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"If men were angels, no government would be necessary." 
                                                   -James Madison 1788 

President Bill Clinton’s State of the Union address in 1996 will be remembered for the 
declaration that “The era of big government is over.”  In hindsight, his comments marked the 
beginning of the biggest expansion of the federal government since the 1960’s.  Today, the 
Clinton-Newt Gingrich debates on debt ceilings feel like a relic of a completely different time.  
Total public debt has almost doubled in the past eight years, increasing by $500 billion every 
fiscal year since 2003. The more than $10 trillion total public debt now represents approximately 
$32,000 per U.S. resident. If we include the present value of unfunded entitlement programs like 
Medicare and Social Security, our federal liabilities reach an incredible $59.1 
trillion.                          

 
Source of chart data: U.S. Treasury as of November 30, 2008. 

Please don’t read this as a condemnation of the fiscal policies of the Bush administration.  Let’s 
leave that for the historians to judge.  Whatever Bush’s best fiscal intentions were in the winter 
of 2001, the 9/11 terror attacks, Hurricane Katrina, and the ongoing financial crisis threw them 
out the window.  Desperate times often leave Americans favoring the wisdom of government 
over the wisdom of the markets, a point that was forgotten during the less turbulent ‘80s and 
‘90s.  A wave of limited government and deregulation swept across the land as new technologies 
expanded productivity and low interest rates fueled a borrowing binge, all leading to a massive 
expansion of the nation’s pie.  No sooner did Americans start biting down on the cherry pits then 
did the calls to the government agencies recommence.  Calls came not only from the lower 
income families on the Gulf Coast but from the fat-cats on Wall Street as well.  Responses were 
from government figures on polar ends of the political spectrum like Democratic Congressman 
Barney Frank and Republican-appointed Treasury Secretary Henry Paulson.  In what the popular 
press called as “the most important election of our time” (didn’t they say the same thing in 
2004?), Americans chose between Republican candidate John McCain and Democratic candidate 



Barack Obama, both of whom threw their weight behind the $700 billion government bail-out 
package for the nation’s banks.  Senator McCain even briefly suspended his campaign to do so. 

Ironically, socialism became a leading issue of the final weeks before the election.  Obama’s 
desire to “spread the wealth” made Joe the Plumber a household name.  Vice Presidential 
candidate Joe Biden told Americans that paying taxes is patriotic while Senator McCain opened 
the second of the three debates by announcing his plan to buy up $300 billion of bad mortgages.  
All the while, Libertarian candidate Bob Barr and Republican Ron Paul—the unequivocal star of 
the early Republican debates with his commitment to abolish the Federal Reserve Board and 
income taxes—watched from home. 

The crowd celebrating Obama’s victory party in Chicago’s Grant Park had barely disassembled 
before the empowered Democratic Congress’s design for another economic stimulus plan was in 
motion, roughly doubling in cost since the election.  The pundits are already forecasting “the 
broadest overhaul of the U.S. economy since Franklin D. Roosevelt’s New Deal.”  

Is this socialism in our time?  Conservative-minded Americans are nervous, but let’s not forget 
that promises on the campaign trail are often partially derailed by irritating realities like 
budgetary restraints and unexpected domestic and international crises.  The last three times the 
Democrats interpreted a sweeping victory as a mandate for liberal government—1964, 1976, and 
1992—they overreached and suffered big political losses two years later.  Will this fact be lost 
on Obama or will the lack of a filibuster-proof majority in the Senate limit Obama’s plans?  It 
remains to be seen.  The financial markets are watching as Americans once again debate the 
merits of big government.  It’s Alexander Hamilton versus Thomas Jefferson all over again.  For 
those fighting the old Federalist debates from 200 plus years ago, Barack Obama becomes 
Hamilton reincarnated.    

 

Free Market Capitalism? 

Let’s also not forget that the federal government has been both expanding its reach and 
responding to financial crises since the days of the Founding Fathers.  The Articles of 
Confederation, the governing constitution that legally united the states into the United States of 
America, was ratified in 1781 and deemed inadequate by 1787.  Why?  A major cause was the 
recession of 1786, which exposed the central government’s inability to collect sufficient hard 
currency to meet its foreign debt obligations.  Attempts to collect taxes in gold led a small farmer 
named Daniel Shays to lead an armed rebellion bringing the country to the precipice of civil 
war.  The uprising tipped the scales in favor of Hamilton and the Federalists, the advocates of a 
stronger central government.  Not coincidentally, the resulting constitutional convention 
produced a document that centralized economic power including the powers to regulate 
commerce, impose tariffs, collect taxes, and control the monetary printing presses. 

Forty years later, President Andrew Jackson, who stuck to his Jeffersonian ideals by crushing the 
Second Bank of the United States, also used Federal powers to impose protective tariffs that 
favored the industrial North.  Foreign governments’ subsequent retaliation against the U.S. 
crippled the more agrarian South’s exports and added an economic impetus to the tragic move 
toward secession and civil war. Although the textbooks focus on the war as a fight over slavery, 
it was in many ways also a fight over the size and reach of the central government.  Even the 
name of the war was misleading.  In a civil war two sides fight to run a central government.  This 



was a fight between the South that favored an association of sovereign states bounded together 
solely for defense and economic interests and the ultimately-victorious North that favored a 
strong, far-reaching central government able to impose national policies such as controlling the 
expansion of slavery.  

While the second half of the 19th Century saw the return of laissez faire to federal economic 
policy, by 1901, Republican President Theodore Roosevelt came to power extolling the virtues 
of “New Nationalism,” designed to forge a powerful federal government that could regulate the 
economy and guarantee social justice.  Roosevelt expanded child labor laws and minimum wage 
guarantees for women and successfully dissolved over forty monopolistic corporations.  The 
Panic of 1907 led to a series of bank failures that threatened to completely derail the U.S. 
financial system.  In a scene that would now feel eerily familiar to Americans living in 2008, 
financier J.P. Morgan gathered a group of bankers and then-Treasury Secretary George 
Cortelyou together to pledge large sums of money to help recapitalize the banking system.  Six 
years later as a direct response to the ’07 panic, the Federal Reserve Act created a U.S. central 
banking system with a mandate to set monetary policy and serve as a lender of last resort. 

After the post-World War I return to “normalcy” and laissez faire economics, of course, came 
the Great Depression and the New Deal’s alphabet soup of federal economic and social 
programs. President Franklin Delano Roosevelt’s legacy  includes, for example, the Federal 
Deposit Insurance Corporation (FDIC), which surely helped to prevent a massive run on U.S. 
banks over this past year and the Home Owners’ Loan Corporation, a model that many 
policymakers (for better or for worse) are considering today to help stem home 
foreclosures.   Public works programs, reminiscent of the WPA and CCC, gained traction on the 
2008 campaign trail in the form of government-sponsored infrastructure and green energy 
programs. Social Security and its New Frontier offspring, Medicare, continue to provide a 
retirement safety net though in what form and for how much longer is increasingly unclear.  

As the specter of the Great Depression haunts, octogenarian policy debates have reemerged as 
well.  The political right would argue that the Franklin Delano Roosevelt administration over-
reached as governments often do, as attempts to re-inflate the economy via legalizing cartels and 
strengthening union power proved to decrease total output.  The left would respond that FDR’s 
premature efforts to rebalance the budgets at a time of still-onerous economic conditions in fact 
spawned the “Roosevelt Recession of 1937.”  Regardless, many historians today credit the onset 
of World War II for ending the Great Depression rather than the far-reaching principles of the 
New Deal. 

The New Deal set the stage for John Kennedy’s New Frontier and Lyndon Johnson’s New 
Frontier and Great Society.  The Republicans later got into the act as well.  Richard Nixon 
continued to expand Federal expenditures with Revenue Sharing and various block grants to 
states.  His administration also imposed price controls in 1971 to stem inflation, but the plan 
proved to impede production and helped bring on the lengthy recession of 1973-1974.  Other 
legacies of the Nixon Administration include the creation of the Environmental Protection 
Agency, the first significant federal affirmative action plan, and even calls for universal health 
care.  Nixon’s successor Gerald Ford also promised to “whip inflation now” (you can bid for 
WIN buttons on Ebay) but did not go so far as to impose price controls and the whole thing 
proved to be a public relations stunt without effective means anyway.  Jimmy Carter increased 
the payroll tax for Social Security and created the Departments of Energy and Education.  The 
view continued regardless of which party controlled the White House that every social or 
economic problem required a Federal policy. 



Most commentators now see the Reagan presidency as a turning point comparable to the New 
Deal. Although the federal government did expand on his watch despite his campaign pledge to 
“To move boldly, decisively, and quickly to control the runaway growth of federal 
spending,”  Reagan slashed taxes at the outset of his first term and presented a budget that 
slashed $41.4 billion from 83 federal programs. Reagan advocated the elimination of the 
departments of Energy and Education and scaling back what his first budget director David 
Stockman called the "closet socialism" of Social Security and Medicaid.  But after his initial 
victories on tax cuts and defense, the revolution effectively stalled. Deficits started to balloon, 
the recession soon deepened, his party lost ground in the 1982 midterms, and the conservative 
domestic agenda softened. 

Nonetheless the doctrine of the Reagan Revolution influenced domestic politics through three 
Republican and two Democratic presidential terms, and probably ended on September 11, 2001. 
If a national security crisis wasn’t enough to revive big government, corporate scandals, which 
begat greater business regulation, and stepped up medical entitlement, agricultural, and energy 
spending programs did the trick.  Like Dr. Frankenstein, the financial and economic crisis that 
began in 2007 administered the shock that jolted the Federal monster back to full vigor. 

Despite a periodically shifting balance between the public and private spheres, the United States, 
that capitalist beacon on the hill, has an over 200 year history of expanding government 
involvement, growing deficits, mushrooming entitlement programs, and 
swelling  bureaucracy.  Was the past 200 years only the beginning? 

What’s in Store for 44? 

It is immediately obvious that in a country…where the executive power commands an army of 
officials … and therefore constantly maintains an immense mass of interests and livelihood in the 
most absolute dependence; where the state enmeshes, controls, regulates, superintends and 
tutors civil society from its most comprehensive manifestations of life down to its most 
insignificant stirrings…it is obvious that such a country…forfeits all real influence when it loses 
command of the ministerial posts, if it does not at the same time simplify the administration of 
the state, reduce the army of officials as far as possible and, finally, let civil society and public 
opinion create organs of their own, independent of the government power.1 

This rambling, run-on sentence comes from the pen of none other than that great libertarian, Karl 
Marx, who always did a better job of describing social ills than figuring out what to do about 
them. Herein lies the issue.  America is currently wedged in a gray area struggling between what 
a bureaucracy and what the free market can do for us.  In mid-2008 the free market was on the 
precipice of collapse.  I was quite vocal about the need for government intervention to prevent a 
systemic market failure.  We were facing a classic example of the prisoner’s dilemma.  The 
banks all knew that it was in their mutual interest to continue to provide money to one another 
but did not trust each other enough to do so.  Everyone froze and endangered their own 
wellbeing. The financial freeze warranted government action. 



 
Source of chart data: Bloomberg as of December 1, 2008. 

In limited circumstances public authority can contribute to our prosperity. 18th Century 
economist and philosopher (at the time you could claim to be both), David Hume, offered my 
favorite example.  If a swamp makes part of a farmer’s land untillable, the farmer can assess the 
costs of draining it and the benefits of expanding crop land and then decide how to maximize the 
farm’s profitability.  If, however, a swamp takes land from several farmers, they may not be able 
to agree how to apportion the costs and restrict the benefits of turning mud to cropland,2and 
everyone loses opportunity.  Government authority to tax and drain might make everyone better 
off than they would be left wishing that someone else would get the project going.  

In a 21st Century version of swamp draining, the Treasury’s Troubled Asset Relief Program 
(TARP) is an attempt to recapitalize sound elements of the U.S. banking system and restore the 
impetus to sound, competitive lending.  I would caution that historical evidence suggests that 
banking crises, recapitalizations, and the economic downturns that generally accompany them 
tend to take several quarters, sometimes years, to play out.  Banks are likely to face more write-
downs in the coming months as economic conditions worsen, and the Treasury is likely to go 
back to Congress, hat in hand.  That said, consider the beneficial effect that pumping capital into 
the banking system can have.  If the government injects $250 billion, and banks lend using an 
even conservative 10:1 leverage ratio, the result would be the creation of an additional $2.5 
trillion in the system.  Representing around 17% of current nominal GDP, this amount could 
significantly help reinvigorate growth.  Of course I’m assuming that banks lend—and not 
hoard—the money.  So far, not so good, according to the Fed quarterly survey of senior bank 
lending officers, banks’ fists are at historic tightness, and lending activity is likely to be sluggish 
in the near-term as banks remain hunkered down. But good quality lending should recommence 
over time, particularly given today’s attractive spread levels.  As Alan Greenspan supposedly 
remarked in the early nineties, “At some point, bankers will start acting like bankers again.” 

The Obama economic team recognizes the severity of the current problem, and plans to propose 
a very large fiscal stimulus plan on top of these financial interventions. The composition of the 
package is still unknown, but it is likely to include tax cuts for lower- and middle-class workers, 
investments in public infrastructure and green technology and possibly a pre-packaged 
bankruptcy arrangement for the desperate U.S. auto industry. 



 
Source of chart data: U.S. Census Bureau as of October 31, 2008. 

I’ve been talking for the last year and a half about the collapse of private sector leverage, the 
government model for stemming the crisis increasingly appears to be creating government 
leverage to replace private sector leverage.  With consumers saving and businesses putting off 
expansion plans, the government is attempting to take up the slack, depending on multiplier 
effects to increase private economic activity.  This is classical Keynesian economics, designed to 
put out today’s fire while  deferring concerns about water damage to the living room.  As 
Keynes, himself, famously quipped, “In the long run we are all dead.”  Over the coming months 
the massive monetary and fiscal stimulus in the system will eventually win out, the rate of 
decline in economic activity will decelerate, and the economy will modestly recover—albeit off 
of very low comps toward the middle of 2009.  

Don’t expect the kind of v-shaped recovery that has typically followed recessions and financial 
crises of the past 25 years, however.  In most of those cases, cheap credit stimulated corporate 
and household borrowing; spending and investing snapped back.  With financial institutions 
reducing their leverage and the structured finance, shadow banking system broken, I expect 
employment, investment, and spending to recover slowly.  

The trick is for the government to know when to get out of the way.  Governments are often 
pretty good at knowing what to do about a problem; they are terrible at figuring out when to stop. 
And remember, once the government bureaucracy is created, the congressional representatives 
and the interest groups will do everything in their power to ensure its survival and further extend 
its reach. Once the swamp is drained, the market and not the government should tell the farmers 
what to grow on the reclaimed land. 

Once the banks are more solvent, let’s hope that a government agency does not replace senior 
loan officers in determining who gets money and under what terms. I was particularly 
disconcerted during the recent presidential campaign to hear both parties discussing government-
led industrial policy.  As columnist Thomas Friedman asked in the New York Times on October 
26, 2008, “What will this government intervention do to the risk-taking that is at the heart of 
capitalism?”  Friedman, perhaps hipper than I, asked if Larry Page and Sergey Brin of Google 
would be able to get funding from a partially-nationalized bank to start their business today.  It’s 
unlikely.  What about the small alternative energy company or the biotech firm?  And if so, 
which one? However important public intervention may be to break the downward credit cycle, 
at least as important will be for government to know when to get out of the way of the 



innovations that will reinvigorate growth and come to define the 21st Century.  I can’t emphasize 
this enough.  

 

What Does It Mean for Investors 

My outlook calls for the beginnings of an economic recovery by the second half of 2009 and 
importantly rests on my confidence that both public policies to deal with the credit crunch and 
private bank policies to minimize home foreclosures will start to be successful.  Until the 
markets get back to a sustainable lending environment and the wave of housing foreclosures 
peaks, most asset classes are likely to be under pressure.  

 

Fixed Income 

The near-term good news for the credit markets is that an Obama administration appears poised 
to do everything in its power to attempt to stabilize and re-inflate this economy.  Investors that 
have fled to Treasuries should be cautious.  Will investors continue to accept interest rates 
ranging from nothing to less than 3% with a Federal deficit greater than $1 trillion?  At some 
point, Treasury rates will rise and prices fall. The challenge for investors will be re-allocating the 
massive amounts of money they poured into U.S. government debt as Treasuries become a “less 
safe” investment.  

Fortunately the opportunities in other sectors of the fixed income market are ripe.  I’ve said it 
before and I’ll say it again, it is a matter of when and not if the policy responses win 
out.  Evidence suggests that the fixed income credit markets, many of which are now priced for 
the near-imminent end of the world, will be the first to recover.  Spreads on higher quality 
corporate debt, residential and commercial mortgage-backed securities, and select emerging 
market debt looks particularly attractive.  

 
Source of chart data: Barclays Capital Inc. as of December 1, 2008. 

Of course over time we have to pay for the government stimulus.  The tax hikes to the higher 
income families and the investment class are coming.  While the equity market is currently 



shuddering at this thought, the higher tax on the investment class is likely to be a boon to the 
municipal bond market, which is also likely to get support from the federal government via direct 
state aid. 

 

Equities 

Just as the top of a bull market is marked by a climate of greed and exuberance, the bottom of a 
bear market is marked by a climate of fear and pessimism.  It is impossible to predict the timing 
of a recovery, but market and economic pessimism have reached extreme levels.  The three to 
five year earnings view that our equity teams impose on their stock picks is predicated on the 
world functioning again.  The markets have not yet been willing to make that leap, particularly as 
companies continue to post dire earnings forecasts and unemployment levels trend dangerously 
higher.  Investors are going to have to go back to the basics and look for companies with 
comparative advantages in true growth sectors.  There will be no balance sheet smoke and 
mirrors this time around.  The world is not returning to the days when leverage artificially drove 
market returns. 

Our focus remains on the innovation and new technologies that will define the next decade, not 
just software and semiconductors but new technologies and those who can apply them across 
sectors.  The government will have its hands in some of these sectors, including energy and 
healthcare, but I continue to believe that the true growth will come from the advances generated 
in the private sector.  

In the meantime, investors might also consider stocks that can have the balance sheet and 
earnings strength to pay a stable or rising dividend.  Be cautious about stocks high dividend 
yields, which might simply reflect a depressed price and might not be sustainable.  A growing 
dividend stream, however, can offer a source of return that is less dependent on how the broader 
markets evaluate and price overall risk.  

Following a short-term hiatus during the ‘80s and ‘90s, the era of big government is back and 
bigger than ever.  Somewhere Thomas Jefferson is watching with skepticism.  
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Fixed income investing entails credit risks and interest rate risks. When interest rates rise, bond 
prices generally fall and a fund’s share price can fall.  Mutual funds are subject to market risk, 
and may be volatile. 

1. Karl Marx. The Eighteenth Brumaire of Louis Napolean, 1852. 
2. Since I don’t believe 18th Century Scotland enforced wetland protection or required 
Environmental Impact Statements, the problems would be even tougher today. 
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