
Paul McCulley is Pimco’s official Fed Watcher; still finds
time to manage billions of short-term funds, and keep
a sharp eye on the economy. He’s also been known to
talk, in the wee hours, to his  pet rabbit—and to write
about. Lately, he’s even admitted contemplating
adding a dog to the mix. But when we chatted last
week, Paul was eagerly awaiting Alan Greenspan’s
Humphrey-Hawkins swan song—now delivered. Paul
didn’t hear everything he wanted, but did decipher
what amounts to a watershed shifting of Fed targets. ..  
KMW

How’s life, Paul?
Not too bad, considering that I just got back
last night at 10:30 from a 2-day trip out to
the middle of Missouri, to the Ozarks, to
give a speech. It is hard to get there
from here. You fly to Dallas and then
fly to somewhere else and then you
take a two-hour car ride. So I left I
here on Wednesday morning and I got
back on Thursday night and most of
that time I was in transit. But it was
fine. 

You must have been invited by a very
good client. 
It was the annual convention of all of the
state and city retirement plans of
Missouri—and there are a number of plans
among that group that are clients. Some are big
clients. They wanted me to do a keynote. Put
all that together and you say, “Just got to
do it.” Besides, I had never been to that
part of Missouri. 

I imagine you rediscovered the
Southern accent of your youth. 
I guess. It did remind me of the way the
rural area where I grew up was—25 or
30 years ago. 

When you weren’t exactly a little kid. But let’s
focus on the here and now. I know you’ve been con-
templating Mr. Greenspan’s prospective departure
from the Fed, when you had a chance, in between
your travels—and shopping for a new pet. 
It is amazing the amount of feedback I have gotten in the
last week since I released my latest Pimco Fed Focus
piece. [Keeping the Rabbit at Home and the Dog at the
Office, www.pimco.com]. I get a lot of email after every
column; people either praising me because they agree  or

calling me a buffoon because they don’t. Except
that this month most of the feedback was on

the nature of dogs and the pros and cons
of various breeds. So many readers

wanted to help me out with this
whole decision. Actually, we had

been thinking about getting one.
But we hadn’t even really thought
it was viable as long as we have
Morgan le Fay [pictured with Paul,
below], until we had friends over
on the Fourth. They had two little
dogs who got along with Morgan.

Amazing. Your canine visitors
are clearly nothing like our yel-

low lab. 
Well, Morgan was in her fenced play-

ground and they were on the outside.

It takes a lot more than a little
fence  to deter Cassie.

Not our friends’ dogs In fact,
the magic moment was when
one of the little dogs went up
and put his nose through the
rail and rubbed noses with
Morgan. Which got me
thinking. And things that
get me thinking usually
become fodder for an intro-
duction to something sub-
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stantive in Fed Focus .

As your pet quandary did in your last piece, lead-
ing you into a neat explanation of why
Greenspan's long-rate conundrum “dog don’t
hunt.” 
And next week [July 20 & 21] is going to be a watershed
for Chairman Greenspan for a whole bunch of reasons.
No. 1 is that it is his last semi-annual testimony before
Congress.

Assuming he actually departs the Fed—
Assuming that he steps down at the end of his term and
doesn’t accept a lame duck continuation, which is some-
thing the White House has the right to ask him to do.
The Washington Post was speculating that the White
House might do that, back a couple of months ago. But
my gut, and it is only my gut, is that it won’t unfold that
way, for a couple of reasons. No. 1, Mr. Greenspan does-
n’t strike me as a man who would want to live in a lame
duck set of clothes. I mean, people who make the case
for that tend to point out that if he stayed through next
May or June,  he would break the longevity record   for a
Fed chairman, which was set by William McChesney
Martin, Jr. But that is the only reason I can think of for
him to want to stay around. Away from those issues of
Greenspan’s personality and legacy, it seems to me that
the White House has a duty to keep from having a lame
duck at the Fed—and having an orderly transition
process with an appropriate lead time should be a part
of that. In my best-case scenario, this whole process of
who will succeed Greenspan will heat up pretty intensely
in the fall and a decision will be made before the end of
Greenspan's official term. So this will be his last trip to
the Hill to deliver Humphrey-Hawkins testimony.

His last hurrah, in a sense.
Under ordinary circumstances, it should be. So it is
important in that context. 

But you said it’s a watershed on a number of
other counts, too?
It should also be a watershed because his testimony
should show us what Greenspan’s current feelings are
about the economy versus the property market. 

Versus? Is there antagonism there?
What I mean is that, theoretically, they have been tight-
ening monetary policy over the last year to do two
things: One, to normalize back from accommodation
towards neutral . Two, to pre-empt any incipient cyclical
inflationary pressures. Well, if you look at the data for
recent months, you clearly see that the incipient infla-
tionary pressures have dissipated, with commodity
prices down, with the PPI pipeline rolling over in
response to the commodity prices being down in many
respects, with the purchasing managers price index
falling to 50. Or with the very sturdy dollar. So when you
look at all your traditional inflationary indicators, the
natural response is, “Where is the beef now?” There
just ain’t no beef to inflation now. They can say there
were incipient pressures six months ago, but those infla-

tionary pressures have dissipated. So the Fed no longer
has the inflation justification for continuing to beat us
about the head and shoulders with rates. Besides,
they’ve moved short rates up from 1% to 3.25% and that
is a very material increase in short-term interest rates.
Therefore, the putative problem of inflation pressures
has been pounded down—that’s pretty good alliteration!

And tripped so lightly across your silver tongue—
Okay. They’ve materially increased both nominal and
real short-term interest rates. And , what’s more, you
have had a very material flattening of the yield curve. So
when you put all that together, logic would suggest that
a reasonable man would conclude enough is enough. As
a matter of fact, that would be a very reasonable thing
for Mr. Greenspan to do next week. The tricky thing is
that in recent months he has been given to talking about
froth in the property market—though he walks all
around the whole issue. The man has difficulty actually
mouthing the word “bubble,” I think.

It is just not part of his lexicon. 
It is really difficult for him to form that word. It is kind
of like a Baptist ordering a beer. He just can’t utter the
word. But he has been talking about the issue. He is say-
ing it is not a national bubble. But then again, he has
also been talking about his “conundrum” ever since
February. So this whole issue of whether, notwithstand-
ing all of your traditional indicators saying enough is
enough on the tightening, he is going to articulate that
“I am going to override those signals and tighten some
more,” is fraught. If that’s what he says [as he did], this
will be taken by the marketplace as an indication that he
is actually targeting asset prices, longer-term bond
prices and property prices. [Paul’s succinct comment,
Wednesday after the hearings: “If the glove fits, you can't
acquit, but must find guilty.”] That is why this testimony
will be intensely watched; it could mark a watershed.
Fundamentally, it should reveal if the man has changed
his stripes from targeting the traditional business cycle
indicators of inflationary pressures (which are flashing
everything is okay) to implicitly or, (even more of a
watershed) explicitly, going after targeting these two
asset prices. That is the key issue for Humphrey-
Hawkins. Now, our elected representatives don’t tend to
ask about long-term bond prices. They ask about long-
term interest rates, which actually leaves me bemused
more than anything else, given that the reality is that
long-term interest rates and long-term bond prices are
one and the same. You can’t talk about puzzlingly low
long-term interest rates without talking about puzzling-
ly high long-term bond prices. Which means that if
Greenspan says, “I am going to tighten monetary policy
more to get those long-term interest rates up,” he is
effectively saying, “I am going to tighten monetary poli-
cy more to push down long-term bond prices.” And that
is called asset price targeting.

True, but you know enough about populism and
politicians to know that it’s far more palatable for
them to talk in terms of getting long rates up than
it is express any concern about the fat cats in the
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bond market. 
I don’t blame Congress so much. Congressmen always
asks him about everything except monetary policy. 

It is almost comical.
Hopefully in the new regime that will unfold eventually
under a new Fed Chairman, his bosses in Congress will
ask him about his day job. It is really kind of interesting.
When I have a performance review, I get asked about how
I am doing my day job.

How strange is that!
Really, I don’t get asked about whether  you should grill
salmon for two minutes or three minutes on each side.
(Not that I don’t have an opinion about that because I grill
all the time. But Bill Gross really doesn’t focus on my
salmon-cooking skills.) But when Greenspan goes to the
Hill, they don’t ask him about his day job. They instead
ask him about fiscal policy and all other sorts of things.
My point is that, independent of what Congress asks him,
if Greenspan is going to target asset prices, he has to figure out some
means to either admit that is what he is doing or come up with some
subterfuge, some justification for doing that without admitting it. That
is the bottom line. If we go back to the stock market bubble, he said, “I
can’t see the sucker.” But  then he kept on tightening interest rates until
the sucker broke.

You’re saying “Mr. Magoo” could see better than he was admit-
ting?
Back then, he had the foil of your traditional cyclical indicators saying
that he could be justified in tightening. In particular, he talked about
the wealth effect stimulating demand greater than supply, and so acting
to pull down the jobless rate. Which, remember, was down in the low
4% range. 

Right, that was his excuse for turning the screws. 
So he could effectively  try to indirectly go after the stock market by say-
ing that we were drawing down excessively on the pool of available
workers. That was a phrase that he invented about that time to say that
he wasn’t targeting excessively low unemployment; that he was con-
cerned about “a diminution of the pool of available workers.” I always
liked that phrase. 

It’s very cute—and flew right over the heads of most folks, in and
out of Congress. 
Right. It is a clever way of saying, “Too many people are working,”
which is really difficult, obviously, for a Fed Chairman to actually say.

Even if that is the trade-off. But that does offer neat proof that
if your language is dense enough, you can get away with utter-
ing very politically unpalatable truths, even in Washington.
I am not sure how far you would want to push that. Try it out the next
time you have a barbecue on a Saturday afternoon. Holler out the back
door, “Hey, boys, I’m concerned about a diminution in the available
pool of adult beverages.” I suspect the reply would be a very quick,
“Kate, are we running out?”

Even more likely: “Hurry, run to the store.” But now you’re talk-
ing about something near and dear, and understood viscerally.
Greenspan depends on the fog of economics. 
I don’t know. I’d say jobs are about as visceral as, “We are running out of
beer here, men.” But now the situation is different because the unem-

ployment rate is a full percentage point above the low it made back then.
And even more importantly, the year-over-year change in annual wages
looks like a dead man’s electrocardiograph.

Utterly flat. 
And going nowhere fast. At the same time, we have the reality that cor-
porate profits as a share of GDP are as high as they have been in over
three decades. Which is telling you that capital is getting a dispropor-
tionate share of productivity gains. That is axiomatic. We have had
strong productivity gains. Meanwhile wages are going nowhere at the
speed of light and corporate profits as a share of GDP are the highest
level in thirty years.

So labor is getting stiffed.
Well, you could say that. It would be a value judgment, however. I am
careful about making value judgments since I am already known as a
principled populist. But just as a practical matter, it is hard to argue that
the labor market has become so sufficiently tight that the Fed should try
to knock job creation on its head.

Clearly, tight is the last word you’d use to describe this labor
market. This expansion has really lagged at job creation.
Nonetheless, too many new jobs is your traditional justification for tight-
ening monetary policy: Somebody somewhere may be getting a job and,
God forbid, he also may be getting a raise.

Heaven forbid, because that might stir up inflationary pressures. 
Right. But that is a really hard case to make, fundamentally, when cor-
porate profits are at a multi-decade high as a share of GDP and while you
are also arguing about the glories of this positive structural shock to
productivity. Now, if anybody can make that case, it is Greenspan,
because he is that clever.  I take my hat off to him. That is not a criticism
but a compliment. Or rather, it is a criticism as a citizen but a compli-
ment as a fellow analyst. When you can convince somebody that Cold
Duck is actually Dom Perignon, you are good.

Or they are very gullible.
One or the other, or both! But in all seriousness, this whole concept of
does labor ever get to share in the fruits of its productivity growth is a
very legitimate public policy issue. It is also a very legitimate macroeco-
nomic issue. In public policy terms, we have always said that in the long
run, rising standards of living are a function of rising productivity.
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Exactly, a rising tide floats all the boats.
Yes. So we have gotten incredibly robust productivity growth in the last number of
years, as Mr. Greenspan tells us early and often. But the benefit of that productivity
growth has not passed through, if you will, into  rising real wages. That creates the pub-
lic policy question: Why hasn’t it? 

And the answer is?
I think I know why it hasn’t, which is because we have effectively globalized the labor
market. In other words, the marginal price setter for labor demanded in America is not
American labor. 

I’ve heard tortured arguments to the effect that American labor is better off
because their dollars are going so much farther than they used to, thanks to
quality gains, hedonistic adjustments and all that rot. 
Sure, and I suppose that if you take a bottle of Cold Duck and replace its screw top with
a cork, you could argue that it is better champagne. At least, you could try.
Nonetheless, the whole public policy issue of shares of GDP to labor versus capital is
philosophically important in a democracy. And on a more practical level, the shifting of
shares of GDP from labor to the corporate sector has real macroeconomic import,
because the corporate sector is showing an amazingly muted propensity to spend its
cash. Which therefore raises the issue of a shortage of aggregate demand. Because if
you are shifting share of GDP to someone with a low propensity to spend, that makes it
more difficult to get the self-sustaining properties of the economy to work. This has
shades of Keynes’ Paradox of Thrift.

Precisely—as depressing as is that thought.
This is an extreme example—and I use it strictly as an example—But if you shift 100% of
GDP to profits at Microsoft, you are going to have an aggregate demand problem
because Microsoft can’t find someplace to spend all of the cash.What they do is very
logical, issuing special dividends and such. But those special payouts don’t tend to go to
people with a high propensity to consume.

Rather like Bush’s tax cuts. 
Yes, but let’s stick to my example. God bless him, Bill Gates gets his special dividend
and immediately turns around and gives it to his foundation. I applaud him for that and
it makes me feel good that he is doing that. Still, from the standpoint of the flow of that
payout into the aggregate demand flow, there is leakage. 

Definitely.
The more you shift shares of income in an economy to the top, the more leakage there
is from the aggregate demand flow. So this whole issue of shares of GDP— or, put differ-
ently, will labor ever catch up in sharing in the fruits of its productivity— is a public poli-
cy issue as well as a macroeconomic issue that I would like to see Mr. Greenspan
address. Quite frankly, I would not be surprised to see him address it, because he is a
very smart man and he knows these are key issues. Granted, we economists often talk
about things in the economy that are inherently unsustainable. Anything that is not in
accounting balance is something that is an imminent problem. But this is a really
important macroeconomic issue: How do we effectively maintain aggregate demand
over time, if labor never gets the fruits of its productivity? Especially because that cre-
ates a distribution of income issue that is very skewed. 

And only getting more skewed over time. 
It goes back to that famous one-liner from a quintessential Keynesian (even though he
didn’t know it), Henry Ford: “I have got a problem in my business if the guys who make
these motor vehicles don’t have sufficient income to buy that which they are making.”

Exactly. Mass production is pointless if the masses can’t buy what’s produced—
Henry Ford’s $5 a day wage was the most beautiful Keynesian thing ever invented. It
was based on a very simple insight: “If the guys making these cars can’t afford to buy
cars and there is a limited number of rich people, how can I grow my company?”

It’s called enlightened self-interest.
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Greenspan, in Wednesday’s Humphrey-Hawkins testimony: "The trend
reduction worldwide in long-term yields surely reflects an excess of
intended saving over intended investment. This configuration is equiv-
alent to an excess of the supply of funds relative to the demand for
investment. What is unclear is whether the excess is due to a glut of
saving or a shortfall of investment. Because intended capital invest-
ment is to some extent driven by forces independent of those govern-
ing intended saving, the gap between intended saving and investment
can be quite wide and variable. It is real interest rates that bring actual
capital investment worldwide and its means of financing, global saving,
into equality. We can directly observe only the actual flows, not the
saving and investment tendencies. Nonetheless, as best we can judge,
both high levels of intended saving and low levels of intended invest-
ment have combined to lower real long-term interest rates over the
past decade. "

McCulley: Finally, it would appear, Greenspan has read
Chapter 14 of Keynes’ General Theory: “Savings and Investment
are the determinates of the system, not the determinants. They are the
twin results of the system's determinants, namely the propensity to con-
sume, the schedule of the marginal efficiency of capital and the rate of
interest.  These determinants are, indeed, themselves complex and each
is capable of being affected prospective changes in the other. But they
remain independent in the sense that their values cannot be inferred
from one another. The traditional analysis has been aware that saving
depends on income, but it has overlooked the fact that income depends
on investment, in such fashion that, when investment changes, income
must necessarily change in just that degree which is necessary to make
the change in saving equal to the change in investment.
“Nor are those theories more successful which attempt to make the rate
of interest depend on 'the marginal efficiency of capital.' It is true that in
equilibrium that rate of interest will be equal to the marginal efficiency of
capital, since it will be profitable to increase (or decrease) the current
scale of investment until the point of equality has been reached. But to
make this into a theory of the rate of interest or to derive the rate of
interest from it involves a circular argument, as Marshall discovered after
he had got half-way into giving an account of the rate of interest along
these lines.  For the 'marginal efficiency of capital' partly depends on the
scale of current investment, and we must already know the rate of inter-
est before we can calculate what this scale will be. The significant conclu-
sion is that the output of new investment will be pushed to the point at
which the marginal efficiency of capital become equal to the rate of
interest; and what the schedule of the marginal efficiency of capital tells
us, is, not what the rate of interest is, but the point to which the output of
new investment be pushed, given the rate of interest.  
“The reader will readily appreciate that the problem here under discus-
sion is a matter of the most fundamental theoretical significance and of
overwhelming practical importance> .  For the economic principle, on
which the practical advice of economist has been almost invariably
based, has assumed, in effect, that cet. par, a decrease in spending will
tend to the lower the rate interest and an increase in investment to raise
it. But if what these two quantities determine is, not the rate of interest,
but the aggregate volume of employment, then our outlook on the
mechanism of the economic system will be profoundly change. A
decreased readiness to spend will be looked on in quite a different light
if, instead of being regarded as a factor which will, cet. par., increase
investment, it is seen as> a factor which will, cet. par., diminish employ-
ment." —John Maynard Keynes, 1936

And yet?
McCulley: “Greenspan comes up with the ‘right’ answer,
then says he doesn't understand. It’s beyond me!”

listeninginupdate



Right, he set the wage not because he thought that the guys deserved
the raise, but because if he didn’t give them raises, he couldn’t sell his
damn cars. Obviously, we don’t know his precise thought process but
that was its essence. And it has application as we look at the broad econ-
omy these days: Ultimately, workers have to be able to buy the fruits of
their work. If they lose income in the process and that lost income effec-
tively goes instead into idle cash balances—which is essentially what has
happened in recent years (there is more cash on corporate balance
sheets than we have seen in our adult lifetimes)—the dynamic recycling
character of a capitalist economy is dramatically constrained. Hopefully,
Greenspan will be talking about these things. Or alternatively, he could
spend 95% of his time on the Hill talking about the need for Congress to
re-institute pay-as-you-go rules on fiscal policy.

Before he segues into a discourse on the correct valuation of the
Chinese currency. 
That certainly will have to come up because it has become a cause
célèbre and Greenspan—and here my heart does go out to him, though it
doesn’t all that often—is an absolutely difficult situation. He knows, like
any competent macro analyst knows, that there is not going to be a suffi-
ciently material revaluation in the Chinese currency to change the pat-
tern of trade flows between America and China. 

Of course not, that would have to be huge.
It would have to be so huge as to be—I don’t know what the right word
would be—nonsensical. Because  the starting point, the wage differential
between here and China, is massive. The fact is that the world is under-
going a globalization of the labor force, bringing in tens of millions of
people who previously weren’t in the global labor force. We are bringing
them in one step removed, by importing their products, which embody
their labor. America can’t compete with that labor. That is the reality of
the deal. Unless we do something silly and say that we will make our
country poorer by not allowing Americans to shop in China’s store, the
current account deficit and the trade account deficit with China are
going to be more or less what they are now—or bigger. Greenspan has
articulated that beautifully and, again, I pat him on the back for speak-
ing the truth on this whole issue. He has also commented that if you
nonetheless try, if you have any impact whatsoever with respect to
China, it will be only at the margin. All you would do is shift some sourc-
ing to another place with cheap labor—like Vietnam, sitting right there
next door. I stress that while you may be conceptually able shift a little, it
will only be at the margin, so you’ll just be shifting from which country
you’ll be sourcing, one step removed, the cheap labor. You can’t change
the fact that global labor is cheap versus American labor. That is the
simple reality. But it has all become a matter of trying to head off Sen.
Charles Schumer’s Smoot-Hawley II protectionist bill—which is the only
thing that you can call Mr. Schumer’s bill. 

In polite company—
The irony for me is that Mr. Greenspan and Treasury Secretary John
Snow effectively said that just a few weeks ago. Yet the fact that Mr.
Schumer is still there with his bill is leading the Administration and, one
step removed, Mr. Greenspan, to continue beating up on China to “do
something.” Even though they know and you know that Mr. Schumer’s
bill would be terribly bad economics, it is still having an impact.

A political impact, most definitely. The scary part is that it could
also have an economic impact.
Absolutely. It reminds me of a one-liner that Dick Nixon used way back
when, regarding realpolitik. He said, “In matters of global diplomacy, it
is useful if your adversary might conclude that you just might be a little
bit crazy.”

The ultimate irony is that Nixon was crazy...at least on some levels. 
My point is that what we are effectively doing with this whole Schumer
bill is letting the world know that we just might just be crazy enough to
shoot ourselves in the foot—and to shoot the world in the foot in the
process. Therefore,  we can ask, “As a prophylactic against us actually
being crazy would you please move your currency up a little bit?” That is
the game that is being played. So that issue certainly will come up. But I
certainly hope that Mr. Greenspan doesn’t make any news on that whole
issue because the currency brief is unambiguously a global financial
diplomacy brief. Which resides over at Treasury.

Since when does that make any difference in DC?
Well, Mr. Greenspan already has spoken the truth on the  issue: It is only
sound and fury, unless we do something stupid. And if we do something
stupid it is very bad. He has made his position quite clear. But it will be
interesting to see how that unfolds, particularly with the media now
speculating, evidently with fairly good sourcing, that before China’s new
honcho comes for his September visit, he will give America a token pro-
phylactic against craziness. [As he did Thursday, revaluing the RMB
against a basket of currencies. See Guest Perspective by Louis-Vincent
Gave in current issue of w@w.]

You think? He has little reason to do anything that could be
interpreted in China as a sign of submission. 
He is in a difficult bind. While China is a developing country, they are
not nearly as poor as they used to be. They are also a sovereign nation
and they would like to have a bit of respect for the fact that they are a
sovereign country. Also for the fact that they have $700 billion plus of
currency reserves. So they are not just stubborn. On the geopolitical
stage, they can rightfully expect and also demand a bit of respect  as a
sovereign nation. They also deserve respect for the development plan
that they are carrying out and for the fact that it is a mutually winning
situation for them and for the rest of the world. They represent effective-
ly a positive supply side shock to global capitalism. To me, that is a beau-
tiful thing. Actually, it is hard for anybody to argue with a straight face
that it is not. They are effectively moving from a socialist economy
towards a capitalist economy. To do so, they have to move their
resources into areas that pass a global market test—and they don’t have a
legacy or a history of market-directed resources in China. So, in order
for them to grow up to be capitalists, they have had to go to school on
the capitalist world. Which is what they are doing. The buildup of their
huge reserves is nothing more than the tuition they are paying to attend
the global capitalist school. They are making wonderful grades. Clearly,
their labor—deployed in export-oriented industries —is producing goods
at a price that the world wants. That is called capitalism. On the flip
side, in the process of building up their reserves— which is nothing more
than providing vendor finance for their customers—they are building up
wealth, which de facto operates as collateral to attract foreign direct
investment. China itself is not very good—in fact, they are very bad—at
intermediating their very high savings rate. (China has always been a
very high savings country. Traditionally, they have intermediated those
savings (very poorly) through a state-owned banking system.) In many
respects, what they are doing now is outsourcing the intermediation of
their savings. On one side, they use a chunk of their savings to provide
vendor financing for the customers of their export-oriented industries,
And because their export-oriented industries have to compete in a capi-
talist world, providing vendor financing for their customers makes a lot
of sense. Meanwhile, in the act of providing that vendor finance, they
build up a huge stock of currency reserves which effectively emboldens
global capitalists to make direct foreign investments in China. And,
since those global capitalists are driven by the profit-seeking motive,
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that activity is also governed by global market prices. So on those two
fronts, they are connecting themselves to the global capitalist pricing
mechanism. It is a beautiful system that they are employing. 

Unless you are an unemployed American or European worker. 
Granted, it has some externalities, like putting downward pressure on
global wages. But it also puts upward pressure on global purchasing
power. They have a strategy that makes a great deal of sense for them.
The issue at the end of the day comes back to the fact that their strategy
inevitably will price American labor down in low-value-added pursuits.
Therefore American labor will seek protection from that source of com-
petition. “If you can’t compete with them in the marketplace, compete
with them in Washington.” 

It’s one of this country’s less-proud traditions.
I understand that—even though, as a macroeconomist, I find it fool-
hardy. As a political analyst, I understand why Washington is responsive
to pleas for protectionism, even though intellectually I think most peo-
ple—even in Washington—would conclude that it is inconsistent. The
problem is that in the political process, the benefits of protectionism
accrue to single-issue voters, whereas the costs of protectionism are
spread via a thousand nicks to consumers. You pay more than the global
price for a pound of sugar. I doubt seriously, however, that doing so will
turn you into a single-issue voter. You might not like it, but there are
probably lots of products that you don’t even know that you are paying
above the global price for, because of protectionism. It is a diffused cost
that doesn’t turn the people who are bearing it into single-issue voters.
But what makes protectionism extremely attractive in a political context
is that those who are protected, know it and become single-issue voters.

And there’s no one a pol wants more on his side. 
I remind my colleagues around here all the time that just because a
politician says something favorable about protectionism doesn’t mean
that he is morally bankrupt. He may be morally bankrupt, but that is
not evidence of it. It is merely evidence that he is a rational individual
seeking re-employment. That is all. Because a rational politician wants
to have as large a block of single-issue voters on his side as possible.

Put differently, it’s a no-brainer that no-brainers attract. 
I leave the cynicism to you. A politician is simply acting rationally. He
may or may not be morally bankrupt. That is an entirely different issue.
So the fact that he is acting rationally can’t be taken as evidence that he
is lacking in moral fiber. Which is why I fear protectionism so much. If I
were sitting in Washington as a politician, as a rational man who wanted
to be gainfully re-employed every two years or every six years at the bal-
lot box, I would do the same thing. The squeaky wheel does get the
grease because the squeaky wheel is the single-issue voter. That is the
issue that I worry most about because of the momentum of this thing. I
hope it will be diffused in the next few weeks, few months. So we won’t
change anything fundamentally in the years ahead. You may want your
adversary to think that you might be a little bit crazy, but you don’t want
to give him evidence of it. 

Well, the other question Greenspan is sure to get will be about
the real estate bubble. 
My guess is that the top of the agenda for Greenspan’s last visit with
Congress will be, “Sir, are you trying to target property prices?” [Which
was answered, if not asked, in no uncertain terms, as Paul sees it, when
Greenspan said he’d persist in raising rates.] Then, “Sir, what about
China?” Then there will probably be a lot of discussion of fiscal policy.
After all, in February, most of the questions were all about the
President’s Social Security reform plan—and Greenspan put himself out

there pretty far, in getting  behind the President. Of course, in the inter-
im, it looks like the President’s plan to carve out a portion of the payroll
tax for private accounts has taken a long walk on a short pier.

That is one way to put it! 
I am not protesting that is not going to pass any time soon. Do you know
anybody who is? I think the American people figured out pretty quickly
the difference between assuring the system’s solvency and a desire to
privatize the most important public safety net we have. I also think the
American people are willing to indirectly accept some form of means
testing, which is the solution to the solvency question—and progressive
indexing is a form of means testing. That is how you deal with the sol-
vency of a defined benefit pension scheme. By contrast, effectively tak-
ing a portion of the payroll taxes to fund private accounts had nothing
whatsoever to do with solvency. It would change the fundamental char-
acter of the program—and the American people said no. Quite frankly, I
understand why. No. 1, the American people like the insurance charac-
ter of Social Security. “Insurance” is actually in the title of the whole
thing; and people understand it is not just a retirement scheme. It is an
insurance scheme. And the single biggest worry that most Americans
have is that they will live longer than their money.

No doubt. 
From a analytical perspective, Social Security allows us to pool that col-
lective worry and diversify it across ourselves, so that no individual has
to worry about outliving his Social Security benefits. That is a positive
gain for society at large—to have society at large underwrite the risk that
you live too long. And I think the American people intuitively under-
stand that. I think too, and maybe it is hard to separate these two things,
that a good chunk of American people also recognize intuitively that
money management is not their day job. I have been in this business
long enough, as you probably have, to recognize that a lot of Americans
are not exactly what you would call financially literate. But they under-
stood, basically, that to privatize Social Security would be to take away
the insurance benefit associated with pooling the risk of people outliv-
ing their money. And that would amount to a dead-weight loss to soci-
ety, because each individual would decide, “Now I have to underwrite
that risk myself, that I live too long.”

So up goes the savings rate—and down goes consumer spending—
That would be the logical implication if you took it to its logical conclu-
sion. It would be a dead weight loss on society because we now pool that
risk, just like we pool the risk of any individual bank in the country
going belly up, through the Federal Deposit Insurance Corp. After all,
eliminating FDIC coverage would be a dead weight loss to society
because you would have to spend a good chunk of your day trying to fig-
ure out whether the management of your bank was doing a good job. 

I don’t know, off the top of my head, the answer is no.
Instead, I think we all agree that FDIC insurance provides the closest
thing you can get to a free lunch from a societal perspective. Granted, it
is laden with moral hazard, but we know that.   Moral hazard is the lubri-
cant of civilized society—anytime you pool risks in a society at large, you
expose moral hazard.

I can’t help myself. I’d love to hear you say, “Moral hazard is the
lubricant of civilized society,” on Fox News or someplace like
that—and then just step back and watch the fireworks—
But it’s true! And if we as a society are going to pool a risk and insure
against it, then we the people, as the provider of that insurance
(through our government) have a duty to erect regulatory structures
against moral hazard. That is how you deal with moral hazard. And that
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is, for instance, the whole justification for the Fed regulating banks. “If
you are too big to fail, then we have a right to get in your face about
what you are doing. It is a very simple sort of logic.

And the reason, to cite a current example, Citicorp has been
told to cool it on the acquisition front until it gets its house in
order. 
That’s a specific, but in general, any pooling of societal risk creates a
moral hazard—and regulatory tools are required to deal with that. With
Social Security, the pooling of the risk that you outlive your money cre-
ates all sorts of moral hazards, the biggest one of which is that rich peo-
ple double dip. It is that simple. Rich people, who by definition are not
going to outlive their money, still enjoy the insurance protection.
That’s the prima facie case for means testing it, as I see it.

Still, you don’t expect the Chairman to have to handle many
tough questions, do you?
No, I would imagine these will probably be pretty friendly hearings.
Remember, he is an idol up on the Hill and this is their  last chance for
idolatry.

Diabetics, you’re suggesting, shouldn’t tune in?
Either that, or wear fish waders and pack an extra supply of insulin. But
on a very practical level at the end of the day as a portfolio manager, I
have to hope that the questioning comes back to this whole issue of ask-
ing Mr. Greenspan, “What is your game plan moving forward? You
have increased rates a lot and now you have demonstrable evidence that
the incipient inflation threat has been diffused. Given those two facts,
sir, when are you going to stop declaring policy accommodating and
call off the beatings? We have taken beatings nine times in a row. Let’s
say they were justified. But let’s look forward: Given the evidence we
have now, are you going to continue beating us?” It is that simple.

Or not, if he disputes your facts.
I don’t think he can argue with either one of those as facts. He has
tightened short rates a lot and we have rolled over the cyclical inflation-
ary pressures. 

Isn’t that still the question? There’s no indication, in their latest
minutes or anywhere, that Greenspan is ready to call off the
anti-inflation dogs. 
“The beatings will continue until morale improves.”

Exactly. 
Which gets back into the whole issue of the “conundrum.” The ques-
tion for Mr. Greenspan is, “Sir, the bond market is saying that you are
no longer accommodating. When will you stop saying that you are
accommodating? The dollar is saying you are no longer accommodat-
ing. Commodity prices are saying you are no longer accommodating.” 

Your latest Pimco Fed Focus piece even did a pretty deft job of
unraveling his “conundrum” for him. And its subtext was that
he almost invariably has followed the markets, not led them. 
I could be wonderfully pleased if he basically says, “I have substantially
removed the accommodation.” He said something like that at one
point during the 1994 cycle. It did not mean he was finished tightening
at that juncture. (After he said that he had removed the accommoda-
tion, he decided that he needed to go restrictive.) But right now, what
the marketplace wants to know is, “Sir, have you finished removing the
accommodation?” Then we can have a separate debate about whether
there is justification for moving to restrictive. I mean, it is one thing to
take away the beer, it is another thing to serve up castor oil. That is a

demarcation called neutral. At neutral, you are serving neither.

But nobody knows what neutral is—
Exactly, all I know is that if you grab a can of cold beer and it turns out
to be castor oil, that is truly an unpleasant experience. So the very prac-
tical issue that Greenspan’s swan song on the Hill should answer is
whether or not he declares victory. The incoming evidence gives him
plenty of room to do that. Commodity prices  rolling over, tame wages,
the PPI pipeline rolling over, the most recent PPI and CPI data being
incredibly benign, friendly, low—all that sort of stuff. The strong dollar,
the flat yield curve. I mean, there are a whole lot of things he could
point to, if he wants to say, effectively, “I told you a year ago that I was
going to take away the emergency accommodation I had put in place to
truncate the risk of deflation. We did truncate the risk of deflation. I
now have taken away the emergency accommodation that was required
to do it. So I can pat myself on the back once for having taken care of
that deflation risk and once again for having removed the tool that I
used to create that deflation prophylactic. Therefore I walk on water.”
There is plenty of room for him to do that. The big issue is, though, is
whether he is after the property market? And I just don’t know.

If he is, he won’t declare victory. 
I know what I think he should do. But what I think he should do is
entirely irrelevant to my day job of figuring out what he is going to do.
So this is one of those situations where I will have to be reactive.

You’re going to wait and see. Despite evidence all around you in
Southern California that the real estate market has gone
bonkers?
There is no question that Orange County real estate is unambiguously
in a bubble. But I don’t think the macro tool of the Fed Funds rate is the
right tool to use to deal with that micro problem. It is very similar to
how I felt, as you know, six years ago. The best way to deal with the 10
stocks in the Nasdaq 100 that were driving everything would have been
to increase margin requirements. It would have sent a signal that the
Fed indeed had seen a bubble. In like vein, no down payment, no salary-
check loans—and all manner of other creative mortgage lending prod-
ucts of that ilk—are supporting a bubble in property markets. I don’t
like them. It would be easy for the Fed to tell lenders to cease and desist. 

What? It wasn’t long ago that Greenspan was actually praising
innovations in mortgage finance—
Be that as it may, it is the creativity of the mortgage finance industry
that is furnishing liquidity to the speculative elements. And if you need
to deal with that, you should deal with that using micro tools— that’s
what you should use for micro problems. And as Greenspan has said
repeatedly, if there’s a real estate bubble, it’s a micro problem; it’s local-
ized, it’s in second homes. It is in condominiums. He pounds the table
that it is not a national bubble. Well, if it is not a nationwide bubble,
why use a nationwide tool to deal with it? If it is a local problem, vary-
ing geographically as well as by the type of residence, then use a surgi-
cal tool. But hope springs eternal. 

So you are pretty concerned he’ll keep bludgeoning the market?
Actually, at the margin, I would be somewhat more optimistic that he
would be willing to consider the micro tool in this instance than he was
back in the stock market bubble.

Why?
Because this time he could with a straight face argue that taking action
is related to the soundness and safety of the banking system. In fact, the
regulators have already started the moral suasion game to get banks to
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tighten their underwriting standards. Telling them that
it really is a step too far when mere rumors that the borrow-
er is breathing are a sufficient basis for underwriting a loan.
There’s actually a new loan in the marketplace now, known
as the liar’s loan. It requires no verification of a borrower’s
income! 

Now that’s truth in lending!
In any event, even though most of these sorts of loans are
packaged and sold into the capital markets globally one way
or the other, so that the risks are not concentrated in the
originating bank, it would  still be easier (as already demon-
strated via the warnings to banks to be careful about their
underwriting standards) for Greenspan to justify using a
micro tool to temper property speculation because of risks to
the banking system than it would have been for him to justify
raising margin requirements back in 1999. Doing that would
have amounted to him admitting that he was attacking spec-
ulative elements in the stock market. He simply did not want
that on his resume. He didn’t want to be remembered as the
father of a bear market in stocks. He wanted an immaculate
correction. So, while it’s not my base case scenario, it is easi-
er to conceive of Greenspan using a micro tool now than it
was six years ago. 

[Nonetheless, a letter from Greenspan to the chairman
of the joint economic committee of Congress (New
Jersey Rep. Jim Saxton), released by the Republican’s
office on July 18, shows the Fed head still adamant in
his refusal to contemplate employing micro tools.
(http://www. house.gov/jec/hearings/testimony/109/ag06-09-05ques-
tions.pdf)
Yes, in those comments, Alan once again castigates those
who advocated hiking margin requirements during the NAS-
DAQ bubble (which is the approximate reason I will never be
invited to Jackson Hole while he is Fed Chairman!). And
while that’s  important to me, personally, what’s far more
important are the letter’s (negative) implications for the pos-
sibility that he’ll use regulatory tools in current circum-
stances to address “froth” in the property market. I have
only one thing to say on this, which is to repeat Mr.
Greenspan’s own words of Sept 24, 1996:
“We do have the possibility of raising major concerns by
increasing margin requirements. I guarantee that if you want
to get rid of the bubble, whatever it is, that will do it. My con-
cern is that I am not sure what else it will do.”] 

Besides, going on record saying that real estate prices
are too high would be even more unAmerican than
saying the stock market  has risen to ridiculous levels. 
True, in saying that he sees froth in the property market,
Greenspan would effectively be taking a shot at the most
important asset in the average American’s portfolio. I think

the statistic is that 70% of Americans own their own homes
now. So he could actually be perceived as being more of a
skunk at the picnic than he would have been, had he
attacked the equity market bubble.It is tricky politically. But
one way he could do it is by not attacking the primary resi-
dence. He could say, “Yes, I see froth and speculation, but it
is not in the market where responsible citizens are putting
roofs over the heads of their families. It is in the second-home
market and the condo-flipping market.” Which is actually
the truth. That is where the speculation is. And the reason
you can get speculation in the second home market or the
condo markets is that those transaction costs don’t involve
you moving. As Greenspan has said time and  again, it is hard
to get speculation in the primary residence market because
you have  to live somewhere. But a second home or condo,
you can buy and then flip out six months later. So he might
just use micro tools on housing. That is the big issue for me.
Will he do that, or are we going to water our potted plants
with a fire hose? We won’t know until he testifies. 

Where does that leave you as a portfolio manager?
There are not a lot of easy choices for a bond manager here,
or for an equity manager, either. You just don’t know when
they are going to stop, or on what basis they are going to stop.
For me, on what basis they’re going to stop tightening is
actually more important than the precise number. I am con-
stantly reminding my younger colleagues that it is not suffi-
cient to pick a number. You have to pick the context in which
that number works. Because markets care far more about the
context than they do about the precise number, longer term.
(Short-term they do care about the precise number regard-
less of the context.) But longer-dated, forward-looking mar-
kets care whether the context is responding to traditional
business cycle indicators of inflationary pressures or is it an
attempt to break a “conundrum” in bond prices and/or
speculation in the property market? Those are two very dif-
ferent contexts. Until we have a definitive answer as to which
it going to be, you want to be on the defensive side of neutral
in fixed-income portfolios. That doesn’t mean being a
screaming bear—and I stress that because if the Fed overdoes
it, which is the distinct risk if they go after the property mar-
ket, there will be collateral damage. I mean, if you try to
water your potted plants with a fire hose, there will be collat-
eral damage and you will have to come back with a mop.

And buy new plants.
Sure. Now cleaning up collateral damage is usually asso-
ciated with the provision of warm and fuzzies for the
fixed-income market— given its typically macabre state of
mind. So  you don’t want to be too defensive, for the sim-
ple reason that the more mistakenly nasty they are, the
greater will be the pleasantness for bonds on the other
side. 

Thanks, Paul. 
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