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Peak Trump: The Trade War Which Will Splatter The Bubble

By David Stockman. Posted On Tuesday, August 21st, 2018

You can't get any more Alice-in-Wonderland than the present moment. The Donald is charging ahead with a three pronged assault on capitalist prosperity in America---Trade Wars, Fiscal Debauch and Low Interest---but thinks the manic stock market is actually cheering him on.

In fact, it's setting him up for a thunderous fall, but not until it has encouraged Trump to administer his own coup de grace. That is, precipitate a full-on Trade War with China, which will bring down the Red Ponzi over there and splatter the greatest financial bubble in history over here.

What is happening at this moment is one of the freakiest chapters in the history of American governance. About the only economic policy tool of consequence that can be unilaterally deployed by the White House is the imposition of tariffs for "national security" reasons under the 1962 trade act and in retaliation for "unfair" foreign trade practices under the 1974 act.

Needless to say, like the kid who finally breaks into the candy store, the Donald has been about scooping up trade, trade and more trade initiatives under these rubbery statutory authorities during his second year in office; and much to his rapturous joy, a politically innervated Congress has proven to have absolutely no capacity to block him, or to even slap him lightly on the knuckles.

So at this moment you have the insanity of:

· a sweeping investigation of the international automotive trade on the grounds, apparently, that too many BMWs and Hyundai's threaten national security;

· a threat to impose 10-25% tariffs on $450 billion of Chinese goods---thereby bushwhacking America's hard-pressed Walmart shoppers with upwards of $50 billion of higher costs----all because the Red Ponzi allegedly treats foreign capital badly when it wishes to play in Beijing's communist sand box; and

· a trade war with Canada over what amounts to a stinky little pile of cheese which accounts for 0.02% of  US GDP.

The Donald's attack on Canada, especially, is truly nuts.

According to the world bank, during the most recent year (2016), Canada's weighted average tariffs amounted to just 2.95% of imported value compared to an effective rate of 2.87% for the US. That is, there is not a copperhead penny's worth of difference between the trivial tariff barriers on either side of the US/Canadian border; and there is no case whatsoever that Canada is some kind of nefarious trade protectionist malfactor.

So there is utterly no adult reason for the White House to be disrupting the intricate two-way supply chain flows across that border, which have been developed by consenting capitalists since NAFTA went into force in 1994.

While America's huge $800 billion global trade deficit is indeed a monetary policy problem, its $3 billion surplus in goods and services with Canada is most adamantly not part of it.

That Trump is in a fisticuffs with Canada over NAFTA, in fact, tells you why the Trade War with China is going to rapidly escalate out of control. That's because any one who wants to fight with Canada about a trivial dairy and cheese tariff, which essentially mirrors what the US does on tobacco and peanuts, is absolutely clueless about the fundamental economics of the world $17 trillion [per year] trade in goods and $24 trillion of total goods and services transactions.

That is to say, the Donald apparently thinks bilateral trade accounts resemble the scoreboard at a Knicks basketball game: The team with the highest number wins and deficits are for losers.

But when it comes to China, the truth of the matter is there is only one way to reduce America's "loser" account, which posted at a whopping $375 billion deficit in 2017 ($505 billion of imports versus $130 billion of exports). That would be to institute a dramatic increase in domestic interest rates---the very opposite of the Donald's emerging campaign to thwart the Fed's monetary normalization policy.

Under current conditions, free market interest rates would soar if the Fed made it clear that it was permanently out of the money market rate pegging business; and that it would systematically shrink it hideously bloated balance sheet from $4.5 trillion (at the recent peak) toward $1 trillion or less come hell or high water.

Together such a return to free market governance of money and capital markets would restore honest price discovery on Wall Street. It would mean that interest rates and bond yields would once again reflect the supply/demand balances between real money savers and demanders of debt and other forms of long-term capital.

That is, monetary policy would liberate the pricing mechanism in financial markets, not suppress, deaden and continuously over-ride and falsify it.

Needless to say, honest interest rates and capital costs would bring on a thundering deflationary recession, which would function to wring-out the vastly inflated domestic wages, prices and costs that the monetary central planners at the Fed have inflicted on the American economy during the last three decades; and which have resulted in a $19 trillion cumulative deficit (in 2018 dollars of purchasing power) with the rest of the world since the late 1970s and the off-shoring of vast swaths of America's once and former productive economy.

Of course, we very much doubt that this kind of sound economics solution to America's trade imbalances is what the Donald has in mind. Or that to actually get to the promised land of MAGA, he is prepared for the US economy to first endure the purgatory of a stem-to-stern monetary deflation.

Nevertheless, the deflationary contrafactual shows exactly why the Donald's Trade War with China will soon escalate out of control and result in a catastrophic outbreak of inflationary tariffs and shocking disruptions to the flow of production and trade on both a bilateral and global basis.

In a word, America's average wage cost at $25-$40 per hour fully loaded (with benefits) on higher value consumer and capital goods cannot hope to compete with China's peasant-based socialist cost structure at $5 +/- per hour. Nor would forcing China to give up the essence of the Red Ponzi---state-directed control of capital and credit----make much of a difference in the bilateral trade balance, even if China were prepared to concede on these matters, which it never will because it would imperil the very survival of the communist regime itself.

So the Donald will push on toward a flat-out Trade War with the Red Ponzi under the dangerous delusion that he can "win" big gains on the bilateral trade accounts; and because he thinks the stock market is telling him that he's got the upper hand.

To wit, since early April when the Donald's Trade War with China went into high gear, the US market is up by 10%, while the Shanghai Composite is off by 13% in just four months, and by more than 25%in the last year.

Needless to say, the divergence shown in the chart below has almost nothing to do with the Donald's putative art-of-the-deal and the preliminary skirmishes on trade that have unfolded to date.

Instead, on the one hand it reflects a blow-off top in the US stock market that is reaching its Bubble Finance asymptote. And on the other, the fact that the Red Suzerains of Beijing are genuinely fearful of their $40 trillion tower of debt.

So they have purposely instructed the so-called "national team" to set the stock market floor at around 2700 for the moment as they frantically seek to stabilize the pre-coronation boom of 2016-2017, and bring about a soft landing of a giant unstable economy that is visibly and inexorably trending toward the flat-line (see below).
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In the meanwhile, on this side of the Pacific pond, the Wall Street casino is flat-out drunk in a epic speculative blow-off, and it is not hard to see the reason why.

To wit, after the most absurd and destructive run of cheap money ever imagined, the cost of over-night funds in the money market----the place were speculators finance their positions---is still deeply negative in real terms.
You can search the historical record until the cows come home, but you will not find anything remotely like the nine-year year stretch shown below. The blue bars reflect the year/year CPI and the red bars the Federal funds rate---so the continuous, yawning gap between them is more or less a proxy for the Fed's monumental subsidy to carry-trade speculators.

Needless to say, the negative real money market rates of 1-2% which have persisted since late 2009 never did one iota of good for main street. That's because households self-evidently couldn't access them to buy a car or washing machine; and  because no businessman in his right mind would fund his working capital (inventory and receivables) with short-term money that could be here to day and either gone or a lot more expensive tomorrow.
No, the only real purpose for the Fed's shoving nominal money market rates down to the zero bound and submerging real rates in NIRP land for nigh onto a decade was to encourage rampant financial market speculation.
By all historical cannons of sound money, of course, that policy would have been readily recognizable as an economically destructive use of capital. But not so among today's monetary central planners: They were pleased to call it the "wealth effect" and pronounce it to be a financial elixir of momentous potency.

We are referring, of course, to Alan Greenspan's latter day variation of Keynesian economics.  It held that if people felt wealthier because their portfolios of stocks and bonds appreciated, they would spend more. In turn, that would trigger JM Keynes' virtuous circle of increased aggregate demand, more production and income and still more spending, world without end.

So for the better part of two decades the Fed has been deeply subsidizing carry-trade speculation. Not surprisingly, what has emerged on Wall Street is a pure gambling casino that has lost all capacity to perform the true function of a capital market: That is, to discount the future and to efficiently mobilize and allocate capital to the real main street economy.
By definition, therefore, the stock market is not embracing the Donald's half-baked program of attack on American capitalism. It is just rolling the dice until something finally shuts-down the casino like it did in April 2000 and September 2008.
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What the Maestro never did address, of course, is what happens to the "wealth effects" when, say, speculators jumped on the NASDAQ 100 at March 27 2000. On that date the index was at 4700, but just 13 trading days later it was down to 3200, and less than three years later it had deflated by 83% to just 900.

Self-evidently, main street gets thrown into a tailspin when the artificial air of wealth effects money-pumping gets vacated from the Wall Street bubbles. That's what happened during the Great Recession, and that's what is coming down the pike once again.

In the meanwhile, the Red Ponzi is in no shape to endure the short-term blows from the Donald's Trade War. China's debt, speculation and malinvestment bloated-economy is marching toward collapse---no matter how you measure it.

Even the so-called transition to a high-growth consumer-led economy is not happening, as is evident in the trend of retail sales shown below.



At the end of the day, the matter is quite fundamental. Centralized command-and-control economies have never worked, and the Chinese experiment with a hyper-credit fueled variation of the same is now proving no exception to the rule.
As shown in the graph below, industrial production growth on a Y/Y basis slowed to just 6.0% in July (dark green line) and now stand 60% below the 10-15% expansion rates posted during the post-global recession credit-fueled phase of the Red Ponzi.

The truth is, the Red Ponzi was always premised on build it and they will come---without consideration for the fact that if you borrow to build it, they will come to foreclose when the debt pile relative to sustainable income reaches its asymptotic high.

The Red Ponzi is already there, as perhaps telegraphed by the relentless decline of fixed asset investment (yellow line) to just 5.5% on a Y/Y basis in July.

The latter has been the motor force of the Red Ponzi and it is already close to done.

In that context, the Donald's Trade War is about to deliver the coup de grace, but that doesn't mean the $375 billion US trade deficit with China will magically disappear and America will soon get all MAGA.

To the contrary, Trump is fixing to send the Red Ponzi down for the count, and that will mean a 1930's style shock to the entire world economy.
So we suggest one more time: The clueless day traders are begging to help you get out of the casino whole.
Do not look a gift horse in the mouth. In all of financial history there has rarely been a better bet.
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