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There is only one difference between a bad economist and a good one: the bad
economist confines himself to the visible effect; the good economist takes into
account both the effect that can be seen and those effects that must be foreseen…
the bad economist pursues a small present good that will be followed by a great evil
to come, while the good economist pursues a great good to come, at the risk of a
small present evil.
–Frederic Bastiat (1801-1850)
Nothing defined Alan Greenspan’s tenure as chairman of the Federal
Reserve Bank more than his wholehearted embrace of capitalism. With
early roots in his 30-year association with the novelist and philosopher
Ayn Rand, that faith grew into an unconstrained confidence in the free
market and deregulation to steer the economy and ward off crises.
According to a current Fed governor, however, both Greenspan’s Fed
and the Fed today have not been the stalwarts of capitalism that the
Maestro believed them to be.
On March 7th, I had the great pleasure of listening to Thomas Hoenig speak at the
Colorado CFA Society forecast dinner. Hoenig, the only member of the Federal Reserve
Board of Governors who I respect, is the board’s lone rational dissenting voice.
After his speech, a lengthy Q&A, and a short conversation with him, I left the event even
more impressed with him.
Hoeing was equally critical of both the Fed’s zero-interest rate policy and of QE2. He said
these policies encourage speculation and don’t allow for price discovery, and consequently
they lead to imbalances, unintended consequences, and misallocation of resources.
He said it is important to judge QE2’s success over the right time frame, one long enough
to encompass not just its stimulative benefits but also its consequences. (In other words,
there is a good reason why we don’t judge steroids solely based on what they do for an
athlete’s performance during the race, ignoring the strokes and other health problems they
often cause after the race).
Throughout his speech, Hoenig warned that there are no shortcuts to greatness in
monetary policy. The Fed’s intervention in the economy will have unintended
consequences, and it is impossible to know where they’ll show up. For example, Hoenig
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recalled that the Fed lowered the interest rate to 1% in 2003 and, though the economy was
improving, kept rates low levels for over a year in order to bring unemployment below
6.5%. The asset bubble that deflated in the financial crisis resulted, and today
unemployment is 10%.
Hoenig’s comments are extremely important. I too believe that the Fed’s actions in 2003
played a very large role in the subsequent real estate bubble, financial crisis, and today’s
high unemployment, but this was the first time I’ve heard such an admission come directly
from a Fed governor. To the contrary, Greenspan has been outspoken in denying the role
he and the Fed played in the crisis.
Hoeing said he questions whether quantitative easing, which failed in Japan, will work in
the US. He bluntly stated that too-big-to-fail financial institutions like Citigroup, Wells
Fargo, JPMorgan Chase, and others should be broken up. (I argued that point in this
article.) Commercial banks are in charge of our domestic and international payments
system, but their access to FDIC insurance and the Fed’s discount window (use of which
swelled from $900 million to $3 trillion over the last two years), constitutes “an enormous
protection” to the financial sector, encouraging risk-taking through an implicit guarantee in
the event of a crisis or failure.
Smaller institutions that don’t have access to the Fed’s fund window have to compete in
that space, and they start behaving and taking risks as if they have access to the window.
The walls between commercial and investment banks have been demolished, Hoenig
argued, and the two functions within banks are now joined at the hip. In the wake of this
crisis, Hoeing said we did the same things we did after previous crises: added supervision
and regulation and raised capital requirements. But history suggests that as time goes by
we’ll forget about the crisis and history will repeat itself, he said – unless we break up toobig-to-fail institutions.
It is a fundamental tenant of American capitalism that central planning of economies
doesn’t work in the long term, whether in Soviet Union historically or in China today. But I
often wonder: How is the Fed’s Board of Governors – the proverbial 12 guys in a room –
any different than the 24 guys in a room who make up the Chinese politburo? The nondemocratic Chinese may have a few more levers to push – an ability to force banks to
lend, for example – but short of that, how is the Fed’s micromanagement of interest rates
any different from China’s? After Hoenig came off the stage, I posed the question to
Hoenig, and I asked him point-blank whether the Federal Reserve is an anti-capitalistic
entity.
To my shock, Hoenig agreed with me: The Fed is anti-capitalistic.
I went further. In the midst of the 2008 financial crisis, to prevent the freezing up of the US
financial system and possible bank runs, the Fed put in place QE1 – it purchased over a
trillion dollars of mortgage and agency debt. Like J.P. Morgan in the pre-Fed era, the Fed
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was the lender of last resort. But QE2 is drastically different from QE1, because the
banking system is far from choking, and now the Fed’s goal is to lower unemployment and
grow the economy at a higher rate (here is my article on QE2).
I asked Hoenig if he thinks the Fed should stick to its mission as lender of last resort, as it
was during QE1, letting the free market set interest rates. He looked at me with an
expression that implied he couldn’t have said it better himself and agreed.
I am very familiar with confirmation bias, our desire to seek out people with whom we
agree. But Hoenig is not your usual person; he is member of the Federal Reserve Board
of Governors, and he disagrees with almost everything that institution does.
Hoeing’s courage and principled vision elevate him to the status of a “good economist,” as
defined by Frederic Bastiat over 150 years ago. Let’s hope that his voice, in a room full of
bad economists, does not fall entirely on deaf ears.

Vitaliy N. Katsenelson, CFA, is Chief Investment Officer at Investment Management
Associates in Denver, Colo. He is the author of “Active Value Investing” (Wiley, 2007) and
the upcoming The Little Book of Sideways Markets (Wiley, December 2010). To receive
Vitaliy’s future articles by email, click here. His firm, Investment Management Associates,
is looking to partner with financial planners/advisors to offer their unique portfolio
management services to their clients. They don’t do any financial planning; all they do is
value investing. You may contact him here.

www.advisorperspectives.com
For a free subscription to the Advisor Perspectives newsletter, visit:
http://www.advisorperspectives.com/subscribers/subscribe.php

© Copyright 2011, Advisor Perspectives, Inc. All rights reserved.

