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Chi cken Little: The Econony is Falling!

Deteriorating econom c conditions have policymakers in
Washi ngton, D.C. running around |like Chicken Little. As a result of
the perceived falling of the sky, these sanme policymkers are
scranbling to cone up with a fiscal stimulus plan which, coupled with
aggressive nonetary policy action by the Fed, is intended to stave
off a recession and calmjittery financial markets. Wilst these
initiatives are well-intentioned, these efforts are an exercise in
futility. There is little, if anything, that can be done to stop the
econom ¢ downturn that is in progress and that is com ng.

During the inflating of the real estate bubble, several
i nportant things happened. First, consuner and governnent spending
spiraled out of control. The federal governnent ran up huge spendi ng
deficits that were financed by increased debt |evel s—apst of which
was and is held by foreigners. Consuners spent beyond their neans—
relying on home equity extraction and credit card debt that was
relatively inexpensive whilst rates were |low. Americans and Anerica
becanme a nation of dissavers, relying on others to fund their
i nsati abl e appetites for consunption. This is a trend that is
unsust ai nable for the long-term Second, Anmericans purchased real
estate that was beyond their neans in hopes of achieving the
“Anmerican dream” This was a noble anbition but little regard was
given to the consequences of the end of cheap noney and cheap
nortgage rates. Third, the buying frenzy fueled a real estate boom
where val uations far exceed their fundanentals. At the tine,
however, no one was willing to admt that prices were too high.
Finally, as a result of these factors, counterparty risk increased,
despite the use of nunerous derivative products and financi al
instrunments ained at reducing or elimnating such risk.

There is little doubt the current econom c downturn was caused
by the deflating of the real estate bubble and the nortgage crisis.
Thi s caused the banking systemto clamup and becone nore restrictive
in lending. This began a chain reaction which sent a system c shock
t hroughout the econony, causing a credit crisis that was particularly
di sruptive to financial institutions whose |ending reluctance
retarded liquidity and pronpted sonme degree of panic in equity
mar ket s and 1 n corporate boardroons.

The Fed' s actions in cutting the federal funds rate fifty basis
points along with other policy actions in August was intended to
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build confidence and liquidity in the banking system and shore up
struggling equity markets with a conforting “Bernanke put.”
Successive cuts along wth the seventy-five basis point cut on
January 22, 2008 were ainmed at shoring up equity markets am d
nmounting turnmoil and uncertainty over the nagnitude and depth of the
i npact the housing contraction and nortgage crisis would ultimtely
have on the broader econony. After all, the Fed' s actions could not
possi bly solve the banking crisis. This was a situation created by

t he banks that would only begin to be relieved by massive wite-downs
and massive capital infusions by foreign investors, nanely Asians and
Arabs, totaling in excess of $21 billion. To be sure, there is nuch
nore bl oodletting to cone at financial institutions who provided too
much credit when interest rates were lowwth [ittle apparent regard
to attending risk of borrowers. The Fed shares a part of the blane
for keeping rates nmuch too |l ow for much too |long and in the process
allowing the real estate bubble to inflate precipitously.

The magnitude of this may ultimately be over $100 billion as
derivatives are revalued in the process to reflect current
fundanmental s and counterparty risks are reassessed. And there is
nore revaluation to cone in the real estate nmarkets as prices adjust
to reflect true fundanentals. This is all a painful process that
cannot be avoi ded forever.

This all suggests that the U S. financial systemventured to
the precipice of a neltdowmn. Wiilst the possibility of such a
meltdown is not totally elimnated, it is growing nore renote. 1In
response, policynakers now want to give taxpayers rebate cheques
rangi ng from $300 to $1600 i n hopes that these rebates will pronpt
consuners to continue spendi ng and, thus, in the process revive the
| aggi ng economy. There is a problemw th this. The federal
gover nnent does not have this noney to give away right now, we sinply
can’t afford it. This wll likely be funded through debt issuance.
In all likelihood, either Asian or Arab investors will purchase this
debt. Now we are in even nore hock to these nations. And assum ng
consuners spend t he noney on goods produced in these foreign
countries, the investors get their original noney back! This hardly
makes good sense. In addition, this fiscal stinulus does not address
the nortgage crisis or rising consunmer debt levels. Mre attention
shoul d be placed on financial responsibility and sound econom ¢ and
fi nanci al deci sion-nmaki ng by the governnent and individuals. Wilst
the Fed's rate cuts have been protective puts for the equity markets,
t he proposed fiscal stinulus seens ained only at bolstering the
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peopl es’ confidence that their elected officials are cognizant of the
probl em and | ooking to help their. To be sure, fiscal stinmulus is
good—but only at the right time. Throw ng noney at a problem hoping
it goes away, W thout addressing the fundanentals of the problemis
wast ef ul and count er producti ve.

But this is not to suggest that policymkers remain idle and
twiddle their thunbs. To the contrary, action is needed. Now is the
tinme to reassess the challenges facing the U S. econony. A nunber of
factors have resulted in the econony becom ng | ess conpetitive.

Wages are higher than in | ow cost countries. Manufacturing has noved
overseas for cheaper |abour. Governnent spendi ng has grown
dramatically. An entitlenent program funding crisis |oons.

Cor porate taxes are anong the highest in the world. The tax code is
conplicated. Rather than the fiscal stimulus proposed, policynmakers
shoul d consi der nmaking President Bush’s tax cuts permanent, thereby
elimnating a great and | oom ng uncertainty. The limts on tax
deferred contributions to retirenent or 401k pl ans shoul d be

i ncreased as a nmeans of increasing savings. The corporate tax code
shoul d be refornmed to nmake businesses dom ciled here nore conpetitive
so that U S. conpanies don’t nove offshore to avoid an onerous tax
burden. The federal governnent should reduce spending so that debt

| evel s do not increase significantly only to be further indebted to
foreigners. Congress should give the President the line-itemveto
and restore pay-go rules as much as possible, even though this is
difficult intinmes of war. Policynmakers nust begin the process of
shifting to a consunpti on tax as opposed to an inconme tax so that
taxation is equitable and so that even illegal aliens here pay their
fair share of the burden. The Federal Reserve should increase the
reserve requirenments so that financial institutions are nore
judicious when it cones to | ending depositors’ noney. This should
help to avert another near financial system collapse which could, the
next tinme, have nore significant and nore far reaching inplications
than the current situation.

Undoubt edl y, policymekers are doi ng what they deem best. There
is an old saying: The path to Hell is paved with good intentions.
The Fed' s efforts to cut rates and the policynakers’ fiscal stinulus
plan are ainmed at hel ping avoid a recession or at |east soften the
inpact. No one |likes the thought of a recession, particularly in an
el ection year. Recessions are not a necessarily bad phenonenon. Al
econom es nust undergo a cooling period. The |onger and higher the
rate of expansion, the sharper and deeper the cooling and
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contraction. These periods of cooling are healthy for an econony.
They tenper excess and help reign in noral hazards and excessive risk
taki ng associated with specul ative activity. They serve as a wake-up
call to businesses, investors, and financial market participants.

But rushing to nake fiscal and nonetary policy decisions nmay
only conpound an already fragile situation. Now nay be the tinme to
show fiscal and policy restraint, even in the face of nmassive
opposition. Fiscal stinmulus and rate cuts won’t help. The banks and
nort gage nmar ket participants have to work this out for thensel ves.
Shoring up their balance sheets with equity injections and wite-
downs is the only solution. To cut rates now may well be m stined
and pronpt higher inflation in a period of |ower growth. Sonetines
it is best to bite the bullet and let things sort thensel ves out.
Hopeful Iy, policymakers will show better financial decision making
skill than thus far. Going too far nay open an econon ¢ Pandora’s
box. Once that happens, the sky may really be falling.
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