their balance sheets back to health. And businesses didn’t wish to borrow as they downsized after the boom.


  Japan has tried every stimulus trick in the book  in addition to holding rates at zero  and still its economy has been in a funk for two decades. But firing a worker in Japan is virtually forbidden, and don’t get the idea that consumer prices have fallen through the floor.


  According to the International Monetary Fund (IMF), last year saw the biggest drop in consumer prices at 1.13 percent, after prices rose 1.4 percent the year before. The chart of Japan’s inflation rate is essentially flat. Not exactly the deadly deflationary spiral it’s made out to be.


  Hlsmann explains that the Japanese government hasn’t allowed deflation to heal their economy, with “the only result of this policy [being] to give a zombie life to the hopelessly bureaucratic and bankrupt conglomerates that control Japanese industry, banking and politics.”


  As for Bullard’s quantitative-easing (QE) idea, the Bank of Japan has done plenty of it, buying not only government bonds but corporate debt and stocks as well. Bullard’s colleagues over at the San Francisco Fed have studied whether it worked. In a 2006 report, Vice President Mark M. Spiegel wrote that QE lowered long-term interest rates and “there appears to be evidence that the program aided weaker Japanese banks and generally encouraged greater risk-tolerance in the Japanese financial system.”


  Spiegel concluded, “In strengthening the performance of the weakest Japanese banks, quantitative easing may have had the undesired impact of delaying structural reform.”


  “Deflation is one of the great scarecrows of present day economic policy and monetary policy in particular,” Hlsmann told his Economics of Deflation class at Mises University. It seems a nation will destroy its finances battling the non-threat. The Organization for Economic Cooperation and Development (OECD) says the Bank of Japan “needs to keep interest rates close to zero and continue its asset-purchase program until there is a ‘definitive’ end to deflation,” Bloomberg reports. But in the same report the OECD worried that the Bank of Japan’s ability to stimulate would be curtailed by Japan’s public-debt-to-GDP ratio approaching 200 percent.


  Sounds like the folks at the OECD, like Mr. Bullard, can’t make up their minds. What Austrians know for sure is that, as Professor Hlsmann makes clear, “the dangers of deflation are chimerical, but its charms are very real.” Inflation, on the other hand, only helps those who are massively indebted, and inefficient governments.

  


  5. Review of Kevin Dowd and Martin Hutchinson, The Alchemists of Loss (Wiley, 2010).


  6. Speech given on February 26, 2010, at Jekyll Island, Georgia.


  Chapter IV.


  Inefficient Markets


  1.


  THERE’S PLENTY OF blame for the financial crisis being spread around. Those on the left say Wall Street wasn’t regulated enough, while those on the right claim government mandates required lenders to make bad loans.


  The argument is made that the Federal Reserve was too loose, while the other side says Bernanke wasn’t loose enough. Some blame greed. Others blame Wall Street’s investment products. And then there’s mathematics. Wall Street has become a numbers game played at high speed by powerful computers trading complex derivatives utilizing even more complex mathematical modeling. Writing for the Huffington Post, Tho Le Bret asks the reader to


  
    Take the Black-Scholes equation, used to estimate the value of a derivative: it is actually no more than a partial differential equation of the financial derivative’s value, as a function of four variables, including time and “volatility” of the underlying asset (the derivative being a “bet” on the future value of the asset). Differential equations are well-known to physicists, since such fundamental properties of nature as the wave equation or Schrodinger’s equation for quantum mechanics are given in the form of differential equations, and in physics their solutions seem to be very reliable: so why is this not always the case in finance?

  


  Mr. Le Bret quotes Albert Einstein for his answer: “As far as the laws of mathematics refer to reality, they are not certain; and as far as they are certain, they do not refer to reality.”


  Murray Rothbard put it another way:


  
    In physics, the facts of nature are given to us. They may be broken down into their simple elements in the laboratory and their movements observed. On the other hand, we do not know the laws explaining the movements of physical particles; they are unmotivated.

  


  Rothbard goes on to make the point that human action is motivated and thus economics is built on the basis of axioms. We can then deduce laws from these axioms, but, as Rothbard explains, “there are no simple elements of ‘facts’ in human action; the events of history are complex phenomena, which cannot ‘test’ anything.”


  Using the models that work so well for physicists, mathematicians on Wall Street got it spectacularly wrong in the mortgage and derivatives markets, just as mathematical economists can never predict the future with any accuracy. Motivated human behavior cannot be modeled.


  But the mathematicians, or “quants,” underscore all of Wall Street’s financial engineering, a process that takes a few pieces of paper and folds their attributes together to make new products, most times hoping to avoid taxes and regulation. Author Brendan Moynihan describes this engineering in his book Financial Origami: How the Wall Street Model Broke.


  Origami is the traditional Japanese art of paper folding wherein amazing shapes and animals are created with just a few simple folds to a piece of paper. Moynihan cleverly extends the metaphor to the financial arena, pointing out that stocks, bonds, and insurance are pieces of paper simply folded by the Wall Street sales force into swaps, options, futures, derivatives of derivatives, and the like.


  The author is adept at describing derivatives in terms a person can understand. Health-insurance premiums are a call option to have the insurance company pay for our medical care. Auto insurance premiums are like put options, allowing the insured to sell (put) his or her car, if it’s totaled, to the insurer at blue-book value.


  Nobel Prize winners have played a big hand in the creation of derivatives. Milton Friedman’s paper on the need for futures markets in currencies paved the way for that market in 1971. But as Moynihan points out, it was


  
    Nixon’s shutting of the gold window that created the need to mitigate currency and inflation risk. Nobel Laureate Myron Scholes was cocreator of the Black-Scholes-Merton option-pricing model. He and cowinner Robert Merton used their model to blow-up Long Term Capital Management.

  


  But it was little-known economist David X. Li’s paper in the Journal of Fixed Income that would provide the intellectual foundation for Wall Street’s flurry into mortgages. “On Default Correlation: A Copula Function Approach” became “the academic study used to support Wall Street’s turning subprime mortgage pools into AAA-rated securities,” writes Moynihan. “By the time it was over, the Street would create 64,000 AAA-rated securities, even though only 12 companies in the world had that rating.”


  Robert Stowe England, in his book Black Box Casino: How Wall Street’s Risky Shadow Banking Crashed Global Finance, says Li’s model “relied on the price history of credit default swaps against a given asset to determine the degree of correlation rather than rely on historical loan performance data.”


  “People got very excited about the Gaussian copula because of its mathematical elegance,” says Nassim Nicholas Taleb, “but the thing never worked.” Taleb, the author of The Black Swan, claims any attempt to measure correlation based on past history to be “charlatanism.”


  Subprime mortgages were bundled to become collateralized mortgage obligations (CMOs), which are a form of collateralized debt obligation (CDO). CDOs weren’t new; the first rated CDO was assembled by Michael Milken in 1987. But instead of a mixture of investment-grade and junk corporate bonds, in the housing bubble, CDOs were rated AAA based upon Li’s work.


  Mr. England wryly points out, “A cynic might say that the CDO was invented to create a place to dump lower credit quality or junk bonds and hide them among better credits.”


  England quotes Michael Lewis, author of The Big Short: “The CDO was, in effect, a credit laundering service for the residents of Lower Middle Class America.” For Wall Street it was a machine that “turned lead into gold.” Wall Street’s CDO mania served to pump up investment-bank leverage. England explains that if Level 3 securities were included (Level 3 assets, which include CDOs, cannot be valued by using observable measures, such as market prices and models), then Bear Stearns sported leverage of 262 to 1 just before the crash. Lehman was close behind at 225, Morgan Stanley at 222, Citigroup at 212, and Goldman Sachs was levered at 200 to 1. Leverage like that requires either perfection or eventual government bailout for survival.


  The CDO market created the need for a way to bet against the CDOs, and the credit-default-swap (CDS) market was born. Bundling the CDSs together created synthetic CDOs. “With synthetic CDOs, Wall Street crossed over to The Matrix,” writes England, “a world where reality is simulated by computers.”


  It’s England’s view that the CDO market “was the casino where the bets were placed. Wall Street became bigger and chancier than Las Vegas and Atlantic City combined and more.” According to Richard Zabel, the total notional value of the entire CDS market was $45 trillion by the end of 2007, at the same time the bond and structured vehicle markets totaled only $25 trillion.


  So the speculative portion of the CDS market was at least $20 trillion with speculators betting on the possibility of a credit event for securities not owned by either party. England does not see this as a good thing. It’s Mr. England’s view that credit default swaps concentrated risk in certain financial institutions, instead of dispersing risk.


  In “Credit Default Swaps from the Viewpoint of Libertarian Property Rights and Contract Credit Default Swaps Theory,” published in Libertarian Papers, authors Thorsten Polleit and Jonathan Mariano contend, “the truth is that CDS provide investors with an efficient and effective instrument for exposing economically unsound and unsustainable fiat money regimes and the economic production structure it creates.”


  Polleit and Mariano explain that credit default swaps make a borrower’s credit risk tradable. A CDS is like an insurance policy written against the potential of a negative credit event. These derivatives, while being demonized by many observers, serve to increase “the disciplinary pressure on borrowers who are about to build up unsustainable debt levels to consolidate; or it makes borrowers who have become financially overstretched go into default.”


  Mr. England concludes his book saying, “We need a way forward to a safer, sounder financial system where the power of sunlight on financial institutions and markets helps enable free market discipline to work its invisible hand for the good of all.” Polleit and Mariano explain that it is the CDS market that provides that sunlight.


  The panic of 2008 was the inevitable collapse of an increasingly rickety fiat-money and banking system — a system where the central bank attempts to direct and manipulate the nation’s investment and production with an eye to maximize employment. In a speech delivered to the Federal Reserve Bank of New York, Jim Grant told the central bankers that interest rates should convey information. “But the only information conveyed in a manipulated yield curve is what the Fed wants.”


  Wall Street’s math wizards convinced the Masters of the Universe that their numbers don’t lie, believing they could model the Federal Reserve’s house-of-mirrors market. Maybe the numbers don’t lie, but the assumptions do.


  Advising about mathematical economics, Rothbard wrote, “ignore the fancy welter of equations and look for the assumptions underneath. Invariably they are few in number, simple, and wrong.” The same could be said for Dr. Li’s model and Scholes’s model before him.


  Until the era of unstable fiat-money regimes ends, the search for scapegoats will continue because the crashes will never end.


  2.7


  PEOPLE SEEM TO do the craziest things when it comes to money. Whether it’s chasing stock-market bubbles or paying good money after bad on a home that’s hopelessly underwater, the idea of individuals acting as homo economicus seems farfetched. Only in the ivory-tower world of rational-expectations theory does one find perfectly rational humans making judgments using all available information to satisfy their subjective ends.


  In Epistemological Problems of Economics, Ludwig von Mises explains that the homo economicus would be the perfect businessman, conducting an enterprise for maximum profit:


  
    By means of diligence and attention to business he strives to eliminate all sources of error so that the results of his action are not prejudiced by ignorance, neglectfulness, mistakes, and the like.

  


  Does that sound like your know-it-all neighbor or blowhard brother-in-law? Not hardly. Michael Shermer explains in The Mind of the Market: Compassionate Apes, Competitive Humans, and Other Tales From Evolutionary Economics that behavior that is irrational today may have been perfectly rational a hundred years ago and that the work of evolutionary psychologists is needed to explain human decision-making. The rational being practicing rational-expectations theory only makes behavioral economists laugh. And the neoclassical construct of equilibrium prices requires assumptions that only tenured professors who don’t get out much could believe, like perfect competition, perfect information, and perfect rationality.


  Mises wrote,


  
    It did not escape even the classical economists that the economizing individual as a party engaged in trade does not always and cannot always remain true to the principles governing the businessman, that he is not omniscient, that he can err, and that, under certain conditions, he even prefers his comfort to a profit-making business.

  


  But as messy as human decision-making is, the spontaneous order leads to an extraordinarily productive economy, and Shermer makes the case that “just as living organisms are designed from the bottom up by natural selection, so too is the economy designed from the bottom up by the ‘invisible hand.’”


  Shermer cites a number of experiments that show real human decision-making. If you’ve read any evolutionary psychology, the experiments will be familiar. For instance, decision by decision, most humans, instead of being rational, are risk averse. Most folks will only take a fifty-fifty chance when the payoff exceeds double the potential loss. Humans are “twice as motivated to avoid the pain of loss as we are to seek the pleasure of gain.” Groupthink is very powerful, with Solomon Asch’s studies showing that people will decide wrongly 70 percent of the time when influenced by a crowd. Studies of MRI brain scans confirm a correlation between decision-making and reward. Trust and social interactions are tested using the prisoner’s dilemma, while dopamine neurons are released when rewards are greater than expected.


  Dopamine plays a prominent role with investors who take increasing amounts of risk to achieve the kick of gains made through speculation. Drugs and sex also feed the dopamine neurons, and so “do addictive ideas, most notably addictive bad ideas, such as those propagated by cults that lead to mass suicides (in the case of Jonestown and Heaven’s Gate), or those propagated by religions that lead suicide bombers to commit mass murder (in the case of Islamic militant extremists),” Shermer explains.


  So are the bulk of humans acting (what some would classify as) irrationally at least some of the time, because we can’t help it, because our brains are wired that way? Maybe there is no distinction between rational and otherwise. Mises wrote that there is only purposeful behavior or human action. “Praxeology does not employ the term rational,” Mises wrote in Money, Method, and the Market Process, explaining that the “opposite of action is not irrational behavior, but a reactive response to stimuli on the part of the bodily organs and of instincts, which cannot be controlled by volition.”


  In Mises’s view, economics doesn’t deal with homo economicus at all, but with homo agens: man “as he really is, often weak, stupid, inconsiderate, and badly instructed,” or, in other words, the human behavior described in Shermer’s book.


  In Rothbard vs. the Philosophers: Unpublished Writings on Hayek, Mises, Strauss and Polanyi, Rothbard takes his mentor Mises to task for this view, writing of Mises’s view that the use of medicine men employing magic for curing disease or rainmaking in the Middle Ages was not irrational, because it was purposeful action. Rothbard believes we can look back and call it irrational because magic can’t achieve the ends it is supposed to achieve. “The use of magic is therefore irrational, whether in the past, present, or future,” writes Rothbard.


  Well sure, but Mises’s point was that those folks were acting on the best information they had at the time (with considerably less brainpower to work with than Rothbard).


  Shermer pits Wall Street’s Gordon Gecko character and his “greed is good” speech with Enron’s tough, aggressive corporate culture against Sergey Brin and Larry Page’s Google culture of “Don’t be Evil” to make his case that greed cannot sustain life on earth and “if market capitalism was winner-take-all, it would have collapsed centuries ago.” Good apples turn to bad ones in secretive, corrupt, aggressive corporate environments, according to Shermer, and this ultimately leads to the unraveling of those businesses.


  Meanwhile the Google guys believe in complete transparency. The company has chefs on staff cooking meals so Google employees don’t want to ever leave work. The work campus features games and other recreation. Employees can even get a haircut or a massage at Googleplex, and the ride home to the Bay Area on the Google bus is made productive with wireless internet access. Brin and Page believe their reputation is their most important asset and that “trust is the foundation upon which our success and prosperity rest, and it must be re-earned every day, in every way, by every one of us.”


  An unfettered free market would lead to more entrepreneurs operating the Google way. It is government licensing and regulation that leads to the incestuous relationship of big business and big government, a crony capitalism exemplified by Enron and Wall Street.


  Shermer places too much faith in democracy and writes that science should be used to provide structure for government policies, but that these laws should be minimal. Nevertheless, Shermer does write from a libertarian position throughout the book, mentioning the Austrian school specifically and quoting Ludwig von Mises often, as well as Hayek and Bastiat. And while he doesn’t believe capitalism needs “apologists and propagandists, it does need a scientific foundation grounded in psychology and evolution.”


  Science has proved that humans are capable of good and evil. So, as Shermer quotes Mises, “People must fight for something that they want to achieve, not simply reject an evil, however bad it may be.” Shermer calls The Mind of the Market “an exercise in consciousness-raising for freedom.”


  Eminent mainstream economists like Eugene Fama explain away stock-market bubbles and crashes with dismissive quips such as “I don’t know what a credit bubble means. I don’t even know what a bubble means. These words have become popular. I don’t think they have any meaning.” But Shermer’s work shows that science is on the side of Mises, who wrote that even a “mentally troubled person with whom there is still left a trace of reason and who has not been literally reduced to the mental level of an animal, is still an acting being.” And these troubled, acting beings are investing in the market every day.


  3.


  ANYONE WHO FOLLOWS financial markets has to wonder at times, “What are people thinking? How did they come to make those decisions?”


  It’s hard to imagine that John Muth and Robert Lucas came up with what’s known as “rational-expectations theory,” wherein, as explained in Wikipedia,


  
    it is assumed that outcomes that are being forecast do not differ systematically from the market equilibrium results. That is, it assumes that people do not make systematic errors when predicting the future, and deviations from perfect foresight are only random.

  


  Muth and Lucas should watch daily programs on the financial channels like Jim Cramer’s Mad Money, which is supposedly to help individual investors, or CNBC’s Fast Money, a show clearly geared toward speculators. No viewer can watch these shows and walk away believing, “people do not make systematic errors when predicting the future.”


  So while financial markets have been a series of speculative bubbles as the Federal Reserve creates money ad infinitum, rational-expectations economists Robert Flood and Robert Hodrick daringly conclude, “The current empirical tests for bubbles do not successfully establish the case that bubbles exist in asset prices.”


  The efficient-markets hypothesis (EMH) is the rational-expectations school of the investing world. The efficient-market hypothesis asserts that financial markets are “informationally efficient,” claiming one cannot consistently achieve returns in excess of average market returns on a risk-adjusted basis.


  Fama is not a Nobel laureate, but he did coauthor The Theory of Finance, a textbook, with Nobel winner Merton H. Miller, and he himself won the 2005 Deutsche Bank Prize in Financial Economics, as well as the 2008 Morgan Stanley American Finance Association Award.


  The New Yorker’s John Cassidy interviewed Fama, which was the basis for Murphy’s article.


  Cassidy asked Fama how he thought the efficient-market hypothesis had held up during the recent multiple financial crises. Fama said,


  
    I think it did quite well in this episode. Prices started to decline in advance of when people recognized that it was a recession and then continued to decline. There was nothing unusual about that. That was exactly what you would expect if markets were efficient.

  


  When Cassidy mentioned the credit bubble that led to the housing bubble and ultimate bust, the famed professor said,


  
    I don’t even know what that means. People who get credit have to get it from somewhere. Does a credit bubble mean that people save too much during that period? I don’t know what a credit bubble means. I don’t even know what a bubble means. These words have become popular. I don’t think they have any meaning.

  


  “I think most bubbles are twenty-twenty hindsight,” Fama told Cassidy. When asked to clarify whether he thought bubbles can exist, Fama answered “They [bubbles] have to be predictable phenomena.”


  I don’t know what Professor Fama’s been smoking, or whether he’s just in denial or not paying attention, but, especially since Richard Nixon cut the dollar loose from gold, it’s been one bubble and bust after another.


  And clearly, in a boom people go crazy. Another term for bubble is mania, and according to Webster’s, “mania” is defined in an individual as an “excitement of psychotic proportions manifested by mental and physical hyperactivity, disorganization of behavior, and elevation of mood.”


  Robert Prechter, in his book View from the Top of the Grand Supercycle, points out that mania refers specifically to “the manic phase of manic-depressive psychosis.”


  Economists Kevin McCabe and Colin Camerer combined with neuroscientist Read Montague to do a study of financial markets where the subjects of the experiment were given $100 to invest, making their decisions against 20 different markets. Montague and the two economists used historical market prices, measuring the brain and behavioral responses to these.


  The researchers were especially interested in how their subjects would respond to markets featuring bubbles and crashes. The subjects’ brains were scanned while they created and reacted to market bubbles with their investments. Fifty-two subjects played the investment game in the scanners but had no idea they were playing in actual historical markets.


  Two of the markets used in the simulation were particularly brutal to the 52 participants: the 1987 stock-market crash and the 1929 crash. None of the subjects earned money in the 1929-crash simulation, and many lost more than half their portfolios.


  “This market,” Montague explains, “out of all twenty used, lulled subjects’ decision mechanisms into a kind of stupor and then  bang. Goodbye, money.”


  The variable that most drove behavior in the investment game in all markets was regret. Regret was a big factor when subjects changed their investments and also “showed up as an extremely strong neural signal in a reward-decision-making region of the brain, the ventral putamen, the same site where reward-prediction error signals appear.”


  Montague believes this is significant because, as gambling games evolved to “exploit the frailties of our biological valuation and decision-making machinery,” the 1929 market “hit a kind of fragile ‘sweet spot’ of valuation and decision machinery in the subject’s brain.”


  Regret, in this case, is the difference between the value of what is and the value of what could have been. This is important because of dopamine, which is a chemical in the brain that helps humans decide how to take actions that will result in rewards at the right time.


  People don’t get a dopamine kick when they get what they expect, only when they make an unexpected windfall. So, as Jason Zweig writes in Your Money and Your Brain, drug addicts crave ever-larger fixes to achieve the same satisfaction, and this explains “why investors have such a hankering for fast-rising stocks with ‘positive momentum’ or ‘accelerating earnings growth.’”


  Also, dopamine dries up if the reward you expected fails to materialize. The brain has 100 billion neurons and only one-thousandth of 1 percent produce dopamine, but “this minuscule neural minority wields enormous power over your investing decisions,” cautions Zweig.


  Dopamine takes as little as a twentieth of a second to reach your decision centers, estimating the value of an expected reward and, more importantly, propelling you to action to capture that reward. “We’ve evolved to be that way,” explains psychologist Kent Berridge, “because passively knowing about the future is not good enough.”


  The effect of all this is what Zweig refers to as “the prediction addiction.” Humans hate randomness. We want to predict the unpredictable, which originates in the dopamine centers of the reflective brain, according to Zweig, leading humans to see patterns where none really exist.


  The whole technical-analysis field that Wall Street embraces, is based upon the human desire to predict, and when seeing two occurrences in repetition, people believe (or want to believe) that a trend is in process that, most importantly, they can profit from.


  When Parkinson’s patients are given drugs to allow their brains to be more receptive to dopamine, they have the insatiable urge to gamble. When these drugs are stopped, the gambling stops immediately. But unfortunately, when we get what we expect, no dopamine rush ensues.


  These neurologists don’t talk about the Austrian business-cycle theory. For that we turn to Ludwig von Mises, who explains that when the central bank lowers interest rates below the natural rate of interest, engineered by an expansion in liquidity,


  
    the drop in interest rates falsifies the businessman’s calculation. The result of such calculations is therefore misleading. They make some projects appear profitable and realizable which a correct calculation, based on an interest rate not manipulated by credit expansion, would have shown as unrealizable. Entrepreneurs embark upon the execution of such projects. Business activities are stimulated. A boom begins.

  


  Computational neuroscientists would add that not only do the projects appear profitable on paper but also that dopamine is released into the brains of entrepreneurs as they anticipate future profits.


  After all, it’s ingrained in the business and investing public’s collective brain that the lowering of short-term real interest rates, and eventually long-term rates, will have a broad and deep impact throughout the economy. For example, mainstream economist Dr. Yoshi Fukasawa from Midwestern State University writes,


  
    Lower real interest rates stimulate business investment by making more investment projects profitable.


    Reduced interest costs mean that more machines and equipment will be bought, new factories and warehouses built, and additional stores and apartment buildings opened.


    Businesses may also increase production because of a lower cost of financing inventories. A fall in interest rates thus peps up investment and production.


    Lower interest rates also induce investors to move out of interest bearing investments like CDs and bonds and into stocks, causing a stock market rally. For this reason, investors in the stock market generally embrace the news of a lower interest rate. Higher stock values, in turn, make it easier for businesses to issue more stocks to finance additional investment.

  


  As Ludwig von Mises wrote in The Causes of the Economic Crisis,


  
    The moderated interest rate is intended to stimulate production and not to cause a stock market boom. However, stock prices increase first of all. At the outset, commodity prices are not caught up in the boom. There are stock exchange booms and stock exchange profits. Yet, the “producer” is dissatisfied. He envies the “speculator” his “easy profit.” Those in power are not willing to accept this situation. They believe that production is being deprived of money which is flowing into the stock market. Besides, it is precisely in the stock market boom that the serious threat of a crisis lies hidden.

  


  So the excess liquidity created by the central bank is invested in stocks. As the prices of these stocks rise, investors’ dopamine levels increase from the expectation of gain, riskier stocks are then bid up in price by investors because more risk must be undertaken to achieve the same dopamine rush, and a market becomes a bubble.


  The modern world of financial markets is one long series of unending booms and busts. But the investing public falls for it every time. Rates are going down; the economy will get better; stocks are going up; real estate is going up; I better pile in! I don’t want to miss the boat. I don’t want to regret not getting in on the action.


  What can explain this groupthink?


  Solomon Asch’s work on conformity demonstrates that groupthink is extremely powerful. His experiments show that people influenced by a crowd will knowingly make wrong decisions 70 percent of the time.


  Emory University neuroscientist Gregory Burns found that when people broke ranks with the conforming group, areas of the brain lit up that are associated with negative emotions. “In other words, nonconformity is an emotionally traumatic experience,” writes Michael Shermer in The Mind of the Market, “which is why most of us don’t like to break ranks with our social group norms.”


  The fact is, it’s hard to be a contrarian. With the bubble in full bloom, the last thing you want to tell the boys at the club is that you have your money in cash or gold. They’ll make fun of you: “What are you, a wimp? Come on, this is easy. We’re cleaning up. You’re going to regret it if you don’t.” Then your spouse starts in on you. “How are our stocks doing, honey? When are we going to pick up some rental properties like the Joneses next door?”


  Groupthink studies show that good people can do evil things. And “evil is facilitated through the contagious excitement of the group’s actions, through the unchecked momentum of the smaller bad steps that came before, and ultimately permission for evil is granted by the system at large,” writes Michael Shermer.


  By the same token, levelheaded investors can (and have) been caught up in investment booms and manias. Even the best of investors can lose their heads. So if the stock market is going up, people pile in. There’s even a name for it: “momentum investing.”


  Of course, ultimately the fundamentals of the investments do not support the prices. Market prices cool and dopamine levels dry up, as expected gains don’t materialize. A crash ensues with investor regret. The booms end in tears. The ultimate bust “makes people despondent and dispirited,” wrote Mises.


  
    The more optimistic they were under the illusory prosperity of the boom, the greater is their despair and their feeling of frustration. The individual is always ready to ascribe his good luck to his own efficiency and to take it as a well-deserved reward for his talent, application and probity. But reverses of fortune he always charges to other people, and most of all to the absurdity of social and political institutions. He does not blame the authorities for having fostered the boom. He reviles them for the inevitable collapse.

  


  The rationalization that Mises refers to is discussed by social psychologist Daniel Gilbert in his book Stumbling on Happiness. Gilbert explains that our frontal lobes make us look at ourselves through rose-colored glasses: “To learn from our experience we must remember it, and for a variety of reasons, memory is a faithless friend.”


  Psychologists also call this “hindsight bias.”


  “People distort and misremember what they formerly believed,” explains psychologist Daniel Kahneman. “Our sense of how uncertain the world really is never fully develops, because after something happens, we greatly increase our judgments of how likely it was to happen.”


  This bias keeps us from feeling like idiots as we look back, but unfortunately it “can make you act like an idiot as you go forward,” writes Jason Zweig.


  Another way to look at this is the phenomena of cognitive dissonance. Cognitive dissonance is the mental tension created when a person holds two conflicting thoughts simultaneously. For instance, an investor may have believed the stocks he invested in during the boom would make him rich. But when the bust occurs or the stock prices head south for another reason, the evidence is overwhelming that the investor was wrong. Will he or she admit it? No. “The individual will frequently emerge, not only unshaken, but even show a new fervor about convincing and converting people to his view,” psychologist Leon Festinger writes.


  When we hang on to losing stocks, unprofitable investments, failing businesses, and unsuccessful relationships, we’re experiencing cognitive dissonance, rationalizing our past choices, while unfortunately “those rationalizations influence our present ones,” Shermer writes.


  “There is need to stress this point,” wrote Mises,


  
    because the public, always in search of a scapegoat, is as a rule ready to blame the monetary authorities and the banks for the outbreak of the crisis. They are guilty, it is asserted, because in stopping the further expansion of credit, they have produced a deflationary pressure on trade.

  


  The simple fact is, most people just do not have brains suitable for investing. Humans have too many biases, biases that protect us, and our fragile egos, so that we can get up and face life each and every day.


  But in a world of fiat currencies, created with the ease of keystroke, the value of our savings is threatened every hour of every day. And when monetary bureaucrats act, they send shock waves not only through the financial markets but also through investors’ and entrepreneurs’ brains, sending the mass investoriat on another chase toward riches that are but a chimera.


  “The spiritual dimension of these inflation-induced habits seem obvious,” Guido Hlsmann writes in his book The Ethics of Money Production. “Money and financial questions come to play an exaggerated role in the life of man.”


  But for ordinary citizens to simply put money in a savings account at the local bank is suicidal, as Hlsmann makes clear. “They must invest in assets the value of which grows during inflation; the most practical way to do this is to buy stocks and bonds,” he writes.


  
    But this entails many hours spent on comparing and selecting appropriate issues. And it compels them to be ever watchful and concerned about their money for the rest of their lives. They need to follow the financial news and monitor the price quotations on the financial markets.

  


  The rational-expectations and efficient-markets-hypothesis folks think that’s just fine; everyone is perfectly rational and have all the information they need to invest without worry. They say market bubbles and the ensuing crashes just aren’t possible. Investors know when markets will boom and bust.


  Those of us in the Austrian school know better. Booms and busts do happen with all too much regularity in a fiat-money world, inflicting not only financial pain, but emotional and social turmoil as well. Professor Hlsmann points out that


  
    Carpenters, masons, tailors, and farmers are usually not very astute observers of the international capital markets. Putting some gold coins under their mattress or into a safe deposit box saved them many sleepless nights, and it made them independent of financial intermediaries.

  


  That’s good advice for all of us.


  4.


  SO WHAT DRIVES Mergers & Acquisitions (M&A) other than CEO ego?


  First of all, it’s cheap money. Wall Street began to fall apart in the summer of 2007 with the M2 money supply standing at $7.3 trillion. The Fed has hit the monetary gas, we’ve had TARP, TALP, and who knows what all, and by November of 2010, M2 was just short of $8.8 trillion, a more than 20 percent increase.


  The prime-lending rate was 8.25 percent back in the summer of 2007; it was quickly lowered to 3.25 percent. Six-month Libor (the London interbank offered rate) was 5.37 percent in July 2007; by late 2010 it was 45 basis points. No wonder someone on CNBC said that at these low interest rates, all “deals” (mergers and acquisitions) will be accretive to earnings.


  A lot of deals will work on paper with rates this low.


  Second, firms have lots of cash on their balance sheet and it’s not earning anything. US Treasuries with less than a year term are kicking off 13 to 27 basis points. Bank CD rates are yielding less than 1 percent for 12 months.


  Rates are not low because people are delaying consumption and keeping high cash balances. The Fed has pushed down rates thinking that low rates lead to more jobs. So rates are low, and everyone with cash from corporate CEOs to retirees wants to earn something besides 0.5 percent.


  CEOs, especially, have money burning a hole in the pockets of their corporate balance sheets. They could pay the money out to current shareholders in the form of dividends, but they must figure, “what would the shareholders do with the money?”


  The CEOs could hire more people and produce more goods and services, but, no matter what the Business Cycle Dating Committee of the National Bureau of Economic Research says, it’s still a recession. Demand isn’t that good. People are expensive to hire and especially to fire (if you can fire them at all).


  Finally, there is increased government interference. Professor Peter Klein has found that firms make acquisitions when faced with increased uncertainty, citing regulatory interference and tax changes as major causes of uncertainty. When faced with increased regulatory interference, firms respond by experimenting, making riskier acquisitions and consequently more mistakes.


  Klein found that unprofitable acquisitions tend to come in industry clusters and that these clusters are likely to arise from intensified regulation. So, while money’s cheap and government keeps getting more intrusive, CEOs figure, “let’s roll the dice and buy another business.”


  But according to Max Landsberg and Dr. Thomas Kell at the consulting firm Heidrick & Struggles, 74 percent of mergers fail. “Two-thirds of the newly formed companies perform well below the industry average,” according to the Harvard Management Update. Although “up to 70 percent [of mergers] failed to create value, it seems clear that the end is not yet in sight,” claims Financial Executive. And the Journal of Property Management says, “60 percent to 80 percent of all business combinations undergo a slow, painful demise.”


  While CEOs think that when they do a deal two plus two will equal five, the fact is it often turns out that two plus two ends up equaling three.


  Leadership consulting types claim a large company needs more effective leadership than a smaller one, and companies must consider their leadership capacity when confronted by change or contemplating an acquisition.


  Human-resources consultants say these mergers don’t work because most executives manage the business integration but do not manage the human integration. Eager for the gains anticipated, they treat the acquisition like a series of financial reports, instead of organizations comprised of human beings.


  Companies call these things “mergers,” “acquisitions,” “buyouts,” and “takeovers,” but what are they really doing? Buying stocks, and typically at a premium to what the stocks had been trading for — forget volume discounts. These guys aren’t just buying a cow or two but the whole ranch and paying a premium to the market price to boot.


  Why is that? Unfortunately, government regulations cause this anomaly. Companies acquiring large blocks of stock in other companies must register their intentions with the government, thus alerting the market to those intentions. The government protects targeted firms from hostile takeovers and raises the price of buyouts.


  And where do acquirers come up with the numbers that they pay for these acquisitions?


  A former director of Coopers & Lybrand told author Mark Sirower, “Lotus is the culprit in failed acquisitions. It is too easy to assume anything you want in perpetuity without any understanding of the economics of an industry, and package it in a beautiful report.”


  In his book The Synergy Trap, Sirower says valuation models turn on three things: free-cash-flow forecasts, residual value, and a discount rate.


  The cost of capital is integral to making these assumptions. The lower the assumed interest rate or cost of capital, the higher the price for the acquisition that the models will justify.


  And if anyone is assuming today’s Fed-induced microscopic interests rates will last forever, well, now would be the time to be selling instead of buying. Once interest rates go up, these valuation models will be blown up along with the government-employee pension-plan assumptions.


  It’s hard to make something work out economically if you overpay in the first place. And that is most often what happens. Companies overpay for the firms they acquire. Or, as Warren Buffett put it in the Berkshire Hathaway 1982 annual report,


  
    The market, like the Lord, helps those who help themselves. But, unlike the Lord, the market does not forgive those who know not what they do. A too high purchase price for the stock of an excellent company can undo the effects of a subsequent decade of favorable business developments.

  


  Many mergers have been spectacular failures. Daimler-Benz had the great idea to buy Chrysler for $37 billion. The companies merged in 1998, and by 2007, Daimler-Benz was selling Chrysler for just $7 billion. Mattel bought the Learning Company for $3.5 billion in 1999. Less than a year later, the Learning Company lost $206 million, taking down Mattel’s profit with it. The Learning Company was sold by the end of 2000.


  Hedge-fund king Eddie Lampert bought Sears and Kmart in 2005 and merged them to create Sears Holdings. However, by 2007, Lampert was named the America’s Worst CEO because the combination was floundering. Quaker Oats purchased Snapple in 1994, for $1.7 billion. After just 27 months, the food giant sold Snapple for $300 million, losing $1.6 million for each day that the company owned the drink company.


  Who can forget the AOLTime Warner merger? In 2001, old-school media giant Time Warner consolidated with American Online (AOL), the Internet and email provider of the people, for a whopping $111 billion.


  In May 2009, the CEO of Time Warner, Jeff Bewkes, announced that the marriage of AOL and Time Warner was dissolved. And now AOL is buying the Huffington Post for reportedly five times revenues. But we don’t know the multiple to profits — if there are any at all.


  With upwards of three-quarters of all mergers destined to fail, just what is the problem: personnel and business-culture-clash issues or just plain overpaying?


  The Austrian school has determined that there are limits to the size of a firm. As much as those on the left wring their hands about giant corporations taking over the world, it doesn’t work out that way. Mises famously determined that socialism can’t function because there are no market prices in a socialist economy to distinguish more- or less-valuable uses of social resources.


  But Peter Klein points out in his book The Capitalist and the Entrepreneur that Mises wasn’t just talking about socialism. Mises was addressing the role of prices for capital goods. Entrepreneurs make guesses about future prices and allocate resources accordingly to satisfy customer wants and turn a profit while doing it.


  If there is no market for capital goods, resources won’t be allocated efficiently, whether it’s a socialist economy or otherwise. The market economy requires well-functioning asset markets. Without these prices, decision-making is destroyed.


  If one can’t calculate and compare the benefits and costs of production using the structure of monetary prices determined at each moment on the market, Joe Salerno points out,


  
    the human mind is only capable of surveying, evaluating, and directing production processes whose scope is drastically restricted to the compass of the primitive household economy.

  


  Mises explained that


  
    one cannot play speculation and investment. The speculators and investors expose their own wealth, their own destiny. This fact makes them responsible to the consumers, the ultimate bosses of the capitalist economy.

  


  Murray Rothbard extended Mises’s analyses to considering the size of firms, and the problem of resource allocation under socialism to the context of vertical integration and the size of an organization. He wrote that the


  
    ultimate limits are set on the relative size of the firm by the necessity of markets to exist in every factor, in order to make it possible for the firm to calculate its profits and losses.

  


  To make implicit estimates, there must be an explicit market. “When an entrepreneur receives income, in other words, he receives a complex of various functional incomes,” Rothbard wrote. “To isolate them by calculation, there must be in existence an external market to which the entrepreneur can refer.”


  As firms get too big, economic calculation gets muddied because firms do not receive the profit-and-loss signals for their internal transactions. Managers are lost as to how to allocate land and labor to provide maximum profits or to serve customers best.


  As these firms grow (especially by acquisition), one part of the company is often the provider and another part of the company is the customer, yet there are no market prices to allocate resources efficiently. Rothbard wrote,


  
    Economic calculation becomes ever more important as the market economy develops and progresses, as the stages and the complexities of type and variety of capital goods increase. Ever more important for the maintenance of an advanced economy, then, is the preservation of markets for all the capital and other producers’ goods.

  


  Professor Klein makes the point that


  
    as soon as the firm expands to the point where at least one external market has disappeared, however, the calculation problem exists. The difficulties become worse and worse as more and more external markets disappear, as [quoting Rothbard] “islands of noncalculable chaos swell to the proportions of masses and continents. As the area of incalculability increases, the degrees of irrationality, misallocation, loss, impoverishment, etc, become greater.”

  


  When firms expand, company overhead expands. And there is difficultly in allocating overhead or any fixed cost for that matter amongst various divisions of a firm. “If an input is essentially indivisible (or nonexcludable), then there is no way to compute the opportunity cost of just the portion of the input used by a particular division,” explains Klein. “Firms with high overhead costs should thus be at a disadvantage relative to firms able to allocate costs more precisely between business units.”


  You know what overhead looks like. It’s what Scott Adams describes as organizations “riddled with hamster-brained sociopaths in leadership roles,” sitting around having meetings and looking at PowerPoint presentations. M&Ms kill productivity. Not the candy: managers and meetings.


  Too much management is required when firms get too big. If managers knew how to manage, there wouldn’t be dozens of new management books constantly for sale like Who Moved My Cheese?, Who Made My Cheese?, Who Moved My Secret?, Who Moved My Soap?, and Who Moved My Church?.


  People trying to manage are so desperate they look to Rudy Giuliani, Attila the Hun, and George W. Bush for management secrets.


  The results of CEO buying sprees spurred by cheap, Fed-produced money and credit are not new jobs and new products that make our lives better. These corporate shopping extravaganzas are just wasteful malinvestments that destroy capital.


  Federal Reserve monetary policy over the last couple decades has not produced real economic growth but instead bubble after bubble with each bubble (or each group of contemporaneous bubbles) being bigger in aggregate and more damaging than the one that preceded it.


  As economist Kevin Dowd explains, these bubbles destroy part of the capital stock by diverting capital into economically unjustified uses. The central bank’s artificially low interest rates make investments appear more profitable than they really are, and this is especially so for investments with long-term horizons, i.e., in Austrian terms, there is an artificial lengthening of the investment horizon.


  And there is nothing more long term than buying a company, which is not just a group of employees and the current inventory of products or services but a package of previously made, long-term capital investments.


  “These distortions and resulting losses are magnified further once a bubble takes hold and inflicts its damage too: the end result is a lot of ruined investors and ‘bubble blight’ massive overcapacity in the sectors affected,” Dowd explains. “This has happened again and again, in one sector after another: tech, real estate, Treasuries, and now financial stocks, junk bonds, and commodities and the same policy also helps to spawn bubbles overseas, mostly notably in emerging markets right now.”


  The Fed’s printing press is destroying the capital base of the American economy in so many ways that most don’t realize.


  Savers are punished and encouraged to risk capital on ventures that don’t make economic sense. And CEOs, fooled by the faulty assumptions buried in their valuation models, see cheap money as the path to building empires.


  However, these empires inevitably crumble and destroy precious capital in the process.
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  CHEAP AND PLENTIFUL money and credit have made investing impossible and speculation de rigueur for those not wishing to wait out the storm with the barbarous relic. The father of value investing, Benjamin Graham, distinguished between the two:


  
    Investment is most successful when it is most businesslike. An investment operation is one which, upon thorough analysis, promises safety of principal and a satisfactory return. Operations not meeting these requirements are speculative.

  


  Government’s debauchery of money to further its aims is as old as time. But Ben Bernanke’s central bank has turned more tricks than the Bunny Ranch, and the money supply has finally responded to his goosing. Inevitably, the money goes where it shouldn’t.


  So, are markets a puzzle or mystery? That’s the question Vikram Mansharamani poses at the beginning of his excellent Boombustology: Spotting Financial Bubbles Before They Burst. Mr. Mansharamani teaches a seminar at Yale, entitled Financial Booms and Busts, and his book is structured as a class on the subject should be. He uses a clear and systematic approach to a subject that is murky at best.


  The author draws from a variety of disciplines in his quest to understand booms and crashes, spending the first part of the book explaining the lenses that he uses to examine these events. He disposes of the efficient-market hypothesis in his microeconomic lens and instead opts for George Soros’s theory of reflexivity.


  Thankfully, the Yale instructor is clearer in his writing than Mr. Soros. Instead of higher prices meaning lower demand and lower prices increasing demand, thus leading to equilibrium and efficient markets, reflexivity takes into account human behavior.


  Markets shape participants’ thinking, and participants’ actions in markets shape market prices. Therefore, during booms, increasing asset prices lead to further increases. In busts, it’s the reverse.


  
    Soros is unique in suggesting that observers actually change the reality that they are diligently trying to observe, and that this changed reality in turn affects their perception, creating a self-reinforcing cycle that compounds misperceptions.

  


  Ironically, the author looks to the Austrians for the greater part of his macroeconomic perspective (along with Hyman Minsky), leading with a quote from Mises and quickly recognizing fractional reserves and central banking as culprits in bubble creation. Mansharamani uses the work of Roger Garrison to great effect. Those who have seen the Mises Institute’s business-cycle T-shirt will recognize the graphical representation of malinvestment through low interest rates pioneered by Garrison.


  Behavioral economics provides the theoretical underpinnings for the psychological analysis. Property rights, taxing policies, and the like form Mansharamani’s political lens, and the likening of human behavior during booms and busts to fevers and insect swarms provides the biological framework.


  Academic economists will likely take the most issue with the author’s use of psychological and biological insights to explain extraordinary market behavior. But anyone who has negotiated with their spouse over what to list their house for or lived through an actual boom and bust will appreciate the biases and herd behavior identified by behavioral economists.


  The Yale lecturer then points these lenses at five bubble-and-crash episodes, from Tulipmania to the recently busted housing boom. The Austrian view is used throughout, including this author’s work on the Dutch monetary environment during Tulipmania and Mark Thornton’s skyscrapers and business-cycle research, which is mentioned multiple times: the 1920s boom, the Asian contagion, and in a chapter contemplating whether China is a bubble on the verge of collapse.


  The author’s recounting of the Florida land boom that preceded the 1929 stock-market crash and Great Depression is especially good as Mansharamani cites the fresh and insightful perspective of Frederick Lewis Allen, whose book Only Yesterday was published in 1931.


  Prohibition funneled money into Florida like nowhere else because the sunshine state was what William Johnson Frazer called “one of the country’s leakiest spots on the country’s dry border.” Illegal booze was being sailed into Florida and the money was flooding into Florida banks. Regulations required that bankers do business in their home state, and Florida’s bankers figured they couldn’t get hurt in the dirt.


  As wild as the valuations became for property values and stock prices during the Japanese boom, that was nothing compared to the frenzy for golf-club memberships. Citing Christopher Wood’s definitive work on that episode, the total market value of golf-club memberships peaked at $200 billion, despite Japan having only 1,700 golf courses.


  Loose money always gushes into Picassos and van Goghs during booms, and Mansharamani provides an interesting sidebar with a chart of Sotheby’s common stock going back to mid-1988, just before the final run-up of the Japanese stock market. The stock price for the auction house peaked as the Nikkei was peaking. It ran to higher highs as the Internet bubble was cresting. Sotheby’s ran to all-time highs with US house prices in 2006/7 and has run up again since the ‘08 crash with the China boom and the Federal Reserve’s QE1 and QE2, and currently is trading near the high of $58 a share set in October 2007.


  Anyone teaching a course on financial markets or speculative bubbles will want to use Boombustology. The book is laid out in perfect fashion to teach from, only lacking study questions. But will investors be able to use Mansharamani’s book for profit? In the book’s introduction, Yale University’s Chief Investment Officer David F. Swensen, writes that the author falls short of aiding investors in making money. Mansharamani gives us some whys and things to look for, but doesn’t tell us when. “Early looks a lot like wrong,” writes Swensen.


  A bubble wouldn’t be a bubble if you could connect all the dots. Mr. Swensen should stick to crossword puzzles. These days, markets are for speculators only.

  


  7. Review of Michael Shermer, The Mind of the Market (Macmillan, 2007).


  8. Review of Vikram Mansharamani, Boombustology: Spotting Financial Bubbles Before They Burst (John Wiley and Sons, 2011).


  Chapter V.


  Democracy’s Prison State


  1.


  AMERICAN HAS BECOME a prison state. Criminal-justice expert Professor Daniel J. D’Amico says the United States has the highest incarceration rate of any country in the world. No country is even close, besides China — with four times the population. One in a hundred people in the United States is behind bars.


  The prison population in America equals the population of the cities of Los Angeles and Miami combined. Putting this many people behind bars to be forgotten about by society is expensive, D’Amico says, costing $6 billion a year. So, occasionally, when a state’s budget gets tight, the government suddenly says, “You guys aren’t so bad after all. We can’t afford to keep you. Get out of here.”


  The fact is most people shouldn’t be there in the first place. The Loyola professor explains that the huge ramp-up in prison population began in the 1970s. Before then, the rate of incarceration remained stable at around 110 people in prison per 100,000. Not so coincidently, President Richard Nixon first used the term “war on drugs” on June 17, 1971. Then came the “tough on crime” movement in the late 1970s.


  In 1980, fewer than half a million Americans were incarcerated. By 2008, the number was approaching 2.5 million. Another 4 million people are on probation. It is not violent criminals who are filling the nation’s jails and prisons. About half the prisoners in state penitentiaries are considered violent; less than 8 percent in federal prisons are violent; and fewer than 22 percent in the nation’s jails are there for a violent offense.


  Prison sentences here have become “vastly harsher than in any other country to which the United States would ordinarily be compared,” Michael Tonry, a leading authority on crime policy, wrote in The Handbook of Crime and Punishment.


  Former judge Paul Cassell, a law professor at the University of Utah, takes great comfort that a number of Americans are locked up. “One out of every 100 adults is behind bars because one out of every 100 adults has committed a serious criminal offense,” Professor Cassell told the New York Times.


  Really? A Texas state senator told the NYT in 2008,


  
    “We have 5,500 D.W.I offenders in prison,”  including people caught driving under the influence who had not been in an accident. “They’re in the general population. As serious as drinking and driving is, we should segregate them and give them treatment.”

  


  D’Amico points out that people get caught up in the criminal-justice system for fines they can’t pay, and suddenly a bad decision or two means life in and out of jail. In the rest of the world, committing a nonviolent crime is far less likely to land you in prison, and if it does, it’s a short stay.


  For example, the only advanced country that incarcerates people for minor property crimes like passing bad checks is the United States. And now buying too much allergy medicine can get you 20 years, as in the case of 31-year-old Tanna Nacole Jarrell, who will have the prime of her life robbed from her because she “was arrested by Opelika, Alabama police after she purchased four boxes of medication containing pseudoephedrine at three locations within 12 days in December 2009.”


  In his PhD thesis summary, “The Imprisoner’s Dilemma: The Political Economy of Proportionate Punishment,” Professor D’Amico writes that the “most recent trend in punishment theory calls for adherence to the principle of proportionality: a punishment should be well-fitted to the crime, and like crimes should be treated alike.” But, D’Amico wonders, “what institutional framework best produces proportionality?”


  With people spending decades behind bars for buying too much Sudafed too quickly, clearly the state apparatus has a warped definition of proportional.


  The war on drugs that Nixon started now has over half a million people behind bars. Thirty years ago, only 40,000 were in jail or prison for drug crimes. Unlike other countries, most state court judges and prosecutors in the United States are elected and are therefore eager to please their constituents, many of whom are all for locking up dopers and throwing away the key.


  Adam Liptak wrote for the NYT back in 2008,


  
    Still, it is the length of sentences that truly distinguishes American prison policy. Indeed, the mere number of sentences imposed here would not place the United States at the top of the incarceration lists. If lists were compiled based on annual admissions to prison per capita, several European countries would outpace the United States. But American prison stays are much longer, so the total incarceration rate is higher.

  


  America didn’t used to be this way. “In no country is criminal justice administered with more mildness than in the United States,” Alexis de Tocqueville, who toured American penitentiaries in 1831, wrote in Democracy in America.


  But D’Amico argues that when administering punishment is considered a public good, to be produced only by the state, government can then decide who is imprisoned and who isn’t, who is a legitimate citizen and who isn’t.


  So while minarchists argue that a legitimate role for the state is to administer justice and the associated punishment, D’Amico believes that granting the state this power is the first step to the loss of all liberty.


  As D’Amico argues in his award-winning paper “The Prison in Economics: Private and Public Incarceration in Ancient Greece,” criminal justice is not a public good. Ancient Greece had a functioning justice system before the system was taken over by the state. Once criminal justice was monopolized by the state, creativity and entrepreneurship in this area stopped.


  “Spend more or spend less, build more or build less, imprison more or imprison fewer criminals — discoveries and innovations for new and perhaps more technologically superior law enforcement devices do not get investigated nor experimented with,” D’Amico explains.


  As states scramble to balance budgets and keep bureaucrats employed, government spokesmen will shock the press with news that prisoners must be set free so the state can stay in business. It’s wonderful news, but the real problem remains: criminal justice is no job for the state.
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  INSTEAD OF ANALYZING a problem for ourselves, we let a group we identify with make the decisions for us as to what we believe. That’s a lazy way to live, requiring no thought, no study, no consideration, no introspection.


  Clarence Darrow does not allow for that. He does not allow you to sit in the jury box of public opinion and let the other jurors make up your mind. Resist Not Evil is not just an indictment of capital punishment. The state is on trial, and Darrow is arguing for the prosecution.


  And there is a no more passionate, articulate prosecutor than Darrow. It is impossible not to be swept away by his rhetoric. Like any good attorney, Darrow anticipates every argument, and proceeds to crush them in page after page of some of the best prose you will ever read.


  Although he wrote it in 1902, Darrow anticipates the prison nation that America is today. All areas of life become part of the penal code, with an army of people operating as police, legislators, and the court system to enforce these laws through force and violence.


  The state is set up not to administer justice but to punish. No victims are compensated, but the state gets its pound of flesh. Writing more than a century ago, Darrow focused on crimes against property, the predominant crime for which the state “penned” offenders at that time.


  Today, burglaries, besides not being sexy, are too hard to solve, and don’t generate enough cash for local, state, or federal law enforcement. So now it’s the war on drugs that clogs America’s prisons, combined with initiatives from Washington to “get tough on crime.”


  America has the highest incarceration rate in the world. One in 100 of us are behind bars, judged by a monstrosity created only to mete out vengeance. The citizenry is all too happy to cheer while people they don’t know are sent away for years and decades for what may have been one mistake.


  Darrow points out that the state doesn’t consider the whole of a person’s life when administering punishment for the one offense. A life of good deeds is no defense for a teacher who has consensual sex with a student. The public cries that this is wrong, and the judge, considering his next election, is all too willing to pen her up for decades.


  The state ensures that we don’t get to know the perpetrators. These men and women (many of whom are moms and dads) become less like people we might like or identify with. That makes it easy for the public to allow the state to judge, convict, and punish.


  The state now says the people who bought what was formerly an over-the-counter allergy medication too many times in too short a period of time are criminal. The local newspaper dutifully does its part, printing mug shots and naming the offense, so the neighbors can sneer in disgust. Few reading the newspaper understand these people were merely responding to the economic incentives the state’s war on drugs created.


  If the state says they’re bad and must be punished with a couple of decades in the penitentiary, and the local paper confirms the state’s story, then perfect strangers suddenly judge them as the state has: “Yes, lock them up. They are bad.”


  Darrow sees those judged by the state to be more honorable than those within the state doing the judging. There are numerous examples in popular modern culture of characters engaged in criminal activities who not only have the sympathies of the audience but are viewed as heroic.


  The day-to-day emotional and family struggles of fictional modern mobster Tony Soprano casts him in a much different light to audiences than the state would judge him in real life. The same goes for housewife-turned-marijuana-seller Nancy Botwin on Weeds, or chemistry-teacher-turned-crystal-meth-producer Walter H. White on Breaking Bad. No one can empathize with prohibition agent Nelson Van Alden, but it’s easy to root for the various criminals on Broadway Empire, or vigilante serial killer Dexter, or pill-popping Nurse Jackie.


  While network TV still produces its share of police and court-system dramas, current audiences would rather watch reality competition or talent shows. While years ago audiences were drawn to street-cop detectives like Dragnet’s Joe Friday, these days it’s work in the crime lab that stimulates (primarily older) viewers. Cops on the street are portrayed as drunks, thugs, and opportunists, as was best portrayed on The Wire. However, in real life, the community has no sympathy for those engaged in activities the state deems wrong.


  Darrow starts Resist Not Evil by calling the state what it is: a violent aggressor. And a violent institution must have armies, functionaries, and civil governments to punish those who offend. Unlike Hans Hoppe, Darrow views monarchy as no better than democracy, but it’s interesting that Darrow makes the point that monarchs respected each other and thus were not engaged in world domination.


  Darrow lacked the benefit of Hoppe’s insight that monarchs have lower time preferences because rule stays in the family, allowing rulers to think long term and be more peaceful with their neighbors. High-time-preference elected rulers in democracies must steal and pillage in the short time they are in office with power.


  At times Darrow writes that doing business is the equivalent of extortion and embezzlement, believing that the underclass are pillaged by the upper class, which is protected by the state’s property laws and enforcement apparatus.


  Ludwig von Mises explained that in a free market it is the consumer who is actually in charge, and that the wealthy only get that way by serving consumers.


  However, if Darrow’s words are viewed in the light of today’s crony capitalism, where the privileged are allowed private gains with the public left to absorb any losses and where the opening of any sort of business venture is a privilege to be granted only with the state’s approval, then Darrow’s words in this area cannot easily be dismissed.


  There are millions of Americans caught up in the nation’s penal system, most punished for arbitrary crimes of the state’s concoction. It is again Clarence Darrow’s moment, providing the clearest indictment of the state and its violence.
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  H.L. MENCKEN described politicians as “men who, at some time or other, have compromised with their honour, either by swallowing their convictions or by whooping for what they believe to be untrue.”


  “Vanity remains to him,” Mencken wrote, “but not pride.”


  The Sage of Baltimore had it correct that to be elected and stay elected in American politics to any full-time position requires the suspension of any ethics or good sense a person may possess. Even those who begin political careers with the best intentions and have measurable abilities that would make them successful in any field soon realize that the skills required to succeed in politics are not those required outside politics.


  Lew Rockwell explains that, while competition in the marketplace improves quality, competition in politics does just the opposite:


  
    The only improvements take place in the process of doing bad things: lying, cheating, manipulating, stealing, and killing. The price of political services is constantly increasing, whether in tax dollars paid or in the bribes owed for protection (also known as campaign contributions). There is no obsolescence, planned or otherwise.

  


  F.A. Hayek famously argued in The Road to Serfdom that in politics, the worst get on top, and outlined three reasons this is so. First, Hayek makes the point that people of higher intelligence have different tastes and views. So, as Hayek writes, “we have to descend to the regions of lower moral and intellectual standards where the more primitive instincts prevail,” to have uniformity of opinion.


  Second, those on top must “gain the support of the docile and gullible,” who are ready to accept whatever values and ideology is drummed into them. Totalitarians depend upon those who are guided by their passions and emotions rather than by critical thinking.


  Finally, leaders don’t promote a positive agenda, but a negative one of hating an enemy and envy of the wealthy. To appeal to the masses, leaders preach an “us” against “them” program.


  “Advancement within a totalitarian group or party depends largely on a willingness to do immoral things,” Hayek explains. “The principle that the end justifies the means, which in individualist ethics is regarded as the denial of all morals, in collectivist ethics becomes necessarily the supreme rule.”


  Those wishing to get elected and stay elected must be prepared to break every moral rule they have ever known if the ends justify it. Economist Frank Knight notes that those in authority, “would have to do these things whether they wanted to or not: and the probability of the people in power being individuals who would dislike the possession and exercise of power is on a level with the probability that an extremely tender-hearted person would get the job of whipping master in a slave plantation.”


  But even as the pathological gain these high positions in government, they freely use the word freedom to describe their program. “Collective freedom” is promised, which does not mean freedom for individual members of society, but instead is “unlimited freedom of the [government] planner to do with society that which he pleases.”


  And there is no accountability: the higher the office, the more criminal wrongdoing a person can get away with. Thus, it becomes “a psychic impossibility for a gentleman to hold office under the Federal Union,” wrote Mencken. Democracy makes it possible for the demagogue to inflame the childish imagination of the masses, “by virtue of his talent for nonsense.” The king can do the same thing in a monarchy, but only by virtue of his birth.


  In stark contrast, in the natural order, as Hans-Hermann Hoppe explains in his monumental work Democracy: The God that Failed, it is “private property, production, and voluntary exchange that are the ultimate sources of human civilization.” This natural order, Hoppe notes, must be maintained by a natural elite which would come by these positions of “natural authority,” not by election as in the case of democracy, or birth as in the case of monarchy, but by their “superior achievements, of wealth, wisdom, bravery or a combination thereof.”


  This is just the opposite of what Mencken and Rockwell describe as a characteristic of democracy. Hoppe writes in “Natural Elites, Intellectuals, and the State” that a few individuals in every society rise to elite status by their talent:


  
    Due to superior achievements of wealth, wisdom, and bravery, these individuals come to possess natural authority, and their opinions and judgments enjoy widespread respect. Moreover, because of selective mating, marriage, and the laws of civil and genetic inheritance, positions of natural authority are likely to be passed on within a few noble families. It is to the heads of these families with long-established records of superior achievement, farsightedness, and exemplary personal conduct that men turn to with their conflicts and complaints against each other. These leaders of the natural elite act as judges and peacemakers, often free of charge out of a sense of duty expected of a person of authority or out of concern for civil justice as a privately produced “public good.”

  


  On the other hand, democracy affords the opportunity for anyone to pursue politics as a career. There is no need for the masses to recognize a person as “wise” or “successful,” as Hoppe’s natural order would require. Nor does one have to be born into the ruling family, as in the case of monarchy. As the great American comedian Bob Hope, who was actually born in England, once quipped, “I left England at the age of four when I found out I couldn’t be king.” Maybe because he knows he can never have Prince Charles’s job, Sir Richard Branson knighted for “services to entrepreneurship” sticks to business and reportedly owns 360 companies.


  But, as Hoppe explains, democracies have expanded, and since World War I have been viewed as the only legitimate form of government. In turn, more people who have been successful at other pursuits are running for political office or becoming politically active. For instance, more and more billionaires are entering the political arena. The wealthy tycoons of a previous generation were private and tended to covet seclusion,


  Today’s captains of industry — such as Ross Perot, Michael Bloomberg, Carly Fiorina, Meg Whitman, and Jon Corzine — are running for office. And while Warren Buffett, Bill Gates, and George Soros haven’t sought public office personally, they spend millions of dollars on political contributions and are visible in trying to sway the public debate on political issues, when their time would obviously be more productively spent (both for them and everyone else) on other, wealth-creating endeavors. Also, it should be noted, a quarter of all House members and a third of all members of the Senate are millionaires.


  There may be politicians who pursue elected office for the money, but many elected officials are already wealthy by most people’s standards. What makes the wealthy and otherwise successful want to hold office? Is it, as Charles Derber describes in The Pursuit of Attention: Power and Ego in Everyday Life, that politicians since “Caesar and Napoleon have been driven by overweening egos and an insatiable hunger for public adulation”?


  The work of psychologist Abraham Maslow may provide an understanding as to why even successful entrepreneurs would seek public office. Maslow is famous for his “hierarchy of needs” theory, which is taught in most management classes in American universities. The theory is generally presented visually as a pyramid, with the lowest or most basic human need physiological need shown as a layer along the base of the pyramid.


  Maslow’s view was that the basic human needs thirst, hunger, breathing must be satisfied before humans can accomplish or worry about anything else. The next tranche within the pyramid, shown on top of the physiological need, is the safety need. After satisfying thirst and hunger, humans are concerned about their continued survival. If a man is constantly worried about being eaten by a tiger, he doesn’t concern himself with much else.


  The next layer presented within Maslow’s pyramid is the belonging need, which lies just above safety need. After the satisfaction of the two lower needs physiological and safety a person seeks love, friendships, companionship, and community. Once these needs are satisfied, according to Maslow, humans seek the esteem need. These first four needs were considered deficit needs. If a person is lacking, there is a motivation to fill that need. Once the particular need is filled, the motivation abates. This makes these needs different than the need at the top of Maslow’s pyramid, the need for self-actualization. The need for self-actualization is never satisfied, and Maslow referred to it as a being need, or the need to be all you can be.


  Thus, humans continually strive to satisfy their needs, and as the more basic needs are satisfied, humans move up the pyramid, if you will, to satisfy higher-level needs. Of course, different humans achieve different levels, and it was Maslow’s view that only 2 percent of humans become self-actualizing. Maslow studied some famous people along with a dozen not-so-famous folks and developed a list of personality traits that were consistent with people he judged to be self-actualizing. Besides being creative and inventive, self-actualizers have strong ethics, a self-deprecating sense of humor, humility and respect for others, resistance to enculturation, enjoyment of autonomy and solitude instead of shallow relationships with many people. They believe the ends don’t necessarily justify the means and that the means can be ends in themselves.


  One readily sees that Maslow’s self-actualizers have nothing in common with politicians in a democracy, but closely fit the profile that Hoppe describes of the natural elite that would lead a natural order. But a step down from the top of the hierarchy-of-needs pyramid is the need for esteem. Maslow described two types of esteem needs according to Maslow expert Dr. C. George Boeree, a lower esteem need and a higher one. And while the higher form of esteem calls for healthy attributes such as freedom, independence, confidence, and achievement, the lower form “is the need for the respect of others, the need for status, fame, glory, recognition, attention, reputation, appreciation, dignity, even dominance.”


  “The negative version of these needs is low self-esteem and inferiority complexes,” Dr. Boeree writes. “Maslow felt that Adler was really onto something when he proposed that these were at the roots of many, if not most, of our psychological problems.”


  Now we see these qualities displayed by virtually all politicians in democracy: the constant need for status and recognition. The ends compensating for an inferiority complex justify whatever Machiavellian means.


  Because democracy is open to any and all who can get themselves elected, either through connections, personality, or personal wealth, it is a social system where leadership positions become a hotbed for sociopaths. Maslow’s self-actualizing man won’t have an interest in politics. But those stuck on the need for esteem are drawn to it like flies to cow pies.


  Even religious philosophers recognize the shortcoming of those in power.


  Saint Augustine wrote about the theory of just war and held a different worldview from his predecessors, lacking the usual optimism that man strives to comprehend the ultimate verities, live in an orderly fashion, and find his way to God.


  Augustine was pessimistic of human nature, believing men weren’t inclined toward righteousness, but instead had a tendency towards doing evil “as the result of Adam’s fall, pride, vanity, and libido domini — the lust for domination — entice men towards waging wars and committing all manner of violence,” explains John Mark Mattox in Saint Augustine and the Theory of the Just War.


  Judge Andrew Napolitano has made the point that libido domini is the thing in human nature that attracts people into government, in order that they may dominate their fellow man that the same men who founded the United States government wrote laws as repugnant as the Alien and Sedition Acts.


  Hoppe recognized that natural elites have responsibilities that extend far beyond themselves and their families.


  
    The more successful they are as businessmen and professionals, and the more others recognize them as successful, the more important it is that they set an example: that they strive to live up to the highest standards of ethical conduct. This means accepting as their duty, indeed as their noble duty, to support openly, proudly, and as generously as they possibly can the values that they have recognized as right and true.


    They receive in return intellectual inspiration, nourishment, and strength, as well as the knowledge that their name will live forever as outstanding individuals who rose above the masses and made a lasting contribution to mankind.

  


  On the other hand, in democracy politicians demand attention, seeking acclaim for anything they do, continually taking credit for policies they say have made our lives better when in fact these interventions make our lives worse. There is no need to list the names of politicians who have committed crimes or ethics violations it would take all day. The point is made.


  With leadership in such dysfunctional hands, it is no wonder. “In comparison to the nineteenth century, the cognitive prowess of the political and intellectual elites and the quality of public education have declined,” Hoppe writes in Democracy. “And the rates of crime, structural unemployment, welfare dependency, parasitism, negligence, recklessness, incivility, psychopathy, and hedonism have increased.”


  So while the electorate recognizes that they are electing at best incompetents and at worst crooks, the constant, naive, prodemocracy mantra is that “we just need to elect the right people.” But the “right people” aren’t (and won’t be) running for office. Instead, we will continue to have “the average American legislator [who] is not only an ass,” as Mencken wrote, “but also an oblique, sinister, depraved and knavish fellow.”


  So do we just throw up our hands? Is it hopeless? No, it can safely be predicted that the democratic welfare state will collapse, according to Hoppe, and what is necessary besides a crisis is ideas, correct ideas, and men capable of understanding and implementing these ideas once the opportunity arises.


  So the natural elites ensure that the truth is spread.


  As Hoppe writes, “Once upon a time, in the pre-democratic age, when the spirit of egalitarianism had not yet destroyed most men of independent wealth and independent minds and judgments, this task of supporting unpopular intellectuals was taken on by individuals.” Hoppe explains that this is nearly impossible in this day and age.


  He points out that a person’s first obligation is to make as much money as he can, “because the more money he makes, the more beneficial he has been to his fellow man.” But the natural elites extend beyond that. It is for them to support the truth.


  4.


  EVERYWHERE YOU LOOK government finances seems to be unraveling. The city of Stockton, California, has filed for bankruptcy. North Las Vegas, Nevada, would be in the same boat if the state of Nevada allowed it.


  Michigan’s state government has taken over the management of four cities and the state’s largest city  Detroit  has a $200 million deficit and has made a deal with the governor for the state to have a hand in fixing the city’s financial problems. On the federal level, the bond rating agencies  S&P and Moody’s  have dared to downgrade the government’s debt.


  On the other side of the pond, Greece is an accident that keeps on crashing. Spain’s government is propping up its banks with European Union help, so that these banks can keep propping up the government by buying the government’s bonds — the equivalent of two drunks holding each other up. And the sad fact is Italy, Portugal, and possibly France are not far behind.


  Professor Hoppe tells us,


  
    It is democracy that is causally responsible for the fatal conditions afflicting us now. The number of productive people is constantly decreasing, and the number of people parasitically consuming the income and wealth of this dwindling number of productive people is increasing steadily. This can’t work in the long run.

  


  Democracy is just a wealth-distribution (and ultimately wealth-destruction) scheme that pits the tax payers vs. the tax eaters. In the case of Europe, Germany and the Netherlands produce and save, while Greece, Spain, Portugal, and the rest, consume. Eventually a bankruptcy will bring to light the truth about democracy, which, Hoppe explains,


  
    is nothing more than an especially insidious form of communism, and that the politicians who have wrought this immoral and economic madness and who have thereby enriched themselves personally (never, of course, being liable for the damages they have caused!), are nothing more than a despicable bunch of communist crooks.

  


  The day of reckoning for the United States may not be far off. Alan Hall, writing for the May 2012 edition of the Socionomist says that the era of big entitlement spending in America is over. Since the Great Depression, government entitlements have exploded, up 17 times, as a percentage of total personal income. Hall uses Elliott Wave nomenclature to describe the phenomena. Something to the effect that the


  
    advance in entitlements from the Great Depression fits within a classic parallel trend channel drawn off the lows of waves 2 and 4. Elliotticians will also observe that wave 4 in entitlements is testing the upper parallel of the channel and needs only one more decline and rally to complete the pattern.

  


  Socionomics is all about the collective mood of society and how it is reflected in financial markets, politics, fashion, and so on. Hall points out that entitlement growth slows during positive mood changes (3 percent average gain) and accelerates dramatically (215 percent on average) during negative-mood phases.


  Americans are more dependent on government benefits than anytime in history, according to Hall’s work. Seventy-five years of positive-mood trend has entrenched the idea that the state can afford to support an ever-expanding percentage of its citizens, including even the more affluent, Hall writes.


  Government help is not just for poor people anymore. Binyamin Appelbaum and Robert Gebeloff point out in a New York Times article that government benefits to the bottom fifth of households had declined from 54 percent in 1979 to 36 percent in 2007. Appelbaum and Gebeloff write,


  
    The government safety net was created to keep Americans from abject poverty, but the poorest households no longer receive a majority of government benefits. A secondary mission has gradually become primary: maintaining the middle class from childhood through retirement.

  


  The Congressional Budget Office (CBO) figures that with an aging population, the trend is clear: benefit programs will increase nonstop for the next 25 years.


  But the socionomics folks at Elliott Wave International believe there will be a major negative-mood extreme around 2016 and there will be a reversal of historic proportion four years from now.


  Even the Treasury Department concedes there will be a problem by 2080 when entitlement expenditures could exceed 60 percent of GDP, “making the Federal Government’s fiscal path even more unsustainable.” However, government’s largesse will hit the wall long before then.


  Entitlement spending reached 102 percent of total federal tax receipts last year. Paying for the rest of government is covered by borrowing and printing; it is only allowed because of the dollar’s reserve-currency status. But the last grain of sand is about to hit the bottom of the reserve-currency hourglass.


  Professor Hoppe doesn’t make his points with graphs and waves, but instead uses logic to theorize that democracy is not the wonderful system that American presidents spend so much money and so many lives spreading around the world.


  Democracy, in Hoppe’s view, decivilizes society. Civilized people save and plan so as to take care of themselves and their families in the present and future. Fiscal conservatism and prudence is valued in a nondemocratic society, as is sound ethics. Democracy undoes the tendency for people to act responsibly. Politicians constantly look to appease voters with more benefits to care for them from cradle to grave, so as to win the next election. At the same time, the bureaucracy that hands out the benefits grows larger and larger and is unaccountable to anyone  especially voters. As the old saying goes, no matter who wins, the government is always elected.


  In order to distribute these benefits, the government must violate property rights. Government produces nothing; it must take from one group in order to give to another. Hoppe makes the case that individuals are powerless to protect themselves from government theft and view taxation as they would natural disasters. This alters the behavior of producers, who will tend to be less future oriented given that government is constantly stealing from them.


  This continuous theft, over through taxation and subversive by way of inflation, raises the producers’ time preferences; they divert resources from producing future goods to present consumption. Over time, democracy leads to a lower level of capital being accumulated. With less capital, society is not only poorer but less civilized.


  In Democracy: The God that Failed, Hoppe explains,


  
    if government property-rights violations take their course and grow extensive enough, the natural tendency of humanity to build an expanding stock of capital and durable consumer goods and to become increasingly more farsighted and provide for evermore distant goals may not only come to a standstill, but may be reversed by a tendency toward decivilization: Formerly provident providers will be turned into drunks or daydreamers, adults into children, civilized men into barbarians and producers into criminals.

  


  So what has kept this destructive force  democracy  alive for so long? Ironically, capitalism. Hoppe responds,


  
    That the whole democratic house of cards has not yet completely collapsed speaks volumes about the still tremendous creative power of capitalism, even in the face of ever-increasing governmental strangulation. And this fact also allows us to conjecture about what economic “miracles” would be possible if we had unimpeded capitalism liberated from such parasitism.

  


  So many people mistakenly tie democracy and capitalism together, when in fact, democracy keeps capitalism from making all producers prosperous.


  Laissez-faire is not a matter of electing the right person; it means, simply, leave it alone  something politicians cannot seem to do.

  


  9. Based on the new introduction to Clarence Darrow, Resist Not Evil (Ludwig von Mises Institute, 2011; originally published in 1903 by Charles H. Kerr & Co.).


  10. Speech given in Colorado Springs, September 18, 2010.
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