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			If you’re not too young, you probably have suffered the pain of wealth destroyed in the two stock market collapses of the first decade of this century. And even if you weren’t invested in the stock market, it’s likely that your kids received less in scholarship money because the university’s endowment collapsed, or your favorite charity slashed services to the poor for the same reason. 

			A friend of mine had hoped to retire in five years. He had done everything the experts told him to do. He drove a used Honda Civic, doubled up payments, owned a modest two-bedroom home, and ate Ramen noodles in order to stash as much cash as possible in his 401(k) plan, most of which he invested in stocks. The twin crashes of the stock market and housing market destroyed his dream. He bought a new Subaru Outback to console himself.

			I suffered as much as anyone from the crash of 2001, even though I have a master’s degree in economics and graduate training in finance. Like many people, I was frustrated by the lack of understanding of such problems and my inability to avoid them. The economics I had learned offered no explanation for stock market collapses. Random shocks cause the collapses, according to new neoclassical economics, or the animal spirits of investors, according to J. M. Keynes. Neither behavior is predictable.

			Graduate finance classes were no better. No professor tried to predict or explain stock market collapses. The efficient market hypothesis (EMH) taught us that no one is smart enough to beat the market consistently or avoid crashes. Some people will beat the market every year, but they are just lucky according to the EMH, so professors merely tried to show us how to reduce the damage through diversification. The only way to earn returns above the market average is to take on more risk. This risk/reward trade-off made the only smart investment an index fund, and if you wanted higher returns, you needed to borrow money and buy more of the index fund. 

			As for surviving market crashes, the only advice offered was to be diversified across assets. In other words, keep a portion of your investment in bonds or real estate. When stocks collapse, the other asset classes will perform better and reduce the damage to your finances slightly. You just have to be tough and ride out the storm like a salty sailor. But most of us aren’t that salty, and, as a result, many people have abandoned the stock market completely. After the crash of 2001, some people invested in nothing but real estate, thinking it to be safer than the stock market, only to have the equivalent of a building land on their nest egg in the latest crisis. Others stuck to bonds and CDs, oblivious to the termite effect that inflation has as it eats away at the value of those assets. 

			Then I discovered Austrian economics. It’s not about the economic policies of Vienna. The label has stuck with the theory because the chief proponents were born and educated in Austria. They immigrated to the United States before Hitler invaded their beautiful country. Although I have an MA in economics from a good state school, I first learned of Austrian economics by accident twenty years later. I began to devour Human Action by Ludwig von Mises, Friedrich Hayek’s Prices and Production and Profits, Interest and Investment, and modern authors such as Mark Skousen’s Structure of Production and Roger Garrison’s Time and Money. I had no idea that I could use what I would learn to guide investing; I had lost interest in economics over the years because I could find little practical use for it. Austrian economics ignited the fire again. 

			In June 2007, I tackled Hayek’s The Pure Theory of Capital. It’s a difficult book, and I had to read it twice to grasp the ideas. That year I had all of my retirement funds invested in the stock market using a broadly diversified mutual fund. The bull market had charged uphill and was challenging its previous height in 2000. The S&P 500 opened in June at 1,530, reached a high of 1,540 before closing the month at 1,503. Hayek offered several indicators for the collapse of the expansion of the business cycle, one of which was high profits in consumer goods industries. It slowly dawned on me that the lead story on the evening news for days had been the high profits of many companies in the consumer goods and retailing sectors of the economy. Knowing that the stock market anticipates such changes in the business cycles by around six months, an icy feeling crept up my back. I had flashbacks to the carnage of the market crash in 2000. As soon as I could get to a computer, I sold my stocks. The market continued to rise and set records, which caused me to doubt my application of Hayek’s insights. It peaked in October at 1,565, and then drifted lower. In 2008, the market fell off a cliff. 

			I sat in cash until February 2009. The S&P 500 closed that month at 735. In hindsight, I should have invested in bonds because interest rates were near their peak; I could have earned both interest and a gain on principal as interest rates fell. Meanwhile, I continued to study Hayek’s business cycle theory, more commonly known as the Austrian business cycle theory, or ABCT. Hayek shared the Nobel Prize in economics in 1974 for his work. I re-entered the stock market just before the bottom in March 2009 and earned a twenty-six percent return over the next six months. 

			Dodging the bullet from one cycle does not prove a theory, but it certainly got my attention. And timing the tops and bottoms as closely as I did was pure luck, as I’ll explain. I plunged into a deeper study of the ABCT and how it can guide my approach to investing. This book is the fruit of that labor.
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			In Paris during the early 1720s, an Irish banker named Richard Cantillon made a fortune short selling stock in the Mississippi Company. John Law, a Scottish banker, had created the company and persuaded the regent of France to give it a monopoly on trade with the French colony in North America. The price of stock in the company climbed rapidly after its initial public offering, so wealthy Parisians wanted to borrow money to buy the stock. Cantillon loaned them the money but held the stock certificates as collateral. As the price of the stock soared to unexplored altitudes, Cantillon sold the stock certificates he held for his customers. Eventually, the price collapsed. He bought the stock back at the lower price and pocketed huge profits. Did Cantillon successfully time the market in order to make his profits, or was he just lucky?

			The Irishman understood money and banking better than the Scot. Law had previously established a bank in Paris that issued paper money backed by gold with capital set at six million livres, but soon the bank’s notes in circulation rose to 110 million. Law had flooded Paris with paper money far beyond the value of the gold his bank held. Before the collapse, notes issued by the bank had multiplied to one billion, “ . . .  more paper than all the banks of Europe were able to circulate.”1  The high tide of money, rather than any real value, caused the rise in the price of Mississippi Company stock. Cantillon realized that artificially expanding the money supply through printing money would cause a stock market boom followed by a financial crisis in which the prices of stock and most other assets would crash. So he sold the stock when prices were high and bought them back after prices had crashed, making him one of the first known short sellers in stock market history. 

			Cantillon’s profits infuriated Law, who forced Cantillon to flee for his life with his profits in gold instead of Law’s worthless paper money. Later, Cantillon put his theories of money and banking on paper in Essay on the Nature of Trade in General, a book that preceded Adam Smith’s Wealth of Nations by almost fifty years. 

			I related this story because the idea of timing the market is very unpopular today and considered foolish by most investment professionals. Other than the book by Ben Stein and Phil DeMuth, Yes, You Can Time the Market, it is difficult to find investment advice on market timing. Stein’s book gives several examples of the academic and professional admonitions against trying to time the market then asks the most insightful question: Do prices matter? Obviously, prices matter when we consider purchasing a Chevy Silverado.  Who among us has waited until the price of beef doubles before we will buy a steak dinner at Texas Roadhouse? So do only the prices of stocks not matter? Stein answers, of course, that prices of stocks do matter. We should buy stocks when they are cheaper and avoid buying stocks when they are expensive, the same approach we would use for any purchase. He and DeMuth proceed to demonstrate that simple moving averages can provide the timing signals that vastly improve the return on your investments. 

			Animosity toward market timing, especially efforts at predicting crashes, flows from particular economic theories. For example, Robert Lucas, the John Dewey Distinguished Service Professor of Economics at the University of Chicago, rebutted criticisms that economics failed to forecast the financial crisis of 2008. In his article, Lucas insisted that market collapses cannot be predicted:

			One thing we are not going to have, now or ever, is a set of models that forecasts sudden falls in the value of financial assets, like the declines that followed the failure of Lehman Brothers in September. This is nothing new. It has been known for more than 40 years and is one of the main implications of Eugene Fama’s “efficient-market hypothesis” (EMH), which states that the price of a financial asset reflects all relevant, generally available information. If an economist had a formula that could reliably forecast crises a week in advance, say, then that formula would become part of generally available information and prices would fall a week earlier . . .  The main lesson we should take away from the EMH for policymaking purposes is the futility of trying to deal with crises and recessions by finding central bankers and regulators who can identify and puncture bubbles. If these people exist, we will not be able to afford them.2

			Lucas captures the essence of mainstream theory on business cycles and investing: It’s all random, like the roulette wheel at the Cherokee Casino in Catoosa, Oklahoma. So diversify! This book offers an alternate theory of how economies work that grew out of Richard Cantillon’s initial insights. Known as Austrian economics, the theory suggests investment strategies different from buy-and-hold, diversify, and hope for the best. I won’t try to prove that Austrian theory is better than mainstream economics. That subject has been debated for a century. Skeptical investors might want to employ the investing insights both theories suggest. Then after a few years they will have proof of which theory makes the most money and that should be all the evidence in dollars that they need to determine which theory of economics is correct. 

			This book assumes the reader is not a novice investor and understands basic ideas such as return on investment, interest rates, equities, and bonds. The purpose is not to teach basic investing skills, but to encourage investors to diversify across economic theories. Conventional investment wisdom teaches diversification across asset classes and within asset classes. However, conventional wisdom is based on particular economic theories of business cycles. Do investors really want to trust their life savings to the dominant economic theories, none of which saw the latest crisis coming and could do nothing to prevent it or fix it? 

			The first chapter, “Who Stole My Cattle?” plays on the theme of a book by Richard Kyosagi with the title Who Stole My Money? Kyosagi authored the Rich Dad, Poor Dad series of books. After the stock market crash of 2001, Kyosagi expressed the feelings of many investors that the losses made investors feel as if they had been mugged. He advised readers to invest in real estate and put funds in the stock market only if they could find no good real estate investments. Of course, he gave that advice before the recent collapse in real estate values. 

			Chapter 1 reviews the history of conventional investment wisdom through the development of the EMH and explains why people consistently lose money following it. I steer between two extreme views of the stock market that create ditches on either side of the investing road. Academia dug both ditches and the investor should stay out of both. On the one hand is the EMH, which has dominated academic writing on investing since the 1960s. The EMH insists that asset markets act like machines so efficient that investors can, at best, match market returns by investing in an index that tracks the broader market, such as the Standard and Poor’s (S&P) 500. 

			On the other hand, British economist John Maynard Keynes insisted that the market is not only inefficient, it is downright clownish. Keynes insisted that “animal spirits” drove investing decisions and successful investing was like judging a beauty contest. Behavioral economics sprang up in response to the EMH and channels Keynesian thinking by emphasizing the irrationality of the average investor. Of course, the EMH never claimed all investors were rational, only that rational investors would make money from the irrational ones through arbitrage and keep market behavior rational.

			Chapter 2, “Business Cycle Theories—Why Bulls Buck,” explains the dominant theories and how they led to conventional wisdom on investing. Then it offers the minority view expressed in the Austrian business cycle theory that was championed by Mises, Hayek, and other great economists. The theory is called Austrian because the founder, Carl Menger, and the theory’s leading proponents in the twentieth century, Ludwig von Mises and Friedrich Hayek, were from Vienna. According to the Austrian theory, business cycles are not random events but the consequences of monetary policy. While the theory can’t predict specific dates for crises, it can get within a few quarters and that leads to specific ideas about investing. 

			Three things drive the stock market—the state of the real economy, monetary policy, and psychology. The Austrian business cycle theory explains the first two; you’re on your own figuring out the third, but here is a clue: Low interest rates caused by Fed manipulation inspire risky behaviors that appear in the market as high price/earnings ratios. 

			Chapter 3, “Bull Riding Lessons,” tells you what to expect from the real economy during the five stages of the business cycle and offers suggestions on how to respond to what is happening at each stage. 

			Chapter 4, “The Rodeo—Investing Strategies,” helps the investor match his taste for risk with specific strategies, ranging from very low risk to high. In reality, there are no low risk strategies any more. Many investors would love to put their savings into US government savings bonds and not worry. But Federal Reserve monetary policy has not allowed them to do that for decades. The Fed believes in price inflation, and price inflation destroys the returns on investments in safe assets. They could end up paying the government to borrow their money. Current monetary policy guarantees that price inflation will only get worse in the future. 

			As a result, investors who want to earn a decent return on their investments have to speculate on price movements in the assets they purchase, whether those assets are real estate, stocks, bonds, gold, or rare coins. Some people call that gambling. Call it what you want, but investors have no other good options. However, the knowledge offered in the following chapters will give you an edge over the house much better than anything offered in Las Vegas. 

			 

			
				
					1. Washington Irving, “The Great Mississippi Bubble,” The Crayon Papers, 1886, accessed March 14, 2013, http://www.gutenberg.org/cache/epub/7994/pg7994.txt.

				

				
					2. Robert Lucas, “In Defense of the Dismal Science,” The Economist, April 6, 2009, http://www.economist.com/node/14165405?story_id=E1_TQTGVQDV.
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			The two main principles of conventional investing are diversification and buy-and-hold. Investopedia offers examples of two diversified portfolios, conservative and moderately aggressive.1 The conservative portfolio holds 70-75 percent in fixed income securities, such as government or corporate bonds, 15-20 percent in the stock market, and 5-15 percent in cash or money market accounts. The moderately aggressive portfolio holds 50-55 percent in the stock market, 35-40 percent in fixed income, and the rest in cash. Some advisors include real estate trust funds as an asset class. 
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			Conventional investing takes diversification further by diversifying within asset classes. For example, the equities and bonds in your portfolio might include stocks within a variety of industry sectors, as well as stocks and bonds from other nations. Within the cash section, you might include gold or short-term government debt. The ultimate diversification is buying a fund that mimics the S&P 500 index. 

			Conventional wisdom teaches that diversification is important because we can’t know which asset classes (stocks, bonds, real estate, or cash) or securities will perform the best over the years, so it’s important to own a little of each. Why can’t we know which asset or securities will perform best? The answer lies within economic theory, specifically two theories:  1) the efficient market hypothesis (EMH) and 2) business cycle theory. This chapter deals with the first, while the next chapter tackles the second. 

			Several forms of the EMH exist, but the essence asserts that all relevant information about the value of stocks, bonds, or real estate is already factored into the current market price. Without using inside information, which is illegal, no investor will know any more about a stock than other investors, so he shouldn’t be able to earn a higher return than the market index. The only way to outperform the market is to take more risk. 

			The EMH led financial experts to create index funds that could mimic the movements of the major stock indices, such as the Dow Jones Industrial Average and the Standard and Poor’s 500 (S&P 500). They advised investors to purchase shares in these index funds and if investors wanted higher returns than the market could provide, experts suggested borrowing money (taking greater risk) and buying more of the index funds. 

			Dr. Burton Malkiel wrote in his 1973 book, A Random Walk Down Wall Street, that the EMH “means that a blindfolded monkey throwing darts at a newspaper’s financial pages could select a portfolio that would do just as well as one carefully selected by the experts.”2  In 1988, the Wall Street Journal began testing his version of the EMH by having staffers throw darts at a table of stocks to build a random portfolio. (My previous stockbrokers seem to have used the same approach.) More than 200 pros built competing portfolios using their proprietary techniques of investing. 

			After 142 contests, the pros racked up an average 10.2 percent gain, compared to a 3.5 percent average for the darts and 5.6 percent for the Dow Jones industrials. The Journal declared victory for the pros who exhaled and immediately raised their fees. But the editors added a qualification:  The contest didn’t follow Dr. Malkiel’s rules very closely; he would have the darts pick a basket of stocks larger than just four. And higher fees for managed funds would have reduced their returns, compared to the lower fees for index funds, so the pros buried their fee structure in the prospectus. 

			“The darts were a nice metaphor, but four darts were not what I recommended,” Dr. Malkiel explains. The idea of the EMH, he adds, is to buy a broad cross section of stocks. He also says that the pros tend to pick stocks that are riskier, and thus rise faster when the market is going up, as it was for most of the fourteen years of the competition. Still, he says, the contest “was fun.”3

			Malkiel wrote in the tenth edition of his book, “The efficient market theory does not, as some critics have proclaimed, state that stock prices move aimlessly and erratically and are insensitive to changes in fundamental information. On the contrary, the reason prices move randomly is just the opposite. The market is so efficient—prices move so quickly when information arises—that no one can buy or sell fast enough to benefit. And real news develops randomly, that is, unpredictably. It cannot be predicted by studying either past technical or fundamental information.”4 

			In other words, the market is very efficient at digesting new information. Malkiel hedges like an investment pro on that statement later: “Although it is abundantly clear that the pros do not consistently beat the averages, I must admit that exceptions to the rule of the efficient market exist.”5

			In his book, Malkiel investigates exceptions to the random walk. One is what he called the “dividend jackpot approach”6  in which high dividend yields for stocks in general indicate superior future returns. Academic papers by the teams of Eugene Fama and Kenneth French, and John Campbell and Robert Shiller, demonstrated that the method could predict as much as 40 percent of the variability in future returns. Stocks bought when dividend yields averaged 7 percent returned 16 percent over the next decade, compared to 3 percent returns when yields were just 2 percent. Studies have been conducted using P/E ratios instead of dividends with similar results. Malkiel found a single exception to each rule to show that neither is perfect, but then neither is the random walk or EMH. 

			Next Malkiel looked at the “long-run return reversals” research, also carried out by Fama and French, as well as Werner De Bondt and Richard Thaler. The research says buying stocks that performed poorly in the past three years will offer superior returns over the next three. “Of all the predictable patterns that have been uncovered or alleged, this one strikes me as one of the most believable.”7  But Malkiel proceeds to explain away the theory as a fad. 

			Malkiel likes the idea of fads and long-term economic conditions reflected in interest rates. For example, he wrote of the “dividend jackpot” approach, “These findings are not necessarily inconsistent with efficiency. Dividend yields of stocks tend to be high when interest rates are high, and they tend to be low when interest rates are low. Consequently, the ability of initial yields to predict returns may simply reflect the adjustment of the stock market to general economic conditions.”8  Then, referring to the “long-run return reversals” theory, he wrote, “Return reversals over different time periods are often rooted in solid economic facts rather than psychological swings. The volatility of interest rates constitutes a prime economic influence on share prices.” 9

			Malkiel actually endorsed the value investing strategies of Benjamin Graham and David Dodd: 

			I have considerable sympathy with this approach. One of my cardinal rules of stock selection is to look for companies with good growth prospects that have yet to be discovered by the stock market and thus are selling at relatively low earnings multiples. This approach is often described as GARP, growth at a reasonable price. I have warned investors repeatedly about the dangers of very high-multiple stocks; if growth does materialize, both the earnings and the earnings multiple will likely increase, giving the investor a double benefit. Buying a high-multiple stock whose earnings growth fails to materialize subjects investors to a double whammy. Both earnings and the multiple can fall.10

			Malkiel looked at stocks that sell at low multiples to book value, which also produce returns higher than stocks selling at high multiples. Of course, those are all academic exercises produced from back testing, which assumes perfect timing. In reality, few fund managers can replicate those results, so it’s not likely that the individual investor with fewer resources can. 

			On a statistical basis, it’s hard to compare a 10 percent gain (the pros) with a 3.5 percent gain (the monkeys) in the Wall Street Journal experiment without taking into consideration the range of gains and losses. If the ranges of the best gains to worst losses overlap, statistical analysis would say that the differences were likely a fluke and not something the average investor could expect in the long run. Other studies of mutual funds indicate that it is very unlikely for most mutual funds to beat market indices and those that do beat them don’t do so consistently. In other words, the mutual funds that beat the market one year are unlikely to be the ones who do so next year. Still, keep in mind later that the pros did beat the darts.  

			We can see why conventional investment wisdom has become obsessed with diversification: No one can predict which asset classes, let alone individual stocks, will do well in the future. Price changes in assets are random events, working much like a roulette wheel. So how does an investor protect his investments in a world of randomness? She diversifies across assets and within assets, so that some of her investments will be gaining while others are losing, and she diversifies across time (don’t try to time the market), so that gains today fill in the holes left by losses yesterday. That’s why conventional wisdom tells younger people to take more risks: They have more time in which to overcome major losses by stock market collapses. Older folks need to take fewer risks because they have less time. 

			Young people will resent that advice as they lose their financial virginity. Old folks already saddle them with huge tax burdens for social security and Medicare. And young people pay higher premiums for health insurance in order to subsidize the greater risk and expenses of the old folks. Eventually, the young will learn that the investing advice they received from their elders wasn’t worth a wooden nickel, at which point they may vote to raise the eligibility age for social security and Medicare to 120. 

			Pure Bred Bull—The Efficient Market

			Conventional investing wisdom enjoys a pedigree stretching back to the turn of the last century. Many economists at the time suffered from physics envy (they still do). They wanted the fledgling science of economics to command the respect that the natural sciences, especially physics, received from the public. Economics had been built on logic, and that method was falling from favor because it could not produce the precision that people valued in physics. Such precision required math, so economists began to look for ways to translate economic logic into math. 

			Several economic giants tried to warn economists against attempting to turn economics into a sub discipline of physics. They emphasized that translating prose into math symbols adds no new information. And the data might not exist to support the effort so that economics would become a joke, like the one in which a policeman finds a drunk searching for something under a street lamp. The policeman asks the drunk what he is doing, and the drunk replies that he is looking for his car keys. The policeman asks him if he lost them nearby, but the drunk says no, he doesn’t know where he lost them. If he knew where he had lost them, he would look there. The policeman asks why he is looking for them under the street lamp, and the drunk says, “Because that is where the light is!” 

			Hayek warned in his Nobel Prize acceptance speech that much of the knowledge gained by economics over the centuries came from logic and observation, but has no reliable data to support it, and the necessary data may never exist. It may be impossible to collect. Tying economic theory exclusively to the data available eliminates much of the important knowledge and leaves the tail wagging the bull. But the lure of precision proved too strong. Also, economists craved to imitate the inductive reasoning process of the natural sciences by distilling theory from massive amounts of data instead of merely using statistics to validate abstract theory. Hayek also warned economists in The Counter-Revolution in Science that smuggling the methods and assumptions of the natural sciences into the social sciences would be a Fatal Conceit (the title of his last book) and would be as destructive to economics as a bull in a China shop. They ignored him for the most part.

			Eugene Fama wove together the various strands of the random walk in the early 1960s to create the efficient market hypothesis (EMH). Those strands included fundamental or intrinsic value, the bell curve and the capital asset pricing model (CAPM). Concerning the first strand, businessmen had been calculating the net present value (NPV) of bonds for centuries, but Irving Fisher applied the algebra to stocks in 1906 using dividends instead of yield. Whereas Benjamin Graham and David Dodd had considered attempting to forecast dividends or corporate earnings unwise, Fisher assumed that he could do it and that the intrinsic value of an issue of stock was the NPV of a future stream of dividends. Most companies tried to keep their dividend payments relatively constant, so replacing bond yields with dividends was not as dangerous a leap at the time as it might seem. And many more stocks paid dividends a century ago than do today. If the current price of a stock was higher than the calculated NPV, it was too expensive and, conversely, the price is low if it falls below the NPV.

			The second strand in the EMH, the bell curve, came about when random walk theorists recognized that news affecting the fundamental value (NPV) of a stock happens randomly. Since investors interpret the same news in many different ways, the returns expected by market participants would become distributed randomly around the fundamental value in the shape of a bell curve. 

			 The third strand, CAPM, calculates the risk of a stock as the size of its deviation from an index of the stock market, such as the S&P 500. That variation became known as beta. If a stock’s price increases 20 percent when the index rose just 10 percent, then beta is two (20/10). And since risk was now defined as variation, the stock would be riskier than the general market. Fama added his own thread: Superior analysts would use arbitrage techniques to quickly eliminate profitable opportunities and cause the actual price of a security to wander randomly around the intrinsic value (NPV). As a result, patterns would be fleeting and difficult to exploit for profit. 

			Fama classified theories of the efficient market into weak, semi-strong, and strong. The weak theory said investors could not beat the market using patterns found in historical data. The semi-strong said investors couldn’t beat the market with available public information. The strong theory said the market was so efficient that investors with inside information couldn’t beat it. The EMH lariat that Fama wove would bind financial economics for decades. 

			Collecting and shaping the strands of EMH had taken more than half a century. Physicists in the nineteenth century had discovered the normal distribution popping up all around them and found it useful to explore and predict random events. It was only a matter of time until someone applied the statistics to human events. The first person known to have done so was a young math student in Paris, Louis Bachelier, who wrote a dissertation in 1900 applying the normal distribution to price movements on the stock exchange. The dissertation would become buried until more than half a century later, when it helped spark a revolution in financial economics. 

			However, before Bachelier’s method could gain broad acceptance, the rawhide of financial thought had to be tanned. The beginning of that process involved the discovery that the stock market is hard to predict using past prices alone. Investors have always wanted to see into the future, even a short distance, in order to buy or sell according to their vision and make money. So quite a few mathematicians set about trying to discern patterns in the movements of stock prices as one would interpret the patterns of tea leaves in the bottom of a cup. Decades of effort ended in despair, except for those who claimed they could see patterns with names like head-and-shoulders, cups-and-handle, flags, pennants, double tops and bottoms, hanging men, shooting stars, hammers, etc. Mainstream financial economics settled with the unhappy but accurate conclusion that past prices could not help investors predict future prices. 

			In 1956, Paul Samuelson, writer of the most popular economics textbook in US history and MIT professor, resurrected Louis Bachelier’s 1900 dissertation, Theorie de la speculation. Samuelson reformed Bachelier’s math by switching the predicted variable from stock prices to percentage changes in stock prices. This allowed for a mean of zero with negative values (losses) on the left side of the mean. 

			Samuelson had tamed stock prices with the normal distribution. Now risk needed corralling. Harry Markowitz made the leap from risk as uncertainty (which can’t be modeled with math) to risk as variation in his 1959 book, Portfolio Selection, which expanded upon his doctoral dissertation about stock selection. Also, Markowitz focused on correlations. He showed that he could create a portfolio of stocks with variations in returns for the portfolio much smaller than the variations in prices of the individual stocks by choosing stocks whose returns were not correlated with each other. With those changes, Markowitz could apply the math of statistical analysis to stock prices and achieve the long desired goal of greater precision and at least a resemblance to the physical sciences in the use of math. Markowitz’s creation became known as modern portfolio theory. It scratched an itch that had plagued investors for millennia: how to earn higher returns on investments with less risk. 

			In 1960, William Sharpe met Harry Markowitz who was working at RAND Corporation. Sharpe became famous for his ratio that adjusted returns for the risk involved, but he advanced EMH by simplifying Markowitz’s portfolio theory. Markowitz’s approach required the calculations of thousands of correlations between pairs of stocks. Sharpe’s innovation needed only to calculate the correlation of an asset with a market index. The result was the capital asset pricing model (CAPM).

			Next in the genealogy of the EMF was astrophysicist M. F. M. Osborne. During World War II, Osborne had applied his operations research math skills to help the Navy track and destroy enemy submarines. He used those skills after the war to study the stock market and concluded “it was a game of competitive gambling. In it, some were smart and some were not so smart, and the players changed sides so often that it was a picture of financial chaos or bedlam. As I had some experience in molecular chaos as a physicist studying statistical mechanics, the analogies were very clear to me indeed.”11 

			Osborne published his view of markets the same year as statistics professor Harry Roberts of the University of Chicago published similar views. The random walk school of finance became a scholarly sensation. In February 1963, Fortune magazine brought the school of thought to the public with a brief article titled “A Random Walk in Wall Street” featuring Oskar Morgenstern’s and Clive Granger’s contributions. Malkiel published his book, A Random Walk Down Wall Street, in 1973. The EMH finally bore practical fruit when Jack Bogle launched the Vanguard index fund in 1976. 

			Harry Markowitz, Merton Miller and William Sharpe shared the 1990 Nobel Prize in economics, prompting a University of Rochester professor to write that the choice “finally acknowledges that the field of financial economics is a genuine science, in the same league with physics and mathematics.”12  Financial economists no longer needed to envy physics.

			Dissenters, defectors, and insurgents surfaced soon after the EMH became popular with academics. In their 1970 book Predictability of Stock Prices, Clive Granger and Oskar Morgenstern wrote, “The random walk hypothesis does not say that price changes are unpredictable: it says they are not predictable using (linear) combinations of previous price changes. It is conceivable that one could introduce other variables which did have some predictive values.”13 

			Critics of the EMH, especially those of the behavioral school, claim that it is built on the irrational assumption that all investors are rational. But the random walkers never made that assumption. They believed that a small group of expert investors would use arbitrage to bring the market back to its intrinsic  value (NPV) when the irrational majority sailed too far off course. So the market as a whole would get the right prices, even if individuals got it wrong.

			The most devastating attacks on the EMH came from what became known as behavioral finance. Robert Shiller found that stock prices are much more volatile than the dividends. At a conference in 1984, Shiller declared that the leap in logic from the observation that stock prices are hard to predict to the idea that existing prices must be correct is a remarkable error in economic thought. “It is remarkable in the immediacy of its logical error and the sweep and implications of its conclusion.”14 Other skeptics piled on with a continual stream of anomalies: Many investors demonstrate irrationality by buying when the market is high and selling when it crashes; stocks with low price-to-earnings ratios tend to have higher future returns than those with high ratios; stocks of small companies outperform those of large ones; stocks rose in January more than any other months; value stocks outperform growth stocks; momentum causes stocks that are doing well to continue to do well (the trend is your friend); the CAPM failed to predict stock market returns; and more. 

			Fama, along with colleague Kenneth French, made concessions to the volleys of anomalies by amending the EMH. To beta in the CAPM model, they added variables for the size of companies and their valuations, explaining that smaller and undervalued companies are riskier. This maintained the fiction that investors can earn better returns than a market index only by taking greater risks. 

			Bull Wrestling—What is Wrong With EMH?

			A Logical Leap 

			Few would argue with the basic principle of the EMH: Stock market prices are hard to predict using only past market prices. Most investment professionals don’t beat the return produced by a market index such as the S&P 500, and few people can profit from news because the market digests it too quickly. 

			Warren Buffett got to the heart of the problem with the EMH at a 1984 conference at the Columbia Business School held to honor the fiftieth anniversary of Benjamin Graham’s Security Analysis. Finance professor Michael Jensen, a defender of EMH, told the audience that investors such as Buffett who beat the market were just lucky. The EMH did not assert that no one could get lucky; only that they couldn’t get lucky consistently. “If I survey a field of untalented analysts, all of whom are doing nothing but flipping coins,” Jensen said, “I expect to see some who have tossed two heads in a row and even some who have tossed ten heads in a row.”15  In other words, clusters of success can happen in randomly generated events, as statisticians know. 

			Buffett spoke next and presented his own analogy. A whole nation would participate in coin flipping with everyone staking a dollar on the first flip. After 200 rounds of flipping, 215 millionaires would emerge. Professors of the EMH would retort that coin-flipping orangutans would have achieved the same result. However, Buffett added this:

			“If you found that forty came from a particular zoo in Omaha, you could be pretty sure you were on to something. So you would probably go out and ask the zookeeper about what he’s feeding them, whether they had special exercises, what books they read . . .  I think you will find that a disproportionate number of successful coin flippers in the investment world came from a very small village that could be called Graham-and-Doddsville.”16 

			Research shows that most mutual funds fail to beat the market after deducting for expenses. But it is a leap in logic to claim that those who beat the market are just lucky. In fact, Buffett was the typical “rational” investor that the EMH required. Jensen was wrong to say that the EMH required winners to be lucky. The EMH said that the process of incorporating news and bringing the market back to its fundamental value required rational investors to use arbitrage to correct the pricing errors of irrational investors.

			Fox summarized Jensen’s perspective on the EMH: “‘It was the market as a whole that got things right, not its individual participants.’ Markets get it right if individuals don’t. Professional investors arbitrage away profit opportunities very quickly. ‘In a democracy, an irrational majority could dominate. In a free financial market, even a tiny rational minority would invariably prevail.’”17 

			In addition, Buffett, like Graham, never tried to forecast stock market prices. He beat the market by ignoring it and focusing on company fundamentals. Investors such as Buffett made money from bad investors. When a company issues new stock, both the buyers and the seller benefit. But the buying and selling of existing shares is a zero sum game: Someone has to lose, as happens in a poker game. Or like the old joke about two hunters who confront an angry bear. One yells, “Run!” The other protests that they can’t outrun the bear, to which the first replies, “I don’t have to outrun the bear. I only have to outrun you!” Buffett outran the average investor, whom the market bear ate. 

			Assuming the Normal Curve When Data Fits a Power Curve

			Another error with modern finance, not just the EMH, is the use of the normal curve. The normal curve fits random natural events well, but the great mathematician Benoit Mandelbrot demonstrated that price changes in financial markets did not follow a Gaussian distribution but rather power laws. Unless an investor is a statistician, the distinction will mean little, but in finance it can mean a great deal. Financial analysts use the normal distribution to determine the probabilities of changes in returns and, therefore, risk. Large deviations from the mean are very rare. That is why the stock market crash in 1987 should have occurred only once in several billion years. But with a power distribution, events like the crash or the decline in housing prices in the latest recession are far more common. Had analysts been able to use power law distributions, they would have been better prepared for such crises. 

			Financial analysts did not choose the normal distribution because it fit reality but because it was easier to incorporate into math models of finance. Using math was more important than reality. Nevertheless, analysts should have heeded Einstein’s warning that “As far as the laws of mathematics refer to reality, they are not certain; as far as they are certain, they do not refer to reality.”

			A related fatal flaw to the method is the assumption that statistics can predict individual events, or cases. As Ludwig von Mises pointed out in Human Action, statistical probabilities hold true only for large numbers of events; the larger the number, the more likely the probabilities hold true.18 For example, it’s obvious that the probability of flipping a coin and getting heads is 50-50, because logically there are just two options. But if a person flips a coin only ten times, he is likely to get more heads or tails than just five, as probability would predict. It wouldn’t be unusual for all ten flips to turn up heads. The only way that a flipper will experience the 50-50 probabilities is to flip the coin enough times, say, 100. As the number of flips increases, the frequency of flips converges to the logical expectation of 50-50 

			Some behavioral economists commit this fallacy in an experiment which, they claim, shows the irrational fear of loss that grips the typical investor. The economist asks people which of two outcomes they would prefer: 1) to receive a certain sum of money, say $40, or 2) to take their chances with a flip of a coin in which they would receive $100 if the coin turns up heads and $0 if it’s tails. According to the economist conducting the experiment, the expected value of the coin toss is $50 (the average of $100 and $0). Most people choose the certain $40, prompting the economist to charge them with irrational fear. But the economist committed the fallacy, because the expected value is $50 only after a reasonable number of coin tosses, say, 100. The expected value of a single coin toss would be either $100 or $0. 

			All statistics can tell us is that if we experience similar events a large number of times, the probabilities will become reality. That is what Mises called “class” probabilities. Early writers of insurance policies used classes of events to help them spread the risks of sailing across the Atlantic to the New World. The events were similar: ships sailing across the ocean. The dangers were random: storms sank ships. No ship insurer could predict what would happen to any particular ship, or case, but over hundreds of ships, they could expect a certain number to sink in storms based on historical frequencies. That is the proper use of statistics. 

			Trying to predict stock prices tomorrow based on class frequencies violates this principle of probabilities. Class probabilities tell us nothing about individual cases. It may be a historical fact that on average forty-seven tornadoes appear in the spring in Oklahoma every year.  That tells us nothing about what will happen this spring. If someone predicted forty-seven tornadoes this spring and Oklahoma experienced forty-seven tornadoes, that would be pure luck. It’s just as likely that the number will be five or fifty-five, which is fortunate for the storm chasers. Here’s a tip if you happen to get stuck in Oklahoma during tornado season (spring and summer): It’s hard to predict where tornadoes will appear, but once on the ground, their path is predicable. They tend to travel east and northeast. 

			Assuming Human Events Are Random Like Natural Events 

			Not only is applying probability to stock prices a misuse of statistics, but it works only for random events, and human action is not random. As mentioned earlier, in regard to Bachelier’s technique for predicting the Paris stock market, Bachelier’s greatest mistake was assuming that human action is similar to natural events. Insurance companies can use statistical techniques because they model random, natural events. But human action is not random; it has purpose behind it.19 It’s difficult to imagine a twister in Oklahoma having a purpose other than mass destruction and providing jobs for storm chasers. Humans act because they have a need to improve their situation in some way, however small. Based on the extent of their knowledge, they choose particular means to achieve those goals and will not do something they know will thwart their purpose. That is the correct definition of rational. Most of those who write about the irrationality of investors really mean ignorance. 

			That does not mean that people will always choose wise goals or be correct in the means chosen, because they may not have the knowledge necessary to choose what is best. Those who acknowledge their lack of skill and knowledge will try to overcome it by following experts, which is a reasonable use of the principle of the division of labor. Most people don’t have the time or ability to become experts in all fields of knowledge, so they tend to focus on their personal “comparative advantage” (doing what they do best) and rely on the opinions of experts in other fields, or they use rules of thumb passed down through generations because they have worked reasonably well in the past. These methods may lead to herd behavior, bias, overconfidence, hysteria, and Obamacare.

			Financial experts will say that people are irrational when they follow experts or rules of thumb, but what they mean is that people aren’t doing what their math models predicted they would do. Keep in mind that in building their models they assumed that people act randomly, that is, as electrons and thunderstorms behave. But since people don’t act that way, the models (and their creators) are irrational, not the people. 

			However, people can act irrationally in the popular sense of the word in one respect: They become victims of chemical reactions in their brains, rather than following reason. For example, Doug French, former president of the Mises Institute and current editor at Laissez-Faire Books, wrote about the effect of the act of investing on the production of dopamine in the brain. Citing the book Your Money and Your Brain by Jason Sweig, he wrote “When Parkinson’s patients are given drugs to allow their brains to be more receptive to dopamine, they have the insatiable urge to gamble. When these drugs are stopped, the gambling stops immediately.” Unfortunately for investors, unexpected windfalls in the market also trigger the release of dopamine. Just as drug addicts crave ever-larger fixes to achieve the same satisfaction, some investors “have a hankering for fast-rising stocks with ‘positive moment’ or ‘accelerating earnings growth.’”20 Only one-thousandths of one percent of the brain’s cells produce dopamine, but they wield enormous power over investing decisions. 

			Investors Are Rewarded for Taking Risks

			Another fallacy at the heart of mainstream finance is that investors can earn greater profits only by taking greater risks. This idea originated in the medieval world alongside the one that a person can gain wealth only at the expense of others. It was used in the Middle Ages to justify charging interest on loans at a time when the Church had banned the practice for centuries. The idea is as false as it is old, but many medieval principles rule the modern world in spite of advances in science. At least we don’t toss the contents of chamber pots out second story windows any more, not in Oklahoma anyway, unless a tornado does the tossing. Mises said it best in Human Action:

			A popular fallacy considers entrepreneurial profit a reward for risk taking. It looks upon the entrepreneur as a gambler who invests in a lottery after having weighed the favorable chances of winning a prize against the unfavorable chances of losing his stake. This opinion manifests itself most clearly in the description of stock-exchange transactions as a sort of gambling . . .  The owner of capital does not choose between more risky, less risky, and safe investments. He is forced, by the very operation of the market economy, to invest his funds in such a way as to supply the most urgent needs of the consumers to the best possible extent.

			For the capitalist there is no means of evading the law of the market that makes it imperative for the investor to comply with the wishes of the consumers and to produce all that can be produced under the given state of capital supply, technological knowledge, and the valuations of the consumers. A capitalist never chooses that investment in which, according to his understanding of the future, the danger of losing his input is smallest. He chooses that investment in which he expects to make the highest possible profit.21 

			Successful investors do not outperform the market by taking greater risks. Even assuming the definition of risk as volatility in prices that mainstream finance uses, greater profits should be offset by greater losses so that investors should earn no excess profits above the index rate for taking greater risks. The small numbers of investors who consistently earn above market returns do so because they have better foresight than other investors.

			Assuming Objective Values

			One of the biggest mistakes of modern finance was assuming that a correct, fundamental, or intrinsic value exists for stocks. Classical economists made the error of assuming that most things had intrinsic value, usually based on the cost of labor, but the marginal or subjective revolution in the 1870s cured the best economists. From that time on, all value and costs were subjective and valued at the margin. Valuing the returns of a stock by NPV is an interesting exercise, but to do it, the investor needs to forecast revenues and interest rates, both of which are very difficult. But that works only if investors’ discount rates don’t change. And, as the president of the American Finance Association, John Cochrane, wrote, investor discount rates can change radically and quickly: “Discount rates vary a lot more than we thought. Most of the puzzles and anomalies that we face amount to discount-rate variation we do not understand. Our theoretical controversies are about how discount rates are formed.”22

			Assuming Risk Is Price Volatility

			To complete this overly simple survey of conventional investment wisdom, we need to understand what finance experts mean by risk. We used to think of risk as uncertainty, that is, the future is risky because it is uncertain. Today, financial theory has a very technical definition of risk that refers strictly to the volatility of the price or returns of an investment. Everyone knows that the stock market prices are volatile; they swing wildly, sometimes producing very large gains and other times very large losses, often in a short period of time. Such volatility can be quantified using statistics, placed in equations and predicted to some degree. But risk has been divorced from uncertainty. 

			For example, in the capital asset pricing model (CAPM), investors can determine the risk of a stock by calculating its beta, or the change in its price relative to changes in an index such as the S&P 500. A beta of two tells you that a one percent change in the S&P 500 will often cause a two percent change in the price of your stock. Betas greater than one indicate a risky stock and less than one a safer stock. 

			Economist Roger Garrison described the effect of this concept of risk in a review of the book Alchemists of Loss. He wrote, “Modern financial theory became operational during the 1960s in the form of the capital asset pricing model (CAPM) and allowed for significant leveraging in the 1970s after Fischer Black and Myron Scholes extended the approach to the pricing of options. Still later developments in information technology and the strategic placement of computer hardware gave rise to flash trading, putting the CAPM-based trading strategies on steroids.”23

			Other models use only the standard deviation of the price changes of a stock to determine risk. Higher standard deviations indicate a riskier investment. More sophisticated measures of risk and performance, such as the Sharpe ratio, have been developed, but the heart is still the definition of risk as the volatility of returns or asset prices compared to a benchmark, usually the S&P 500 index. 

			Benjamin Graham, one of the greatest investment advisors of all time and mentor to Warren Buffett, identified the problem with the new definition of risk early on:

			So far I have been talking about the virtues of the value approach as if I had never heard of such new discoveries as “the random walk,” “the efficient portfolios,” the Beta coefficient, and others such. I have heard about them, and I want to talk first for a moment about Beta. This is a more or less useful measure of past price fluctuations of common stocks. What bothers me is that authorities now equate the Beta idea with the concept of “risk.” Price variability yes; risk no. Real investment risk is measured not by the percent that a stock may decline in price in relation to the general market in a given period, but by the danger of a loss of quality and earning power through economic changes or deterioration in management . . .  The idea of measuring investment risks by price fluctuations is repugnant to me, for the very reason that it confuses what the stock market says with what actually happens to the owners’ stake in the business . . . 24

			Garrison wrote that the CAPM model had its benefits, but its costs, as well:

			. . . trading on the basis of a comprehensive assessment of alternative investment portfolios allows the risks that are inherent in a market economy to be borne by those who are most willing to bear them. A risk/rate-of-return assessment more generally can help tailor an investment portfolio to an individual’s risk preferences. The problem, as Dowd and Hutchinson point out, is that the risks that the CAPM takes into account do not include systemic risks. The risk metric that was widely adopted in the 1990s, called “value at risk” (VaR), quantifies the riskiness of a particular portfolio—on the assumption that the market as a whole is stable. With this metric, you may assure yourself, for example, that you have a 95 percent chance that this portfolio will suffer no greater one-day loss than the calculated VaR (Dowd Hutchinson 2010, 113). But what if the market as a whole is not stable? And what if the use of the CAPM, the reliance on VaR, and the proliferation of derivatives serves to leverage both short-run profits and the market’s instability?25

			In other words, financial experts tried to banish uncertainty by using statistics such as standard deviation, beta, and Sharpe ratios, but uncertainty hung around like a hungry wolf in the form of systemic risks, market instability, or just plain ignorance. 

			Now let’s look at risk from a different perspective, that of an entrepreneur. According to Dr. Thomas Stanley, famous for his book The Millionaire Next Door, around 85 percent of the wealthiest Americans earned their wealth by growing a business over thirty years, not by investing wisely. Around 3 percent inherited their wealth and the other 12 percent got it by winning a lottery, becoming a pro athlete, rock star, or CEO. Very few people have become rich from the returns in investing. Many have grown rich by charging others for managing their wealth—growing a business, in other words—but not from investing in stocks and bonds. 

			The return on investment for small businesses can easily exceed that of the stock market, yet those who invest in their own businesses violate all of the conventional rules of investing. They have no diversification whatsoever! Investing in your own small business would be like putting all of your savings in a single stock, say McDonald’s. Most investment advisors would have a heart attack if a client wanted to do that. Most small business owners don’t diversify their profits; they reinvest in their own businesses. 

			Of course, less than 10 percent of small business owners become millionaires, but is the difference between success and failure in business purely random, or does it have more to do with knowledge and skill? Obviously, luck plays some role, but for the most part, businessmen and academic experts place the greater importance on the knowledge and skill of the owner/managers. The more they understand about their industry and customers, the more they can reduce uncertainty and ensure success. Entrepreneurs succeed while violating conventional investment wisdom by using inside knowledge of their businesses. 

			A simple analogy might clarify the different concepts of risk. Imagine that you have to drive across a creek. Because you’re a stranger to the area, all you know about the creek is that it can be completely dry or a flash flood can make it can run fast and be fifteen feet deep. If you assume that the changes in the depth of the creek are random, crossing the creek is risky because the variation in depth (the volatility) is high. 

			Now let’s be a little more realistic. You check with the locals and find out that the creek is dry most of the year. It flows several inches deep in the spring and occasionally flash floods when a major thunderstorm hits. Does abandoning the assumption of randomness for the new information reduce the risk of crossing the creek? Of course it does. Now you know not to worry about the creek most of the year but to pay close attention to the weather in the spring when a thunderstorm approaches. In a similar way, knowledge about business cycles can reduce the risk of wading into the river of equity investing. The volatility of the water level hasn’t changed at all. Your knowledge of local weather patterns has improved so that changes are no longer random.

			Now let’s switch to an analogy with a longer time span and less randomness in it. Suppose we sell snow shovels in the winter and gardening shovels in the summer. Would it make sense to stock gardening shovels in the winter, just in case spring randomly breaks out, and snow shovels in the summer, in case a random snow storm occurs? Not likely. 

			So how can we apply this to investing? The short run is like the occurrence of rainy days. Volatility in stock prices in the short run is pretty much random. We can’t put all of our money into just one stock or even just one sector. We need to be diversified.

			But over the longer run, in which we have reasonable knowledge of the timing of events, such as the onset of spring and winter, we don’t need to diversify. We can stock up on garden shovels in the spring without fear of needing to include snow shovels in our inventory. With stocks, we know that we can safely invest in the stock market during an expansion without fear of a random collapse. When the cycle reaches its peak, as with the approach of autumn, we can abandon our equity (garden shovels) and increase our inventory of cash (snow shovels). 

			Take another example—American football. If you lined up the teams of the National Football League then randomly selected winners in the regular season and the playoffs, the results would be very similar to what we see every year throughout the season. Does that mean that coaching, blocking, tackling, passing, catching, motivation, strategy, cheerleaders, etc., doesn’t matter? It’s all random? 

			Few people would agree. But if it’s not random, does that mean an expert with a good model can accurately forecast the winners of every game? Not likely. While experts can’t predict with precision the outcome of games and seasons, those who know football ought to be able to do better than a random draw. And those who know football better should be able to pick more winners than those who know little about it. 

			Which games are the easiest to predict? Clearly, those will be the games in which knowledgeable fans see one team as much better than the other. Better in what way? Better at the fundamentals such as coaching, blocking, tackling, passing, catching, motivation, and strategy. However, when two teams are evenly matched in fundamentals, intangibles such as the quality of the team’s cheerleaders (lady luck) or penalties may determine the outcome of games. 

			How does this apply to investing in the stock market? Like American football, the market is not a random process; fundamentals drive the long run but neither is it easily predictable. We can predict patterns of behavior based on the fundamentals in the same way that a sports expert can predict winning teams based on how they compare at the fundamentals. The better you know the fundamentals, the better you will be able to predict the outcomes of games. But some teams are too similar for even experts to predict the outcome of games between them. Those who say the market follows a random walk because we can’t predict it perfectly from week to week are just as wrong as anyone who says the outcomes of American football are random events. 

			Ignoring Systemic Risks

			What do we mean by systemic risk? Most of the time tools like the CAPM worked well. In normal times, portfolio managers pick a basket of assets in which the individual assets are uncorrelated with each other in price or returns and shrink the volatility of the portfolio. A perfect portfolio of two stocks would include stocks for which the prices moved in opposite directions so that when the price of one increased, the price of the other declined by the same percentage, say 20 percent. Technically, statisticians would consider such a correlation to be high, though negative. If the portfolio manager added the percentage changes together, the result would be a portfolio variation of zero, so risk would be zero. 

			Dowd and Hutchinson in Alchemists of Loss use the example of a man selling sunglasses at the beach.26 On sunny days, he sells lots of sunglasses, but on rainy days, he sells none. So he diversifies into umbrellas. On sunny days he sells sunglasses and no umbrellas, but on rainy days he sells umbrellas and no sunglasses. The appearance of sunny and rainy days is random, but the sales are uncorrelated (or negatively correlated) with each other.

			Of course, if the two asset prices merely oscillated around a constant mean, returns would be zero, too. Returns would be positive if the prices oscillated around a rising trend, which is generally true. In that case, the investor could ignore price variations and sleep well knowing his portfolio would earn a decent return regardless of how the prices of the two assets move. 

			Markets behave themselves most of the time. Normal markets produce low levels of volatility, steady price relationships, a range of assets with low or negative correlations between their prices, and cheap credit easily available. Once in a while, though, it all falls apart. Suddenly, the low correlations between prices disappear and all prices move together, usually down. Volatility balloons. Credit and liquidity evaporate. Losses pile up. Like a crowded theater when fire erupts, everyone sprints for the exits at the same time. That is systematic risk. Nassim Taleb calls such events black swans, but they are much more common. We’ll see later that these periods happen just before and during recessions.

			Conventional portfolio managers use portfolio theory to reduce risks for investors, often choosing a 70/30 or 60/40 split between stocks and bonds because their prices generally move in opposite directions. Others include similar assets from other countries whose economies are not correlated. Ray Dalio, founder of the world’s largest hedge fund, Bridgewater Associates, uses a more sophisticated version. Dalio argues that since bonds aren’t as volatile as stocks (their percentages price changes aren’t as large), bond gains won’t offset stock market losses. So Dalio borrows money to buy more bonds. The borrowed money increases the gains from rising bond prices that match the losses in the stock market. Of course, losses in bonds are also larger when the stock market gains, but large institutional investors don’t care as much about that as they do the fact that such portfolios have very low levels of risk as defined by the volatility of the portfolio returns.

			Forgetting about systemic risks would cause severe problems in the decades following the birth of EMH. The crisis of Long-Term Capital Management (LTCM) in 1998 highlights some of the weaknesses of modern risk modeling methods. Created in 1994 by the former vice chairman and head of bond trading at Salomon Brothers, LTCM featured two Nobel Prize winning economists on the board of directors—Myron Scholes and Robert C. Merton. Scholes and Merton shared the 1997 Nobel Memorial Prize in Economic Sciences for the method they invented to determine the value of derivatives called options. The fund produced average returns of 40 percent after expenses to investors during its first four years of operation using the sophisticated models of modern financial risk management. 

			However, the Russian financial crisis caused the Russian government to default in 1998 on bonds that LTCM held. Within four months, LTCM lost $4.6 billion. Federal Reserve Chairman Alan Greenspan persuaded nine large investment banks to rescue LTCM out of fear that the company’s failure would ignite a financial crisis that could lead to a recession. 

			The market operates normally more often than not, so firms that use modern financial models do very well in normal times. But the models don’t take into account dysfunctional markets, such as defaults by governments, whether Russian, Greek, or Icelandic. The financial models didn’t fail; they didn’t take into account uncertainty or what Garrison and others call systemic risk. Part of the reason for the failure to consider systemic risk lies with mainstream economic theories of business cycles; they are random events and therefore cannot be modeled. The recent crisis and the LTCM story demonstrate that such myopia will cause investors to lose more than their gains and much of their principal as well.  

			The mathematical rigor and sophistication of conventional investment advice impresses and intimidates most investors. However, ignoring systemic risk isn’t the only problem with the modern financial definition of risk. Another problem is that it sees losses as symmetric with gains: a 50 percent gain offsets a 50 percent loss, resulting in an average gain of 0 percent. 

			An investor who had followed modern financial advice to the letter would have suffered massive losses in the stock market declines of 2000 and 2008. Advisors tried to comfort investors with the magic of diversification across assets and over time. The gains from bonds or real estate in their portfolios would mitigate the stock market losses in the short run. Also, advisors encouraged investors to take the long view and realize that they would regain those losses sometime in the future. Money managers can offer such advice because, outside of hedge funds, managers are graded by how their investments perform relative to an index such as the S&P 500.  However, it doesn’t really matter to most investors that their portfolio beat the S&P 500 by a couple of points when the whole index plummeted 50 percent.

			What advisors don’t tell their clients is that compounding interest works both ways; it compounds losses as well as gains. For example, if the stock market falls 50 percent in a year, a 50 percent rise the next year doesn’t wipe out the losses. The stock market must climb 100 percent  to wipe out losses of 50 percent. The explanation for this paradox lies in a changing base—the time value of money and opportunity costs. The time value of money means that your savings should earn a decent return over time. Opportunity cost is the value of the next best thing you could have done with your money.

			Had you not been invested in the stock market when it declined 50 percent and instead had invested in treasuries, you could have earned a return of, say, 5 percent. So if the market falls 50 percent in one year, you have lost the actual 50 percent, plus the 5 percent you could have gained in another investment (the opportunity cost), for a total loss of 55 percent. 

			Also keep in mind that the base has changed: a loss of 50 percent cuts the base in half. For example, a 50 percent decline will reduce a $10,000 investment to $5,000. Then a 50 percent rise in the stock market will return the investment to only $7,500. You will need a 100 percent  increase to return the $5,000 to its original $10,000 level! 

			 Now if the stock market takes five years to return to previous highs, your retirement portfolio has been treading water for five years. You have given up the opportunity to earn the time value of money. In order for the market to regain your losses and make up for lost time, it would have to achieve extraordinary gains in a few years. 

			Absolute Value—A Better Measure of Risk

			Hedge fund managers figured out decades ago that if you don’t lose money, you don’t have to earn fantastic returns to do well. Look at the following table. It shows the annual returns for the S&P 500 and the Van Global Hedge Fund Index for the years 1988 through 2001.27  The second and third columns provide the percentage returns. After more than a decade, the average percentage returns were just 2 percent apart. The last two columns are my data and show the absolute returns based on investing $1,000 at the beginning of the period in each index, reinvesting profits but adding nothing else. Hedge funds ended the period with almost 50 percent more money. Why the difference?
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			Hedge funds didn’t lose money during the years in which the S&P 500 had negative returns. I’ll discuss hedge fund techniques later. The important point to keep in mind now is this: Don’t lose money! If you followed conventional wisdom on investing (you bought and held stocks throughout the period), you would have lost significant amounts of your gains in 1990, 2000, and 2001. The great returns from the S&P 500 in the following years did not regain these losses. 

			Below on table 2 are newer data from the Dow Jones Credit Suisse Core Hedge Fund Index.28 The table shows the net asset value (NAV) of the hedge funds and the closing value of the S&P 500 at the end of each quarter beginning in 2006. Next to those columns is a column showing the percent change in the index. Finally, a column shows the return on an investment of $1,000 in each. 
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			Again, the difference in performance between the hedge funds and the S&P 500 in annual average returns is small. Hedge funds returned on average 1.4 percent each year while the S&P 500 managed a meager 0.4 percent. But the hedge funds increased the $1,000 investment by $381 for a 38.1 percent return over six years while the S&P 500 lost $18, or -1.8 percent. Behavioral finance often ridicules investors for having an asymmetric fear of losses, but as the previous examples illustrate, they have good reasons for doing so.

			Picadors, or Economists Behaving Badly

			Behavioral financial economists such as Robert Shiller wounded the EMH much as the picadors wound a bull in Spain before the matador goes to work. This has attracted many opponents of EMH to behavioral economics, but the school has its own problems. One is that it clings to the notion of a correct or intrinsic value for markets based on NPV, as do those who venerate the EMH. But as mentioned, sound economics (marginal and subjective) has shown that objective value in the market does not exist. 

			Another error has been the exhuming of Keynes’ long-dead attitude toward the stock market. Keynes believed investors were driven by “animal spirits” and that investors in the stock market were irrational. Keynes sometimes compared the stock market to a casino and stock analysis to a type of beauty contest: 

			 . . . those newspaper competitions in which the competitors have to pick out the six prettiest faces from a hundred photographs, the prize being awarded to the competitor whose choice most nearly corresponds to the average preference of the competitors as a whole . . .  each competitor has to pick, not those faces which he himself finds prettiest, but those which he thinks likeliest to catch the fancy of the other competitors . . . we devote our intelligence to anticipating what average opinion expects the average opinion to be.29  

			Some investors will object that Keynes must have been right, because many experts today claim that Keynes was the greatest investor of the twentieth century. But Keynes’ reputation is mostly legend:

			There has been one quantitative study of Keynes’ performance, based on the King’s College archives, but this was limited in scope and somewhat overstated his achievements, according to a new research paper by professors David Chambers (of Judge Business School) and Elroy Dimson (of London Business School). The annualised outperformance, or alpha, achieved by the King’s College endowments, on their calculations, was not 14 percent, as previously estimated, but 8 percent—still a remarkable achievement in a 22-year period (1924–1946) that was one of the most turbulent of the 20th century. It was only at the end of the 1920s, at the height of the stock market boom, that the funds seriously lagged the UK market in relative performance. 

			Keynes himself lost a lot of money in the 1929 crash, which he failed to anticipate . . .  Except during the Second World War, the majority of the holdings were drawn from outside the largest 100 stocks. Around 80 percent were drawn from just two of the 10 sectors of the market, mining and industrials.30

			The truth is that Keynes earned his fame using inside information. After failing in currency and stock speculation for decades, Keynes found a certain path to success in advising the governments of the UK and US to abandon the gold standard while at the same time investing in the stocks of gold mining companies. Keynes understood finance well enough to know that inflationary policies, such as those he advocated, would cause the price of gold to rise enormously. Robert Wenzel puts it bluntly:

			Bottom line, as far as I’m concerned, Keynes was a terrible investor, as shown by his pre-gold mining stock losses. The only time he made real money in the markets was when he traded on inside information about FDR’s plan to drive the gold price up, and loaded up on gold mining stocks . . .  The man who called gold a “barbarous relic” in his 1924 book, Monetary Reform, had 66% of his portfolio in gold mining stocks in the 1930s.31

			Behavioral finance (BF) sees investors as slaves of their emotions, fashion, fads, social influences, biases, and rules of thumb. Economist George Bragues, head of the business program at the University of Guelph-Humber in Toronto summarized the BF philosophy this way: 

			Describing BF’s position as one in which the human mind is said to be, “the servant of sub-rational forces” is no exaggeration. BF proponents often refer to the impact of cognitive biases as “systematic” rather than episodic or occasional . . .  The sheer number of biases and empirical deviations from the EMH put forward by BF advocates also suggest they view the influence of the irrational as being pervasive.32 

			The investor should keep in mind the BF concept of irrationality, because it is not the same as the commonly used definition. They mean deviations from the NPV of an asset. Ignoring the fact that picking a discount rate and forecasting revenue for the NPV calculations involve a great deal of subjectivity, BF assumes that NPV is the correct, intrinsic value of an asset. Therefore, any deviations from NPV are irrational. Bragues lists the causes of “irrational” behavior of investors: 

			BF scholars conclude that investors, particularly male, overestimate their investment abilities (the overconfidence bias); they lag in updating their beliefs to new evidence (the conservatism bias); filter information that corroborates their existing beliefs (the confirmatory bias); surmise that runs within a series of events must soon reverse (gambler’s fallacy); deduce that a repeated occurrence of events portends a larger trend (clustering illusion); and overly rely on easily accessible memories or ideas in rendering probability judgments (the availability bias). So too, BF observes that investors are more sensitive to losses than to gains of the same amount of money, overweight small probabilities and underweight large ones, and change their decisions about the same probability scenarios when these are framed differently.33

			Bragues demonstrates that the prices of stocks closely follow dividends much of the time, which causes a problem for BF. How does BF explain such consistency? Bragues hears only crickets in response. The answer lies in the fact that investor taste for risk changes with changing circumstances. During good times with low interest rates, investors will take on more risk and are more optimistic. But investors lose money with the onset of recessions and become risk averse. In technical language, the discount rates of individual investors and their forecasts of revenue streams from assets change with changing circumstances, resulting in shifting NPVs. Investors don’t suddenly go crazy. They respond to business conditions and Fed-induced changes in the money supply.

			The great Austrian economist Ludwig Lachmann best describes the way the stock market works. Lachmann taught that expectations play a vital role in coordinating the decisions of entrepreneurs in the market process. Spot prices communicate important information, but they convey only information about the past. For markets to function well, they need to communicate expectations about the future. They do that partly through the futures markets, including options and other derivatives, but primarily through the stock market:

			The Stock Exchange, on the other hand, offers an instance of trading in “continuous futures.” If I buy a share I buy not merely this year’s dividend and next year’s dividend but, in principle, an infinite and continuous series of dividends, a “yield stream.” In buying it I thus express explicitly a series of expectations about dividends, and implicitly an expectation about the future yield from other assets I might have bought instead... If the directors of a company announce a bold expansion programme, the effect of their announcement on the price of their shares tells them whether or not the market agrees with their expectations: If price falls it means that the market takes a less optimistic view of the company’s prospects, and such a price fall will convey a warning signal to the directors that they must walk warily. The Stock Exchange is a market in “continuous futures.” It has therefore always been regarded by economists as the central market of the economic system and a most valuable economic barometer, a market, that is, which in its relative valuation of the various yield streams reflects, in a suitably “objectified” form, the articulate expectations of all those who wish to express them.34

			Summary

			We can summarize the history of mainstream economic and financial theory in the twentieth century as the long march to force the disciplines into the mode of the science of physics in order to make them more “scientific.” The main thrust of that effort was to hammer all concepts into math equations. Many great economists, including Pigou, Keynes, Mises, and Hayek, warned of the dangers, but the young economists led by Paul Samuelson were convinced of the virtues of their crusade. 

			The last windmill to succumb to the assault of the mathematicians in financial theory was that of risk and uncertainty. In order to subdue them, theorists invented a narrow definition of risk that limited it to the volatility of returns. Mathematicians could do nothing with uncertainty based on ignorance, but they knew what to do with volatility. They could measure it and transform it into the standard deviation of the normal distribution. Thus transfigured, it would behave according to the principles of probability and statistics. Ignorance was banished and in its place appeared a form of certainty. Most professionals forgot about uncertainty based on ignorance about the future. 

			Next, financial experts convinced themselves that they could reliably predict the future earnings of companies and discern future interest rates. Benjamin Graham tried to warn them that they were only indulging their fantasies because no one can predict the future with any accuracy, but few listened. Eventually, the master of investing was forced to teach the modern techniques to student, but he always warned them of the disasters that playing with the strange fire would cause. The latest financial crisis proved the old man right. 

			Why would a stock be more risky simply because its price changed more than other stocks over time? If you assume that market prices follow a random walk, the answer is that volatile stocks are risky because we can’t know why, when, or how the prices will change, so we have to accept the price declines along with the price rises. Randomness makes volatility risky. If we could predict when volatile stocks would rise and decline, we could know when to hold them and when to fold. We would hold them when they rose; sell them before they fell and earn higher returns than the market, thereby violating the efficient market hypothesis. 

			The idea that stock prices follow a random walk isn’t completely without merit. No one can predict the day-to-day movement of prices with any accuracy. But as the aggregation level increases, stock prices behave more rationally. Average quarterly prices are easier to predict than average monthly prices. Annual averages are easier to predict, because the random short-run changes get smoothed out and stock prices follow economic fundamentals more closely. 

			Logically, that makes sense because the value of stocks should reflect the profits of the companies that issued them, at least in the long run. Other factors are important, such as the risk tolerance of investors and the money supply, as we shall see, but profits should be in the driver’s seat if stocks reflect real ownership of companies. 

			Taking the Bull by the Horns—The Business Cycle Connection

			Events weren’t kind to the EMH. The stock market collapsed in 1987, 2000, and 2008, while the failure in 1998 of the hedge fund Long Term Capital Management threatened to incinerate the financial markets. The fund’s crash confirmed the famous quote by Keynes: “Markets can remain irrational longer than you can remain solvent.” Skeptics wondered how the market could change so suddenly and dramatically if the prices immediately before the change had been correct.  

			Fama and others remained faithful to the EMH, insisting that those events met the criteria of the EMH because the market quickly incorporated new information. The markets collapsed because the news was unexpected (random) and was all bad. No one could have predicted the bad information to come because it is part of the business cycle, and mainstream economics asserts that collapses in aggregate demand are random events.  A 2010 interview with Fama in the New Yorker drove home the link between finance and economic theory, in which Fama insisted that the recession came first and caused the financial crisis:

			So what is your explanation of what happened?

			What happened is we went through a big recession, people couldn’t make their mortgage payments, and, of course, the ones with the riskiest mortgages were the most likely not to be able to do it. As a consequence, we had a so-called credit crisis. It wasn’t really a credit crisis. It was an economic crisis.

			But surely the start of the credit crisis predated the recession?

			I don’t think so. How could it? People don’t walk away from their homes unless they can’t make the payments. That’s an indication that we are in a recession.

			So you are saying the recession predated August 2007, when the subprime bond market froze up?

			Yeah. It had to, to be showing up among people who had mortgages. Nobody who’s doing mortgage research—we have lots of them here—disagrees with that.

			So what caused the recession if it wasn’t the financial crisis?

			(Laughs) That’s where economics has always broken down. We don’t know what causes recessions. Now, I’m not a macroeconomist, so I don’t feel bad about that. (Laughs again.) We’ve never known. Debates go on to this day about what caused the Great Depression. Economics is not very good at explaining swings in economic activity.35

			In other words, because economists couldn’t see the recession coming, supposedly the worst since the Great Depression, neither could investors see the financial crisis looming. The market rapidly and efficiently absorbed the bad news about the recession and caused asset prices, housing, and stock market to fall.

			Where does modern financial theory stand today? The recent address by John H. Cochrane, president of the American Finance Association summarizes: “Asset prices should equal expected discounted cashflows. Forty years ago, Eugene Fama (1970) argued that the expected part, ‘testing market efficiency,’ provided the framework for organizing asset-pricing research in that era. I argue that the ‘discounted’ part better organizes research today.”36 Cochrane uses discount rate, risk premium, and expected returns as synonyms. To the original CAPM, financial economists have added what Cochrane calls a “zoo” of factors, but the most important factor today seems to be the discount rate: When investors demand high returns (their discount rate is high), returns tend to reward them, and when investors expect low returns (their discount rate is low), the market rewards them with low returns.  But why do investors suddenly and dramatically change their discount rates?

			Cochrane summarizes the most accepted theories in his paper and at times comes dangerously close to the tenets of Austrian economics. For example, he wrote the following:

			If capital could adjust freely, stock values would never change, no matter how irrational investors are. Quantities would change instead . . .  if people did not become more risk averse in recessions, and if firms could quickly transform empty houses into hamburgers, asset prices would not have declined as much . . .  And none of these models naturally describe the strong correlation of discount rates with macreconomic events. Is it a coincidence that people become irrationally pessimistic when the economy is in a tailspin, and they could lose their jobs, houses, or businesses if systematic events get worse?37  

			 There is a strong common element and a strong business cycle association to all these forecasts. Low prices and high expected returns hold in ‘bad times,’ when consumption, output, and investment are low, unemployment is high, and businesses are failing, and vice versa.

			These facts bring a good deal of structure to the debate over “bubbles” and “excess volatility.” High valuations correspond to low returns and are associated with good economic conditions. All a “price bubble” can possibly mean now is that the equivalent discount rate is “too low” relative to some theory. Though regressions do not establish causality, this equivalence guides us to a much more profitable discussion. 38

			Suppose that the mainstream economic theories about the efficient market and the randomness of business cycles are wrong and investors could predict when the stock market would fall, even though such predictions might not be precise. While such knowledge would not change the historical volatility of stocks at all, and therefore it would not reduce technical risk as defined by modern finance, it would reduce uncertainty; you could buy stocks when the market starts to rise and sell before the market fell. The next chapter looks more closely at the connection between finance and the business cycle that Fama and Cochrane saw but could not explain. 
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			Business Cycle Theories—Why Bulls Buck
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			In professional bull riding, the bull bucks because he is trying to shed an irritating cowboy and a flank strap tied loosely behind the cowboy. Bulls calm down when they toss the first irritant and the second comes loose. Irritants cause the stock market to buck, too. The market should grow in proportion to the economy without bubbles and busts (good names for PBR bulls and pole dancers). Conventional wisdom on investing is partly justified from the inability of most pros to pick winners consistently, but it has more to do with the mainstream economic theory of business cycles. 

			Mainstream financial theory didn’t go astray by itself. As with most siblings, the older brother led the younger down the path to perdition. In this case, mainstream economics perpetrated the crime through its business cycle theory. “Business cycle” is a clinical term that masks the roller coaster ride of euphoria in the boom and the despair in the bust. A business cycle typically covers the period from the beginning of an expansion in economic activity after a recession through the end of the following recession. The US has suffered fifty-eight business cycles since1790. The average cycle lasted four years. The shortest expansion has been one year, between the 1981 and 1982 recessions, and the longest ten years, between 1991 and 2001. 

			Today, both siblings have soiled their reputations. In its assessment of the state of the field, the Economist wrote:

			In the wake of the biggest economic calamity in 80 years that reputation has taken a beating. In the public mind an arrogant profession has been humbled . . .  The profession itself is suffering from guilt and rancour. In a recent lecture, Paul Krugman, winner of the Nobel prize in economics in 2008, argued that much of the past 30 years of macroeconomics was “spectacularly useless at best, and positively harmful at worst.” Barry Eichengreen, a prominent American economic historian, says the crisis has “cast into doubt much of what we thought we knew about economics.”1 

			Before the investor can appreciate the severity of the fall of economics, he needs to appreciate the heights to which the profession had risen before the recent calamity. Here is the Economist again summarizing the adulation of economics:

			Of all the economic bubbles that have been pricked, few have burst more spectacularly than the reputation of economics itself. A few years ago, the dismal science was being acclaimed as a way of explaining ever more forms of human behaviour, from drug-dealing to sumo-wrestling. Wall Street ransacked the best universities for game theorists and options modelers. And on the public stage, economists were seen as far more trustworthy than politicians. John McCain joked that Alan Greenspan, then chairman of the Federal Reserve, was so indispensable that if he died, the president should “prop him up and put a pair of dark glasses on him.”2

			A Brief Tour of Economic Theories

			How did the economics profession get into this mess? A brief history of the field will put recent events in perspective. I include it to show that modern problems are not new; they have long pedigrees. Many economists don’t know the history that follows because schools removed economic history from the required curriculum generations ago. Mainstream economists are repeating the mistakes of centuries ago, but ancient economists also offer solutions to our problems. 

			The English-speaking world credits Adam Smith for launching the field as a science, but that has more to do with ethnocentrism, the Anglo trait of attributing all good things to their culture. Certainly, Adam Smith distilled the economic thinking of his day, but he wasn’t the first person to think about economic issues. People have always thought about finance and economics, but for most of human history, the conclusions were simple and wrong. Ancient people thought that God, or the gods, allocated wealth as a reward for good service. In the Old Testament of the Bible, God promises the Israelites peace and wealth if they will follow him. The prophets of the Old Testament recognized that people in power could gain wealth without God’s assistance, but only by using their political or military power to steal it from others. One way God provided wealth for Israel was to give its army victory in combat over an enemy and allow the victor to keep the wealth of the defeated. Non-Jews had similar ideas. If one empire’s army could defeat another, that was a sign of the blessing of the gods and permission to loot the wealth of the losers. 

			Capitals of great empires, such as Babylon, Persia, Athens, Rome, etc., grew wealthy by conquering other empires and looting them. Until the seventeenth century, the wealth of the world was relatively fixed. Economic historians estimate that very little improvement in per capita income occurred between 10,000 BC and 1600 AD. Total wealth increased very little; it merely sloshed from one conqueror to the next. Most educated people were aware of this, and it gave birth to the idea that one man or nation cannot grow wealthier except by taking wealth from another.

			Per capita income didn’t increase because business people didn’t have the labor-saving equipment to produce goods at lower costs until the sixteenth century. For example, the steam engine increased productivity enormously, but the technology for a steam engine existed in ancient Greece where temples often used steam-powered idols to deceive worshippers into thinking the idols were alive. And they used piston pumps to raise water for irrigation. Had the ancients put the two together, they would have had a steam engine. But they didn’t because the people held commerce in low esteem. They invented steam-powered toys to assist priests in deceiving worshippers and to entertain the rich, not for saving labor. Besides, they had slaves to do the manual labor, so inventors of labor-saving devices encountered hostility from the authorities. 

			Beginning at least with the writings of Aristotle, ancient people esteemed commerce about as highly as they did prostitution. The “honorable” methods of gaining wealth were through plunder in war, kidnapping for ransom, bribery of state officials, receiving bribes as a state official, and bribing a monarch for a monopoly. Bribing sheriffs to fabricate charges against a wealthy commoner, then bribing the judge to convict the commoner, were common. The noble briber would get the property of the convicted.

			By the time Christianity had conquered Europe, it had lost its Jewish roots and the high esteem that Jews had given business activity. Instead, it adopted Aristotle’s disdain for commerce and continued to honor the ancient methods of gaining wealth. Throughout European history, the paths to financial success led through the state, church, or military. Christians barred Jews from all three, leaving them only business as a means to make a living. Because Jews focused on business, many became wealthy and attracted the envy of Christians, resulting in regular persecution. The situation was no different in Muslim countries where the state blocked Jews and Christians from engaging in military or government service. Jews and Christians would grow wealthy as a result of their focus on business, and at regular intervals the Muslim community would steal most of it and kill many of the Jews and Christians. 

			The status of business began to change in Western Europe in medieval Venice and other Italian city-states where at least the nobility held business in high regard. Still fearful for their souls, businessmen began to ask the theologians how they could conduct business without condemning themselves to an eternity in hell. The theologians told them to sell at a just price. The businessmen asked, what is a just price? The theologians told the businessmen they would get back to them. They did, a few centuries later.

			Theologians had to study business and understand what businessmen do in order to determine if what they were doing was sinful. As a result, early economic theory was born as a sub-discipline of ethics. In the process, the theologians became experts at business. By the sixteenth century, theologians had learned a great deal. The best was distilled at the University of Salamanca, Spain. Church scholars answered the question about just prices with free markets: If buyers and sellers arrived at a price through negotiation without fraud or coercion, the price was just. The Church had always held to the sanctity of private property, but in the sixteenth century, the Salamancan scholars began to advocate for limited government in order to protect private property from predation by the state. Along with the French Protestant Huguenots, the Salamancan scholars limited the role of the state to that of protecting the life, liberty, and property of the citizens. 

			Church scholars also learned a great deal about banking but were split on the ethics of it. Fractional reserve banking had been illegal throughout most of the history of the Roman Empire, on the grounds that banks should be warehouses of deposited money and bankers had no right to loan out other people’s money. One group of Church scholars wanted to continue that tradition, partly for ethical reasons and partly due to the serious financial crises fractional banking had caused when banks failed. Historical accounts of such failures go back at least to ancient Greece around 500 BC. In finance, there is nothing new under the sun. The second group considered fractional banking ethical because depositors had given control of their money to the bankers. However, they were aware of the problems that the practice had caused and warned bankers to be prudent in making loans.

			The Dutch Republic of the sixteenth century implemented the economics of the Salamancan theologians for the first time. Spain ruled the Netherlands at the time, but the Spanish king was determined to murder every Protestant in his realm. The Dutch rebelled and formed the first republic outside northern Italy without a monarch. Considering themselves a new Israel, they reformed their laws to agree with the teachings of the Bible as expressed by the Salamancan theologians. They outlawed the ancient “honorable” ways of gaining wealth, leaving people with nothing but business as a means to achieving wealth. They established independent and relatively honest courts and police and emphasized the rule of law. Their laws protected private property to a greater degree than at any time in European history, and they created the world’s freest markets. After all, free markets are nothing but the implementation of private property, because property requires control. Without free markets, property is just an impotent idea. The Dutch scandalized the nobility of other nations with the freedom they gave common people. 

			In the field of finance, they did something no other nation has even attempted: They created a bank that did not follow the practice of fractional reserve banking. The bank of Amsterdam did not loan out depositors’ funds for about two centuries but kept 100 percent reserves. In spite of having no central bank to determine the money supply, the tiny nation thrived, and the Dutch became the wealthiest people in the world. 

			The Dutch Republic contrasted sharply with the mighty Spanish Empire and economic thinking at the time. The Spanish Empire was vast, stretching across the ocean to the Americas. It received hundreds of ships loaded with gold and silver plundered from the native tribes. Most educated people assumed Spain would grow richer and more powerful from those advantages, but as the seventeenth century wore on, it became clear to all that Spain was waning while the Dutch Republic was waxing stronger. 

			No one in the Dutch Republic thought they could all grow richer without conquering someone and stealing their wealth, but they were too small to attack their neighbors. Yet they launched the industrial revolution and bent the per capita GDP curve upward like a hockey stick. And they accomplished all of this without economists instructing them that gold is a “barbarous relic” so get off the gold standard and print money like political pamphlets, or have the state spend more than it took in by paying people to dig holes or build pyramids. Keynes was three centuries in the future; even Adam Smith didn’t appear for two centuries. If they knew about the Dutch, mainstream economists would be lost to explain their success; just one reason they can’t advise poor nations how to replicate its success. Maybe the Dutch had the comparative advantage by not having economists. 

			The situation confounded monarchs and their political advisers. It appeared to them that the Dutch could defy gravity, and they wanted to know how. Investigations into the subject launched the first inquiries into economics apart from ethical issues. Of course, the court advisers got it all wrong. They decided that kings needed to amass as much gold as possible so they could fight longer and more destructive wars. Promoting exports and monopolies while punishing imports and regulating business would enable them to get and keep more gold. The “great” seventeenth century French minister of finance Jean-Baptiste Colbert enforced that school of thought, which later became known as mercantilism, in a tenacious and ruthless manner that foreshadowed Stalin. In a meeting with businessmen in which Colbert explained all that the state planned to do to help business in France, Colbert made the mistake of asking what else the state could do. A businessman in the rear shouted “Laissez nous faire!” (Leave us alone!) That is still the cry of lovers of freedom. 

			France grew poorer partly due to Colbert’s policies of state control of commerce and partly because of the extravagant lifestyle of the French monarchs, their addiction to continual war, and their murder of Huguenots, the best businessmen in France. Many Huguenot businessmen fled to the Dutch Republic where they helped make it richer. In 1700, the French and English could produce enough food for only 80 percent of their people to have enough calories for a full day of work; the remaining 20 percent were forced to beg because they could get only enough calories for a short walk.

			By 1716, France and the monarchy were broke and mired in debt. Like a Wild West cowboy, John Law rode to the rescue. The son of a Scottish banker, Law proposed to the regent in Paris that he allow Law to establish a bank and issue paper money in exchange for gold deposits. The regent agreed, and soon the real estate, transportation (carriages), and stock markets were booming. Everyone crowned Law a genius, except an Irish banker working in Paris, Richard Cantillon. 

			The Irishman understood banking better than the Scotsman and profited enormously from that knowledge (Cantillon did not follow the EMH). Cantillon loaned money to the wealthy to buy stocks on the condition that he hold the certificates as collateral. As prices on the Paris exchange rocketed to new heights, Cantillon sold the shares. When the market crashed in 1720, Cantillon repurchased the shares for almost nothing. Cantillon was probably the world’s first short seller. He helped ruin Law and burst the bubble by insisting on payment in gold and not Law’s paper money, which had become worthless.

			Cantillon was murdered in Ireland a few years later, although some say he faked his death in order to escape lawsuits from his dealings in Paris, but before he went, he wrote a book about economics and finance. That book has encouraged a few economic historians to consider Cantillon the father of modern economics in place of Smith. Smith incorporated most of Cantillon’s ideas without crediting him. Among many important ideas, one that has remained relevant today, is called Cantillon Effects. Cantillon Effects describe the manner in which new money enters an economy: It starts at a specific point, slowly spreads through the economy, and changes the prices of consumer goods compared to producer goods as it flows. This point will become very important when discussing modern mainstream economics, which assumes that new money reaches everyone in the economy at the same time (as if thrown from many helicopters). Cantillon’s book circulated privately for decades, which is one reason he is not well known. 

			Adam Smith incorporated Cantillon’s ideas in his Wealth of Nations and won the title of father of modern economics. Also, Smith praised the Dutch Republic as the best example of his system of natural liberty and used it as an example throughout the book. Smith intended Wealth of Nations to be an application to commerce of the ethics he had developed in The Theory of Moral Sentiments. But followers broke the tie with ethics and launched economics as a separate field. Economic research blossomed in the first half of the nineteenth century under David Ricardo, Jean-Baptiste Say, and John Stuart Mill. But classical economics suffered a major flaw: It considered prices to be intrinsic to the product and measurable by the cost of production, the yardstick being the value of labor. That error helped launch Karl Marx’s career. Had Smith been more familiar with the writings of the Salamanca scholars, he would not have made that mistake. 

			Neoclassical economists William Stanly Jevons (British), Leon Walras (Swiss), and Carl Menger (Austrian) corrected Smith’s error in what became known as the marginal revolution. The revolution recovered the subjectivist theory of prices laid down by the University of Salamanca centuries before, a demonstration of the fact that economics often needs to recover old truths in order to solve modern problems. The marginalists corrected classical theory by exchanging intrinsic value with the principle that market participants perform subjective valuation at the margin, or with the next purchase. The marginal revolution was vital to the progress of economic theory, but it also sewed the seeds of destruction in that Jevons and Walras suffered from physics envy and wanted to remold the field in that image through the use of math. Menger, the founder of the Austrian school of economics, insisted that economics is first an exercise in logic. 

			The economics of Menger advanced through the works of Eugen Böhm-Bawerk, Ludwig von Mises, Friedrich Hayek, and many others. Mises combined the insights of the Currency School, marginal analysis, and Swedish economist Knut Wicksel to create the monetary theory of business cycles, or what later became known as the Austrian business cycle theory. The Salamancan scholars had suggested the theory in their critiques of fractional reserve banking. In the 1840s and 1850s, the British Currency School had connected price inflation and England’s frequent crises to unsustainable expansions caused by the excessive issue of paper money. Wicksel contributed the distinction between the natural rate of interest and the market rate. Hayek took the theory to the London School of Economics in the 1930s where it became the leading theory of business cycles for a short time. Hayek added to Mises’ theory what he labeled the Ricardo Effect. Hayek’s main opponent was John Maynard Keynes. 

			Economics had achieved a large degree of consensus on major issues by the 1930s, but the Great Depression made many people unhappy with that consensus. Keynes took advantage of that discontent to resurrect the fallacies of the mercantilists and the mistakes of classical economics. Mercantile thinking had remained popular with businessmen and politicians. It dominates the thinking of the average person today. Keynes gave mercantilism respectability. Classical economists had focused too much on aggregates, such as national income, money, and interest rates. Keynes created an economics that worked exclusively with aggregate variables and analyzed the relationships of those variables to each other as if the economy were a great machine. Within a few years after the publication of his The General Theory of Employment, Interest and Money in 1936, Keynesian economics had erased Hayek from the pages of economic textbooks. 

			Keynes had so divorced his economics from the old consensus that economists gave it a new name—macroeconomics. The old economics lived on mostly as microeconomics. Like spouses after the breakup of marriages, the divorcees in economics refused to speak to each other. Micro had little to contribute to macro, and macro showed no interest in micro. Antagonisms developed: Saving might be good for individuals and firms, but it was disastrous for the macro economy because it took money out of circulation and reduced demand for goods and services. 

			Most relevant to this book, Keynes based his business cycle theory on “animal spirits.” Keynes wasn’t religious or into spiritism. He observed that investment was erratic and that major downturns in business followed a sudden withdrawal of investment funds. Lost for an explanation, and having a low opinion of commerce and business people, he attributed the erratic nature of investment to the “animal spirits” of investors. In other words, Keynes admitted he had no idea what caused depressions, but he had a solution: The government should spend for the people. Keynes thought monetary policy was impotent to restore the economy to health in a depression because the profit rate was too low to encourage investors to risk their funds.

			Admirers of Keynes latched onto Keynesian aggregates for the ease with which they could translate them into equations and reshape economics in the image of physics. The new system was often called the neoclassical synthesis, a marriage of the mathematical analysis of equilibrium with Keynesian aggregates, although Keynes had warned against the union. Still, most people referred to it as Keynesian economics. Instead of math being one tool among many to analyze economics, the tool drove mainstream economic research and thought. It’s as if a carpenter had no tool but a hammer and refused to build any structure that he could not build with only a hammer. Hayek criticized the methodology in his Nobel Prize acceptance speech, saying that data doesn’t exist for some of the most important theories in economics and may never exist. Limiting economics to the available data in order to use math would limit the progress of the science. Mises argued that translating prose into math symbols adds nothing to the understanding of economics. 

			Milton Friedman accepted most of the Keynesian monolith in the 1950s but elevated the role of money to the central position in economics. His theory was labeled monetarism because Friedman held that collapses in the money supply caused depressions. Had the Federal Reserve increased the money supply after the 1929 stock market crash, Friedman believed the depression of the 1930s would never have happened. However, expanding the money supply under conditions of full employment would only cause price inflation, because workers would realize that their pay increases were an illusion and would demand higher wages. As most mainstream economists, Friedman saw no danger beyond price inflation to increasing the money supply. Talk of Cantillon effects bored Friedman. 

			As the Great Depression had shattered the economic consensus of the 1920s, the twin crises of high inflation and high unemployment in the 1970s broke the lock Keynes held on economics. Keynesian economists had not seen the problems coming and had thought stagflation impossible. The Keynesian crisis opened the gate for monetarism, which dominated macro until the 1990s. Friedman called Federal Reserve attempts to control the economy by manipulating the money supply futile, because the lags were long between policy change and its effects on the economy and not fully predictable. The failure of the Federal Reserve to meet monetary targets tarnished the theory. 

			The fracturing of economics from the effects of stagflation continued with the emergence of another school of thought. Like children of divorced parents, a few economists dreamed of reuniting macro and micro after Keynes forced their separation. Robert Lucas took advantage of the turmoil in the 1970s to impregnate macro with some microeconomic principles. The child was named neoclassical, which makes no sense because the marginal revolution already bore that name. No one ever accused economists of being great writers. In spite of the name, neoclassical economics isn’t that new. Built from the bones of Walras (equilibrium analysis), it intensified the use of math. It assumes that the economy is generally in equilibrium with full employment, giving it a very long-term outlook compared to Keynes’ very short-term view. It acknowledges that the economy will diverge from equilibrium for brief periods due to unforeseeable shocks, but it will eventually re-establish equilibrium. 

			The new neoclassical economists added to their models a representative agent (a stand in for micro) who followed “rational expectations,” by which they mean that the average Joe on the street with no college education acts as if he has the same knowledge as the PhD economists like Lucas, and understands the theories so he doesn’t make mistakes consistently. Neoclassicals defended that caricature with an illustration of people playing pool: While the players may not know the trigonometry involved in making complex bank shots, they play as if they do. The school of thought leaves no room for people to be simply ignorant. It’s enough to make investors feel that pool sharks are hustling them. 

			For investors, the most important product of the new neoclassical school was the real business cycle theory. Lucas exonerated Friedman’s money supply and Keynes’ animal spirits as perpetrators of crises and indicted technology shocks: Equilibrium is so strong that only new technology can disrupt it and cause the economy to spin out of control before settling into a new equilibrium. Those shocks are random and unpredictable. 

			It disturbed some that neoclassical economics assumed wages and prices responded very quickly to shocks. (It’s odd that they found little else that was disturbing about it.) Economists like John B. Taylor wanted a dose more of reality in their thinking, so they added the concepts of sticky wages and prices. They kept the idea of random shocks causing the economy to fall from equilibrium, but recessions result because wages and prices get stuck at pre-shock levels; the economy can’t adjust and unemployment results. Further demonstrating economists’ lack of language skills, they called the school “new Keynesian,” though it is clearly neither new nor Keynesian but closer to new-new-neoclassical in the limited vocabulary of economists.

			Today, we have new Keynesian, paleo-Keynesian, neoclassical, and monetarist schools of economics. Those are the mainstream schools. The element common to all of them is the idea that the economy muddles along just fine until a meteor (random event) strikes and sends it crashing into the ground. In the paleo-Keynesian school, the shock comes from investors refusing to invest. In new Keynesian thinking, the shock can be anything, but favorites are oil prices and money demand. In the monetarist school, the shock can be actions by the Federal Reserve to rein in money supply growth or consumers suddenly wanting to hold more cash. In new neoclassical economics, the shock is new technology.

			The great economist Joseph A. Schumpeter saw mainstream theory coming when he wrote, “Practically every economic fluctuation must be a historic individual and cannot be made amenable to explanation but by minute historical analysis of the innumerable factors actually at work in each case.”3 Schumpeter’s vision became reality when, after the onset of the latest recession, Queen  Elizabeth visited the London School of Economics and asked the leading economists why her most exalted advisors hadn’t seen the crisis coming. The scholars channeled the spirit of Schumpeter, writing that modern economic theory predicts that such events are unpredictable, so they had successfully predicted that they couldn’t predict the onset of such crises. For some reason, they are still employed. 

			Mainstream economists rely on shocks to disturb equilibrium and cause recessions. They think that adding the adjective “exogenous” to “shocks” makes it sound very scientific, but the term means nothing more than “@#$% happens!” It sees no harm in rapid expansions of the money supply, other than long-run price increases. And it ignores the role of capital in the economy. Mainstream economics provided the fertile womb for the birth of mainstream financial economics and the efficient market hypothesis. That’s why Eugene Fama could say that major declines in the stock market are random events: Unpredictable shocks cause recessions, and the market merely incorporated this new information in stock prices. 

			However, mainstream economics contributed to the depth of the recession, and the stock market collapse, in a more direct way—through the spawning of new derivatives. Although more esoteric, it is no less important. For centuries, derivatives were known as futures and options, which the Dutch invented in the sixteenth century to provide insurance for farmers and businessmen against unfavorable price changes in the future. The derivatives that brought down the financial system in 2008 were mostly mortgage backed securities (MBSs). The Federal National Mortgage Association, known as Fannie Mae, created the first MBSs in 1938 as part of the New Deal policy to encourage home ownership. Fannie Mae would buy mortgages from banks, package them as bonds, and sell the bonds to investors.  So how did these ancient and generally benign securities suddenly turn toxic and nearly destroy the financial system? 

			The story begins with still more Nobel Prize winning economists. Kenneth Arrow (1972) and Gerard Debreu (1983) received prizes for their research in the 1950s on “complete” markets, that is, markets that offered so many forward contracts, or derivatives, that anyone could buy one that protected him from an uncertain future. The investor can be forgiven for sighing, “So what?” But the Arrow-Debreu theorem was as sexy to the mathematical economists as Playboy is to men, well most men. It provided mathematical proof that markets could achieve equilibrium (or perfection) under very specific, though unrealistic, assumptions. One of those assumptions involved having huge numbers of derivatives available. The theorem caused euphoria in economics and finance. Eventually, economists concluded that if the market offered enough derivatives, they could eliminate risk entirely. 

			Financial economists continued to chase the alluring “perfect market” by refining their math skills. The Fisher-Black-Scholes option pricing model gave them the net to capture her, so they thought. As Stephen Ross wrote in 1976, “Although there are only a finite number of marketed capital assets, shares of stocks, bonds, or as we call them the ‘primitives,’ there is a virtual infinity of options or ‘derivative’ assets that the primitive may create.”4 Economist Robert Shiller went even further: “We need to democratize finance and bring the advantages enjoyed by the clients of Wall Street to the customers of Wal-Mart. We need to extend the domain of finance beyond that of physical capital to human capital, and to cover the risks that really matter in our lives.” 5 

			Shiller proposed that financial experts create so many new derivatives that ordinary people could hedge (or buy insurance) against loss of income, collapses in housing prices, falling GDP, or anything else that people might fear. And so they did. Today, farmers and utilities can hedge against bad weather, and voters can hedge against the wrong candidate winning. We can even think of campaign contributions as a type of derivative that large corporations use to rescue them if the market shuns their products. 

			The great Austrian economist Ludwig Lachmann may have had the Arrow-Debreu theorem in mind when he warned, “ . . .  such reliance on forward markets exaggerates the importance of well-coordinated expectations. Even in a world of perfect forward markets the future remains uncertain, and even the best coordinated expectations do not guard against disappointments.”6  But mainstream economists stuck their fingers in their ears. The possibility of Miss Perfect Market held too much sex appeal, and they thought she was within their grasp. 

			But Warren Buffett called the beauty queen of modern financial economics an ugly old hag in his 2002 letter to investors: “In our view, however, derivatives are financial weapons of mass destruction, carrying dangers that, while now latent, are potentially lethal.”7 Buffett defined derivatives for his investors and detailed his concerns about them. He noted that unless the derivative had sound collateral backing it, its value depended solely on the creditworthiness of the issuer. Of course, we learned in 2008 that mortgage-backed securities had collateral backing them, but when the value of the collateral collapsed, the value of the derivative security cratered. 

			Buffett compared the derivatives market to the business of reinsurance: “Like Hell, both are easy to enter and almost impossible to exit. In either industry, once you write a contract—which may require a large payment decades later—you are usually stuck with it.”8 He called “mark-to-market” accounting method “mark-to-myth” because it allowed issuers and buyers of the securities to report “wildly overstated” profits. He warned against the close linkages between issuers and buyers that could cause a chain reaction and explode a financial atomic bomb. As exhibit A of the dangers, Buffett invoked the 1998 disaster of Long Term Capital Management. But he also aimed a rock at the economics profession:

			Many people argue that derivatives reduce systemic problems, in that participants who can’t bear certain risks are able to transfer them to stronger hands. These people believe that derivatives act to stabilize the economy, facilitate trade, and eliminate bumps for individual participants. And, on a micro level, what they say is often true. Indeed, at Berkshire, I sometimes engage in large-scale derivatives transactions in order to facilitate certain investment strategies.9 

			Fed Chairman Alan Greenspan rode his white mule to the defense of his profession in 2003:

			Although the benefits and costs of derivatives remain the subject of spirited debate, the performance of the economy and the financial system in recent years suggests that those benefits have materially exceeded the costs . . .  Over the past several years, the U.S. economy has proven remarkably resilient in the face of a series of severe shocks—the collapse of equity values, terrorist attacks, and geopolitical turmoil . . .  Although no single factor can account for this resilience, one striking feature that differentiates this cycle from earlier ones is the continued vitality of most U.S. banks and nonbank financial institutions . . .  The use of a growing array of derivatives and the related application of more-sophisticated methods for measuring and managing risk are key factors underpinning the enhanced resilience of our largest financial intermediaries . . .  As a result, not only have individual financial institutions become less vulnerable to shocks from underlying risk factors, but also the financial system as a whole has become more resilient.10  

			Just as nuclear engineers could foresee problems with generating electricity through fission, Greenspan warned of the potential dangers of splitting assets into derivatives in his speech: 

			Others, like myself, who see the benefits of derivatives exceeding the costs, do not deny that their use poses significant risk-management challenges. But we see ample evidence that the risks are manageable in principle and generally have been managed quite effectively in practice, at least to date. Indeed, credit losses on derivatives have occurred at a rate that is a small fraction, for example, of the loss rate on commercial and industrial loans. Market discipline in the largely unregulated derivatives markets has provided strong incentives for effective risk management and has the potential to be even more effective in the future.11

			Greenspan wasn’t just defending the use of derivatives in finance; financial pros had used them since the sixteenth century. Greenspan was defending the whole neoclassical project launched by Arrow and Debreu in the 1950s to create complete or perfect markets through the rapid proliferation of new derivatives. Math, theory, and multiple Nobel Prizes for half a century had proven that splitting assets into derivatives to tame uncertainty would be the financial equivalent of splitting atoms to generate electricity. Not only has mainstream economics failed at business cycle theory, but their half-century attempt at creating a utopia of perfect markets also ended in one of the worst financial disasters since the Great Depression.  

			So why did the ancient instruments that served to reduce risk in finance for centuries cause mass destruction of wealth? There are several reasons: 1) Creators concentrated the derivatives in the mortgage industry. They had invented securities based on auto loans and credit card debt, but the ratings agencies considered mortgage debt to be the safest because the US had not witnessed a national meltdown in housing prices since the Great Depression. 2) Using the normal distribution to calculate the probabilities of losses gave a false sense of confidence to ratings agencies. 3) Regulations required banks to invest in AAA- and AA-rated securities, which for the most part included government debt and MBSs. 4) Federal law forced banks to lend to people who could not make the monthly mortgage payments. These subprime loans made up a larger percentage of total loans than before. 5) Low interest rates created low mortgage rates, which increased demand for home loans and therefore the need to securitize them. 

			But the above issues merely exacerbated the problem. The source of the disaster was the fact that housing prices had ridden a tsunami of cheap money pumped out by the Fed’s inflationary monetary policies. The effects of such policies always reverse and destroy the markets they helped create, like a mother devouring her young, as we will see in the next section on the Austrian business cycle theory. When the recession hit in 2007, housing prices collapsed, but housing prices provided the collateral for the massive number of derivatives in the market. As Buffett had warned, when the collateral collapses, so does the value of the credit instruments derived from them.

			Neutering the Bull—The ABCT’s of Business Cycles

			The theory of business cycles developed by Mises and Hayek in the first half of the twentieth century did not rely on “shocks,” which do not explain business cycles but merely describe events. They didn’t need shocks because they weren’t tempted to model human behavior with the math of probability, which requires that human action be random like events in the natural sciences. For Austrian economists, humans act in order to relieve irritation, much like PBR bulls. People don’t act without a purpose; they have goals and use reason to choose the appropriate means to achieving those goals, unlike bulls. 

			Why did people abandon the old theory of business cycles developed since Cantillon? Socialism was very popular in the 1930s, even among economists. To many, it appeared that the Soviet Union had solved the most serious economic problems. Socialism asserted that the market economy is inherently unstable, so economists insisted that they would accept only endogenous causes (those within the system) as valid explanations of business cycles. The monetary theory asserted that monetary policy caused business cycles, but that was unacceptable because it would absolve the market from the charge of inherent instability. And it would take from the state its primary tool for directing the economy, as Mises wrote: 

			The fanaticism with which the supporters of all these nonmonetary doctrines refuse to acknowledge their errors is, of course, a display of political bias. The Marxians have inaugurated the usage of interpreting the commercial crisis as an inherent evil of capitalism, as the necessary outgrowth of its “anarchy” of production. The non-Marxian socialists and the interventionists are no less anxious to demonstrate that the market economy cannot avoid the return of depressions. They are the more eager to assail the monetary theory as currency and credit manipulation is today the main instrument by means of which the anti-capitalist governments are intent upon establishing government omnipotence.12 However, if the old theory is correct, the pattern of booms and busts can be predicted from monetary policy. While exact dates for crashes and expansions are beyond our reach, general patterns can be discerned and employed to forecast the medium-term prices of not just stocks but other assets such as bonds, commodities, and real estate. 

			The distinctive feature of Austrian economics compared to neoclassical and Keynesian, is its emphasis on the role of capital in an economy. Capital consists of all the things we use to produce other goods or services, such as computers, buildings, machinery, raw materials, inventory, etc. Capital theory is difficult and messy, so other schools of economics simplify it. Some use trees to represent all kinds of capital. Others have invented a capital good called shmoo that is a homogenous good, can be used to make any other good, is easily substituted from one process to another, and replicates itself. My graduate level text in macro economics offered two pages on capital; Hayek’s book, The Pure Theory of Capital, is 450 pages long. 

			As the length of Hayek’s books suggests, Austrian capital theory is much more complex than mainstream capital theory. Instead of a homogenous product, Austrians portray capital as a structured process with many stages. At the most basic level, the economy consists of just two stages—capital goods and consumer goods. In reality, those can be broken down into dozens of stages each. As an example, think of the stages involved in the production of a car. The process begins with mining the iron ore. The next stage is processing the iron. Then comes the steel making stage. The steel is mixed with other materials and turned into parts. The parts are assembled into a car. Cars get shipped to the dealership where they are finally sold to consumers. Each step in the process is a stage in the structure of production that takes time to complete. 

			Austrians obsess over the structure of production because they see the economy as something like a finely tuned engine. All cylinders must fire in the right order to turn the crankshaft and create horsepower. The economy operates smoothly when the economic engine produces the goods that consumers want in the proportion that they want and at the time they want. For that to happen, the production of capital goods and consumer goods must balance, since the only reason for capital goods is to produce more consumer goods. The stages of capital goods production must be synchronized so that goods produced upstream, such as ore, are available when needed downstream in the smelting process. Investment must be synchronized as well. If steel mill owners invest in new plants to increase production, steel users, such as car makers, need to invest to increase their purchases of steel and car production, too. 

			How does a complex economy achieve synchronization? Savings act as the regulator: People save more (which is the same as saying they consume less) and capital goods producers borrow those savings to invest in expanding production capacity. In the short run, those who lose jobs in the consumer goods sector because people save more will find jobs in the capital goods sector as investment increases. In the future, the completed process produces more consumer goods at lower costs so that consumption increases in the long run. However, the ability of savings to synchronize the many stages of production fails when the Federal Reserve distorts prices by manipulating interest rates. 

			Time doesn’t exist in the mainstream circular flow model, so no synchronization is needed. Money merely circulates among the business, consumer, and government sectors like water through pipes. Savings reduce the flow and so are called “leakages.” One sector’s savings represents losses to one of the other sectors or both. This is the Keynesian paradox of thrift: Savings may be good for individuals but disastrous for national economies. As a result, economies can grow, and per capita income increase, only by increasing the money supply.  Figure 3 will help to explain:
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			In economics, this graph is called a PPF, production possibility frontier (or curve). In microeconomics, the PPF shows the trade-offs necessary when all resources, labor and materials, are fully employed: Increasing consumption requires reducing investment in the short run and increasing investment requires reducing consumption. But in mainstream macro, no trade-offs exist. The ratio of consumption to investment never changes. As the money supply expands, consumption and investment increase at the same rates and push the frontier outward so that economic growth (more consumption and investment) takes place. 

			Expansion beyond the frontier for more than a short time is impossible because in the short run the scarcity of resources (labor and goods) limits expansion of the economy. Recessions operate in the opposite manner: A reduction in the money supply, an increase in savings, or some other shock pushes the frontier inward and causes unemployment. The ABCT differs in a number of ways. Savings, not consumer spending, fuel the economic engine. Savings don’t leak out of the economy; they drive investment, causing the economy to grow its productive capacity. In the short run, the economy moves along the curve toward greater or less consumption. Savings synchronize investment with consumption because greater investment requires less consumption, the flip side of saving. The graph in figure 4 may help explain:13 
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			This graph is frequently taught in microeconomics to demonstrate how firms or markets grow, but macro theories prevent mainstream economists from seeing its application to the national economy. The ABCT applies it to macroeconomics in the same way as microeconomics: Trade-offs exist; economic growth requires a trade-off between consumption and investment. An increase in investment brought about by a reduction in consumption in the short run on a national scale pushes the frontier farther from the center so that in the long run a society that saves and invests more will enjoy more of both investment and consumption. Everyone grows richer. The ABCT provides real micro foundations for macro in place of the unrealistic representative agent and equilibrium analysis of mainstream economics. 

			So how do recessions happen in the ABCT? Suppose the economy isn’t growing as fast as the Federal Reserve thinks it should, that is, the frontier isn’t shifting outward as fast as economists would like. The Fed will reduce interest rates in order to spur investment. Lower interest rates will encourage businesses to borrow and expand. The economy tries to slide down the PPF from point one toward greater investment at point two, as arrow one in the graph below suggests.
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			However, consumers don’t get the memo that they are now supposed to save more (reduce consumption) in order to provide the money for the businesses to borrow and expand. Consumers try to pull the economy back up the frontier curve from point two to point one. Consumers always win. I’ll show you why later, but for now just take my word for it. Once consumers win, what happens to the investment made in step one? It loses its value, and the workers who depended on it lose their jobs. Unemployment increases and the economy shrinks, depicted in the graph as the PPF shifting inwards to point three, causing investment and consumption to fall. That is a recession/depression. You know the difference between a depression and a recession: A recession is when your neighbor is out of work; a depression is when you’re out of work. 

			The economy is never in danger of spiraling out of control in a recession because of deflation, as mainstream economics suggests. Consumers tend to increase savings in the depths of a depression, so the inward shifting of the PPF stops and reverses direction. It now looks like the first graph. Savings and investment launch an expansion that pushes the frontier outward. Eventually, it will reach its earlier position, but it won’t stop there. Savings and productivity increases will push the PPF beyond its old starting point, and the economy will grow beyond the level it had reached in the previous expansion. 

			However, the Fed has a tendency to keep rates too low for too long, causing the economy to try to overshoot the PPF that the current amount of resources can support. Remember, the PPF shows the trade-offs necessary when all resources, labor, and materials are fully employed. The economy cannot operate for long to the right of the PPF in the short run; it can push the PPF only outward in the long run through greater investment. 

			Once the economy hits the brick wall of the PPF, the tension between consumption and investment develop again, as they did in the second graph and the bust hits. This cycle has happened about every decade for the past 200 years in the United States and longer in Europe. Historians have detected similar cases going back to Greece in 500 BC; only then goldsmiths caused the credit expansion that the Fed causes today. 

			When consumption and investment are synchronized, the economic engine rotates smoothly and powerfully and pushes the PPF continually outward. Credit expansion beyond the rate of savings destroys the synchronizing power of savings and causes the boom/bust cycle, much as putting a cowboy and a flank rope on a bull makes him buck.

			The Ricardo Effect

			I mentioned earlier that in the tug-of-war between consumers and investors brought about by the Fed’s credit expansion, consumers always win. I want to use this section to explain why, because later it will have an impact on how we use the Austrian business cycle theory in investing. Hayek called it the Ricardo Effect, after the early nineteenth century economist David Ricardo, from whom he got the idea. Don’t confuse the Ricardo Effect with Ricardo Equivalency, which has to do with taxes.

			At the heart of the Ricardo Effect is another PPF, this one illustrating the trade-off between the use of capital and labor in individual firms. Again, Austrian theory ties macroeconomics closely to microeconomics. Capital refers to the use of labor saving equipment. The below depicts this PPF:
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			Explaining this PPF requires a short digression into micro-economics that may cause unpleasant flashbacks and disorientation. To recap, production possibility frontiers show the trade-offs that businesses must make in the short run in order to increase production. The trade-offs exist only in the short run because in the long run, they can increase both labor and capital. In the short run, they increase labor or capital, but not both. They have to reduce one in order to expand the other because of budget constraints, that is, limited funds. 

			You will remember from class that good managers employ workers until the marginal revenue product (MRP) of their labor equals the marginal cost of labor, or MRP = MC. The MRP of labor is the increase in revenue caused by using an additional unit of labor; adding labor increases output and therefore revenue. Marginal cost is just the wage rate (W) of an additional worker. Managers will do the same calculations for investments in capital. 

			If the wage rate falls, the calculations change because MC (or W) falls. If MRP > W, the firm will hire more workers and increase profits. If MRP < W, the company will shed workers. Managers will solve the same calculations for investments in equipment, although they tend to do so with rules of thumb and not a TI84 calculator. How do managers decide the profit maximizing combination of capital and labor, given their relative costs? They do so by finding the combination for which the marginal revenue product (MRP) per MC for capital and labor are equal, or MRPlabor / MClabor = MRPcapital / MCcapital. 

			Wages change very slowly while prices can be erratic, so it will benefit us more to examine what happens when wages remain the same but prices rise. Rising prices have the same effect as falling wages because the MRP of labor rises, and the MRP rises because revenue increases for the same amount of labor. Another way to say the same thing is that rising prices make labor cheaper relative to revenues. So rising prices will cause managers to hire more workers. 

			What about equipment? Rising prices increase MRP for capital equipment as well. Why doesn’t the manager increase purchases of equipment instead of labor? There are several reasons, but for the sake of space, I’ll touch on just a few of them. Rising prices usually mean that the costs of materials used as inputs rise with the prices of outputs. That means that new equipment will cost more, so the MRPcapital / MCcapital ratio doesn’t change with rising revenues. The marginal cost of capital could rise faster than the MRP of capital and force management to sell some equipment. On the other hand, increases in wages tend to lag behind price increases for goods, which is the main reason Keynes advocated inflationary policies: Price inflation reduces real wages and encourages companies to hire more workers. 

			Another reason is the use of overtime: Managers can have workers put in overtime instead of hiring new workers, which increases output with less cost than hiring new workers. Or they can add extra shifts so they can spread overhead expenses over more units of labor and output. At the same time, managers may suspect that increased demand will be temporary. Should the demand suddenly disappear, it will be easier to cut back on overtime pay or reduce the number of shifts than to replace expensive equipment. 

			Finally, turnover is much quicker with labor than with equipment. The rate of turnover expresses the number of times total sales exceed the value of the capital of the firm in a year. Profit margins vary inversely to the turnover rate. Spending on labor is a short-term investment, the cost of which increased sales can recoup quickly. Equipment represents a longer-term investment that may take years to recoup. As Hayek wrote: 

			Thus, if we call the internal rate of return I, the rate of turnover T, and the profit margin M, the relationship will be represented by I = TM or M = I/T. If, for example, the internal rate is 6 percent, the profit margin of a firm turning over its capital six times a year will have to be 1 percent, while a firm turning over its capital only once in two years will have to earn 12 percent on all sales, and a firm turning over its capital only once in every ten years will have to earn a profit margin of 60 percent.14 

			As depicted in figure 6, firms will employ more labor and less capital equipment if the returns to labor increase due to rising prices. Employing more labor eventually reduces the marginal returns of labor (due to the law of diminishing marginal returns) until the marginal returns to labor and equipment once again equal. 

			Now let’s put the two types of PPFs together. First, we start with the macroeconomic issues in the PPF in figure 5 showing the trade-off between investment and consumption. Here is the sequence of events:

			1. The Federal Reserve reduces interest rates (by lowering the rate for loans to member banks or by open market purchases of bonds).

			2. Lower interest rates encourage borrowing and investment in the capital goods sector of the economy. Also, lower interest rates increase the net present value of capital equipment, which encourages more investment.

			3. Capital equipment makers expand and hire more workers, assuming there are unemployed workers at the time. The newly hired workers buy more consumer goods. 

			4. With a credit expansion instead of an increase in savings, consumers haven’t reduced consumption, so now we have more workers demanding the same volume of consumer goods, causing consumer prices to rise. 

			5. The first four stages are macroeconomic events that trigger the microeconomic dynamics depicted in the capital/labor PPF in figure 6 above. Wage increases lag behind price increases in consumer goods. As a result, consumer goods makers earn higher nominal profits, so consumer goods makers want to expand to meet the growing demand. As described above, higher prices and profits mean that managers will hire more workers and purchase less capital equipment. 

			6. When consumer goods makers decide to employ more labor and put off buying equipment, several things happen at the same time:

			 a. Demand for capital equipment falls. 

			 b. At this stage in the business cycle, the costs of materials and equipment creep up, too, so the profits of capital equipment makers get squeezed from two directions:  lower sales reduce revenue and higher prices for inputs increase costs. 

			  c. Capital goods makers depend on volume to reduce costs: Higher volume spreads fixed costs over more units and lowers overhead costs per unit. A slow down in business increases per unit overhead costs.

			  d. As a result, some capital goods makers begin to fail while others lay off workers. Profits in consumer goods rise while profits in capital goods fall, persuading investors to take money out of capital goods and invest in consumer goods. 

			7. The micro dynamics in stages five and six affect the macro economy as capital goods manufacturers reduce investment and the PPF collapses inward. The expansion ends and the bust begins. 

			The empirical evidence for the Ricardo Effect is substantial and goes back to 1720 when it was first observed, as far as I know, by Richard Cantillon. Most economists since then have noticed that credit expansion causes the greatest increase in employment in the capital goods industries, while recessions reduce employment in capital goods industries the most. In other words, the cycles in employment in capital goods industries are much more violent than those in consumer goods industries. 

			But the effects of credit expansion are self-reversing. The Ricardo Effect causes the bust, but it also launches the recovery. Here’s why: Once the recession hits and large numbers of people become unemployed, mostly in the capital goods producing sector, demand for consumer goods falls. Consumer prices reverse course. Profits fall. Now labor becomes much more expensive relative to revenue.  The MRPlabor/MClabor ratio falls while the MRPcapital/MCcapital ratio becomes more favorable to capital. Firms eliminate overtime work and scale back on the regular hours worked. Now they need labor saving equipment to compensate for the higher cost of labor and favorable MRPcapital/MCcapital ratio. They place orders with capital goods makers who hire more workers and the expansion begins. The PPF in figure 7 depicts the reversal. 
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			The Ricardo effect is the kernel of the ABCT, and the heart of the Ricardo Effect is profits. Many economists fixate on interest rates, but as Hayek wrote in Profits, Interest and Investment, few businessmen pay attention to interest rates. Profits guide business decisions far more than do interest rates. Of course, the Fed has created many recessions by raising interest rates to unusual heights, but interest rates work by changing prices and therefore profits. Keynes contented himself with believing that animal spirits guide businessmen in their investment decisions. Hayek showed that, once the Federal Reserve has reduced interest rates below the level they would normally be, the effect on profits, not animal spirits, drives business investment decisions.

			Compared to differences with the ABCT, mainstream business cycle theories are very similar. Here is a chart that summarizes some of the major differences:
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			Business Cycles and Profits

			The connection between the ABCT and investing in the stock market should be clear: The business cycle drives profits, and profits drive stock prices. In the case of a business paying dividends, higher profits translate into larger dividends. Dividends provide the yield for the purchase of a share of stock and are equivalent to interest payments on a bond. Higher profits mean higher yields on the investment and that makes the investment worth more. Businesses that don’t pay out profits as dividends but reinvest them cause their stock prices to rise.

			If we can predict with some accuracy when profits will change in the business cycle, we should have some idea of when stock prices will change. We can now do that to some degree with the help of the ABCT and a two-sector economy: Profits in the capital goods producing sector rise faster than profits in consumer goods in a credit induced expansion. Profits in the consumer goods sector rise in response to increased demand for consumer goods resulting from increased employment. Profits in both sectors will fall just before the economy collapses into a recession/depression because of the Ricardo Effect, but profits in the capital goods sector fall the most.

			In figure 8 below is a graph of the S&P 500 index compared to corporate profits. The stock data is the quarterly average of the monthly closing values of the S&P 500 index. The profit data come from the FRED (Federal Reserve Economic Data) website, the CPROFIT series, which tracks quarterly corporate profits with inventory valuation and capital consumption adjustments. The gray bars represent recessions as determined by the National Bureau of Economic Research (NBER).
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			The method of plotting the data in figure 8 comes from James Estey’s Business Cycles published in 1950.15 Estey included a fascinating chart of business cycles from 1790 through 1949. He plotted economic activity using several measures of output for different periods. Armed with dates for business cycle peaks and troughs for which a consensus existed, he detrended the data by calculating the average for the series between peaks, then between troughs, then averaging the two series to obtain an overall average for each business cycle. Next, he subtracted monthly figures from the cycle averages. The chart above plots the data for stocks and profits using Estey’s method and the dates for business cycle peaks and troughs established by the NBER. The amplitude of the plots depicts the percentage deviation from the average value for each business cycle since 1950. 

			Below is a table of the relevant business cycle dates from the NBER. Expansions are from trough to peak and recessions from peak to trough.16The R-square for the two series, regressing profits on stocks, is 0.49, which means that the profit series explains about 50 percent of the variation in stock prices. FRED offers four profit series, but the CPROFIT series correlates best with the S&P 500 data using simple linear regression after the transformations described next. Explaining 50 percent of something may not seem like a powerful model, but when modeling historical data, for which R-square often fails to go above 60 percent , it is a solid model. 
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			Other factors work to explain the other 50 percent variation in stock prices not caused by profit changes. One is risk aversion. The P/E (price/earnings) ratio depicts the amount of risk investors are willing to take in exchange for profits. A market average P/E ratio of 10 signals that investors are risk averse and stocks will not rise as much as when the P/E ratio reaches, say, 30. In the stock market boom of the late 1990s that ended in the bust of 2000, investors had a very high tolerance for risk, which is demonstrated in the graph below by the rise of the stock average far above the profit line for the period. Other factors that explain movements in stock prices include monetary policy (discussed below) and the relative returns of other assets, such as bonds, treasuries, and real estate.

			The two series track fairly closely together, though not perfectly, for several reasons. The data in the graphs are quarterly averages. Stock market data are available every day, while profit data appear once per quarter, so between releases of profit data, investors in the stock market try to guess where profits are headed by employing more frequent data releases, such as the monthly industrial production index and employment figures. News events, such as the problems in the eurozone, impact profit forecasts, too. Nevertheless, the chart shows that when profits approach the +20 percent or -20 percent deviations from the cycle average, the market is nearing a turning point that is caused by the Ricardo Effect. Investors in the stock market will want to buy only when the market is near a bottom and sell when the market reaches close to a top. Also, notice how quickly the market dropped at the peak of the last three cycles. It is better to sell before the peak, even if you leave some money on the table. 

			The Role of Money

			Two economies exist in the same space and time: The real economy produces goods and services, and the monetary economy lubricates the real economy. So far, we have used the ABCT to describe the effects of a change in monetary policy on the real economy. Some have boiled down the ABCT to this: Monetary policy initiates the boom, but the real economy constitutes it. 

			However, while profits affect stock prices and investors should focus on them, money has a direct effect on stock prices as well. Here’s why: The Fed reduces interest rates in response to a downturn in the economy and keeps rates low in its effort to resuscitate the economy. Increased lending and borrowing eventually increase the amount of money in circulation. But as Milton Friedman tried to remind economists, there are long and variable lags between monetary policy and its effects. For example, some econometricians have estimated that the lag between an increase in the money stock and the resulting price increases is four and a half years, so increases in the money stock won’t affect profits until they cause prices to rise.

			If you have lived through a couple of recessions, you know that businesses don’t immediately borrow money and hire people as soon as the Fed lowers rates. They don’t do so for a variety of reasons, uncertainty about the future being a chief one. Still, the money stock grows, even though the real economy does not, when the Fed reduces interest rates or engages in “quantitative easing,” that is, buying bonds from banks and the public. Where does that money go? 

			New money from the Fed might go into assets such as treasuries, real estate, and gold. Often, it goes into the stock market. Figure 9 below depicts the relationship between the S&P 500 and the M2 money supply using the same method as above: The lines show the deviation from the average value for each business cycle. The correlation is clear, though not as tight as that between stock and profits.  

			However, the money supply is not a good predictor of stock prices. In fact, stock prices tend to lag behind popular measures of money such as M1, M2, and MZM. Does that mean the ABCT is wrong? No. The problem lies with the data. Money supply data are monthly aggregates, but investors don’t borrow money and hold onto it six months before they invest it. They tend to invest it in the same month they borrow it. Then it takes a while for that money to end up as a cash deposit in someone’s bank account. The theory isn’t wrong; the data for confirming it doesn’t exist, as Hayek was fond of mentioning. 
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			Increases in the money stock can affect stock prices because corporations often borrow when rates are low and buy back their own stock when it is cheap. When interest rates are high and borrowing is expensive, companies may sell more stock to raise funds.

			Also, hedge funds borrow huge amounts to buy stocks and boost their returns. Bloomberg reported in February 2011 that “hedge funds increased their net leverage in January to the highest level since October 2007, as they took advantage of record-low borrowing costs to bet that the U.S. equity rally will continue . . .  Hedge funds had $290 billion of debt from margin accounts in December, the largest sum since Lehman Brothers Holdings Inc. collapsed in September 2008.”17  

			Lower interest rates reduce the cost of borrowing to buy stocks on margin, and as figure 10 below shows, the correlation between margin buying of stocks and the price of the S&P 500 is tight.18
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			Profits should grow only as fast as the population and productivity grow, or about 3 percent per year. Clearly, they often grow faster than that, but they can do so only because the money stock is growing rapidly. Not only does loose monetary policy boost profits by raising prices, but it also directly boosts the stock market as firms borrow to invest. So we need to keep both profits in the real world and monetary policy in mind when investing.

			Cyclical and Secular

			As I wrote in the Introduction, I’m not trying to prove the Austrian business cycle theory; I have investigated it for myself for years and think it is the best theory of business cycles that exists in economics. I find more evidence for its accuracy every year, especially through the latest depression. A great deal of empirical evidence exists to support the theory in academic literature that would bore most readers. 

			However, evidence that is relevant to the average investor comes from the investment industry. If you know much about investing, you have probably been thinking that many investment professionals have used the business cycle to guide investing in spite of mainstream economic theory about efficient markets. Pros divide stocks into “cyclical” and “secular” according to how those stocks respond to the business cycle.

			Pros sometimes call secular stocks defensive stocks because those stocks hold their value well in a stock market decline. Secular stocks tend to be less volatile and grow with the population. And as you may have already guessed, secular stocks belong to producers of nondurable consumer goods or companies in retail. Their profits exhibit low volatility and, therefore, their stock prices are less volatile. In market lingo, they have a low beta, which means that their stock prices are less volatile than the S&P 500. 

			Cyclical stocks are the opposite of secular stocks. One definition of cyclical stocks, according to Investopedia, is “a stock that rises quickly when economic growth is strong and falls rapidly when growth is slowing down.”19 Cyclical stocks ride the business cycle. Their betas are large because their prices are more volatile than the S&P 500. They soar in the early years of an expansion and then plummet in the lean years. Many pros invest in cyclical stocks before the expansion and abandon them for secular stocks just before the crash. They try to, anyway. Any fund manager who beats the market consistently has to be good at riding the cycle. 

			Walmart is a good example of a secular stock, while US Steel represents a cyclical stock. Figure 11 below shows their monthly closing stock prices since 1996. The solid line shows Walmart’s, prices while the dashed line shows the volatility of US Steel. 

			So why are the prices of cyclical stocks more volatile than those of secular stocks? The answer lies in their profits: The profits of cyclical stocks tend to be more volatile than the profits of secular stocks. The Bureau of Economic Analysis (BEA) maintains tables of profits by industry, among other things, dating back to 1987. These are the National Income and Product Account (NIPA). The bureau assigns companies to sectors using the 2002 North American Industry Classification System (NAICS).

			The categories are computer and electronic products, retail trade; other durable goods; other nondurable goods; chemical products, motor vehicles, bodies and trailers, and parts; food and beverage and tobacco products; wholesale; petroleum and coal products; utilities; electrical equipment, appliances, and components; financial; transportation and warehousing; information; machinery; fabricated metal products.
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			Some of the categories need additional clarification. According to the BEA, the financial sector consists of credit intermediation and related activities; securities, commodity contracts, and other financial investments and related activities; insurance carriers and related activities; funds, trusts, and other financial vehicles; and bank and other holding companies. 

			Other durable goods consist of wood products; nonmetallic mineral products; primary metals; other transportation equipment; furniture and related products; and miscellaneous manufacturing. Other nondurable goods are textile mills and textile product mills; apparel; leather and allied products; paper products; printing and related support activities; and plastics and rubber products. Vehicles are motor vehicles, bodies and trailers, and parts. 
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			There are too many categories to plot on a single graph, but figure 12 shows the profits of four categories using the same method of plotting the percent deviation from the cycle average for each. As the reader can see, food profits demonstrate the least volatility, while energy profits vary the most. That is because energy, such as oil and gas, is part of the capital goods, or cyclical, market, while food participates in the secular, consumer goods market. Durable goods profits are almost as volatile as those of energy, while transportation profits fall somewhere in the middle. Stock market values for these sectors should follow profits relatively closely and figure 13 demonstrates that they do. 
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			The graph shows the percent deviation from the cycle average, as do the other graphs. The stock price data come from the S&P sector exchange-traded funds (ETF). The Energy ETF represents the volatility of the capital goods and cyclical industries, while the Consumer Staples ETF represents consumer goods industries. Clearly, as the expansion phase of the business cycle advances, the prices of the stocks in the two sector ETFs rise as well, but the capital goods sector rises faster and higher than the consumer goods sector, as the Austrian business cycle theory predicts. In the recession phase of the cycle, the capital goods sector stocks fall faster and farther than the consumer goods stocks. Other sectors, such as transportation, would vary somewhere in between the two extremes. 

			Summary

			Mainstream business cycle theory is simple: Random shocks disturb equilibrium, while sticky prices and wages cause unemployment. In layman’s terms, crap happens! That is not an explanation but rather a description of what happens in a recession. The ABCT offers a true and accurate explanation with abundant evidence to back it up. It solves the mystery of the relation between investor discount rates and business cycles mentioned by Cochrane earlier. 

			The business cycle does not constitute random fluctuations, as mainstream economics and finance claim. Changes in stock prices reflect changes in profits, which in turn reflect the dynamics of the Ricardo Effect of the Austrian business cycle theory. Loose monetary policy ignites the Ricardo Effect and the boom phase of the cycle, but changes in prices and profits reverse the Ricardo Effect and cause the boom to bust. If investors stay alert for changes in profits and monetary policy, they can time entries and exits for investments in the stock market. The next section explains in greater detail how to apply the Austrian business cycle theory to the different stages of the cycle. 
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			Bull Riding Lessons—How to Avoid the Business Cycle Horns
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			Bull riding doesn’t come naturally to most people. Cowboys on the Professional Bull Riders or Championship Bull Riding circuits weren’t born on bulls; they took lessons, studied other riders, and practiced for years just to be able to sit on a bull for eight seconds. Successful bull riding depends on the rider reacting to the bull: 1) when the bull leaps with its front legs, the cowboy must lean forward and squeeze with his legs; 2) as the bull descends from its leap, he pulls his hips closer to the rope and leans back. His responses must correspond with the bull’s movements.

			But the rider must react in proportion to the impulse of the bull; if the rider overreacts, the bull will chuck him. Leaning too far forward will get him a head butt from a Brahma; leaning too far back will get him a head slap from the bull’s butt. Of course, the bull can also spin, which calls for the cowboy to keep his center of gravity over the bull’s shoulders to keep the bull from slinging him like a stone. A more appropriate name for the event would be cowboy tossing.

			Rodeo clowns are important to bull riding, too. When the cowboy leaves the bull’s back, whether willingly or not, clowns distract the bull long enough for the rider to escape. And they entertain the audience between rides. In investing, the clowns are the daily market commentators in the press, but they tend to distract investors. 

			The first principle successful investors must learn is this: Bulls buck. That sounds elementary, but the most common mistake investors make is thinking the good times will last forever. The second is thinking the bad times will last forever. Instead of thinking in terms of cycles, investors do mental linear forecasting: They assume the trend will continue indefinitely. The trend is your friend, until it isn’t. To ride the market ups and downs, investors need to respond differently to each phase of the cycle, just as a cowboy responds to the movements of the bull. 

			Mental linear forecasting causes many investors to hang on to their stocks when the market starts to fall in spite of mounting losses, expecting the upward trend to come back. Months of declining prices finally erode their confidence. They decide that the downward trend will continue indefinitely, so they sell. Unfortunately, they have sold very close to the bottom of the cycle. 

			Fearing that the collapse in stock prices will continue indefinitely, many investors wait until the stock market has been rising for many months before they get back in. They want to be certain that the declining trend is over. But when the stock market has ascended long enough to provide comfort that it will not soon collapse again, it is nearing its peak for the cycle. 

			Investors think the market is safe to enter only after it has risen for many months and scaled new heights. They think the market is risky after it has fallen. As a result, many investors tend to buy at the top and sell at the bottom. I tried that strategy for years and found it very difficult to make any money. 

			Business cycles go through several phases, as the cartoon above from the 1850s illustrates. Each phase offers different opportunities and risks for investors. That the stock market correlates well with business cycles is not a new idea, even though financial economists are just warming up to it. Canadian economist George Bragues summarized the views of economist L. A. Hahn in the 1960s this way: 

			Now since dividends come out of profits, and these in turn fluctuate with the vicissitudes of the economy, it follows that the generality of stocks, though their long-term trajectory will follow secular trends, are nevertheless affected by the business cycles that have been a feature of capitalist economies since the 19th century. The upshot is that the question of what objectively drives the stock market is necessarily connected to the riddle of business cycles.1

			Hahn did not think the stock market is as efficient as the EMH, but neither was it as irrational as Keynes’ “animal spirits.” It is somewhere in between: In the short run the market can go to extremes, but in the long run it reflects fundamental values.

			Hahn explained business cycles using the Austrian business cycle theory: 1) The boom and bust caused by the Fed’s manipulation of interest rates affect corporate profits; 2) Changes in the interest rate affect the capitalization rate of assets such as stocks: Lower discount rates raise asset prices, while higher rates lower prices. Hahn emphasized that good investors must adjust to the cycle and not always follow the trend or always be contrarian. Investors need to be contrarians during market extremes but trend followers in between. 

			Another economist who has recognized the link between business cycles and stock market cycles is Joseph Calandro, Jr., a managing director at PricewaterhouseCoopers and professor of finance at the University of Connecticut. Calandro combined the insights of billionaire investor George Soros with those of the Austrian business cycle theory in his book Applied Value Investing to investigate the rhythms of the market’s bucking cycle over time. Soros referred to the relationship between the performance of a company and its stock price as one of reflexivity, meaning that not only did fundamental information such as profits determine stock prices, but those prices also influence the performance of the company. As Lachmann wrote:

			If the directors of a company announce a bold expansion programme, the effect of their announcement on the price of their shares tells them whether or not the market agrees with their expectations: If price falls it means that the market takes a less optimistic view of the company’s prospects, and such a price fall will convey a warning signal to the directors that they must walk warily . . . 2 

			We hold that the Stock Exchange by facilitating the exchange of knowledge tends to make the expectations of large numbers of people consistent with each other, at least more consistent than they would have been otherwise; and that through the continual revaluation of yield streams it promotes consistent capital change and therefore economic progress. This, of course, is not to say that the Stock Exchange makes inconsistent capital change impossible: merely, that company directors who ignore the signals of the market do so at their peril, and that in the long run a market economy substitutes entrepreneurs who can read the signs of the times for those who cannot. 3

			In other words, good/poor performances by companies cause the prices of their stocks to rise/fall, which persuade investors to finance/not finance (buy or sell the stock) managers’ turnaround plans. These dynamics help explain why the value investing strategy earns returns for investors who outperform market indices, if investors can select stock in companies with a good chance of correcting past mistakes and improving company performance. 

			This reflexivity, or the feedback between a company’s stock price and its profit performance, ensures that most of the time price reflects fundamentals. However, on occasion the feedback loop gets broken and prices can diverge from fundamental value. Calandro reproduced Soros’ graph depicting the cycling of stock prices and earnings per share as a proxy for performance.4 
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			In the graph, stock prices snake around the fundamentals of earnings per share like the gyrations of a bucking bull. The closing of the reflexive loop causes prices to soar above the fundamental values for a while, but re-establishing that loop pulls prices back down like a lasso. However, Soros ignores the fact that the Fed’s monetary policy determines investors’ risk tolerance, which in turn affects their calculations of fundamental value. The deviations from fundamental value reflect the changes in the money supply and risk tolerance. The following sections incorporate Calandro and Soros’ insights to describe the divisions of the Overstone Cycle of Trade. 

			Stagnation

			The best time to get into the stock market is in the middle of a depression, or “stagnation,” as Overstone refers to it, because growth in the money supply will have stalled and investors will tolerate less risk, both of which will have driven P/E ratios and book values to their lowest levels. In other words, stocks will be cheap like blue light specials at Kmart.

			This division corresponds to Calandro’s stage one: “Stage 1 of a business cycle presents a classic political economic dilemma: the fundamentals (as illustrated in Soros’s model by EPS) are much stronger than the market’s valuation of them (as reflected in the stock price), and, therefore, it is perceived the market is not performing optimally.”5 To stimulate the market, the central bank will reduce interest rates. 

			Jumping into the stock market after months of decline is difficult for most investors because that is when the majority are selling and their mental linear forecasting tells them the downward trend will continue indefinitely. In the midst of the stagnation, many investors will ridicule anyone foolish enough to dive into the whirlpool. But that is when the wise investor will want to buy stocks. As the great Benjamin Graham advised, buy stocks when they are cheap. Stocks will be cheapest near the bottom of a recession. In the latest recession, the stock market bottomed in the spring of 2009. 

			Don’t worry about trying to time the exact bottom of the market. Anyone who hits it exactly is just lucky. Some investors will jump in a few months early and suffer small losses; others will get in a few months late and leave some money on the table. Neither matter. Both will earn good returns over the next year.

			Investors can have the confidence to buy stocks when everyone else is selling because they know that the Federal Reserve will reduce interest rates and desperately try to pump new money into the economy. Because profits are low and businessmen are wary, little of that money will go into business expansion in the depth of the recession. Most of it will go into assets, the greatest beneficiary being the stock market. For example, investors could have bought the S&P 500 in 2009 at around 800 and by 2010 seen the value of their stocks increase by 50 percent as the index climbed to 1,200. 

			Because the Federal Reserve relies on low interest rates to lift the economy out of a recession, stocks in capital goods industries will outperform the rest. Recall that the Austrian business cycle theory predicts that new investment from artificially low interest rates will go into producing more capital goods because that sector is most sensitive to interest rates. So instead of investing in the broad market, such as an S&P 500 index, an investor might want to take advantage of the insight from the Austrian theory and concentrate on the capital goods sector. One such sector is tech stocks. 

			The pros have known for decades that tech stocks lead most stock market recoveries. The Nasdaq, the index that best represents tech stocks, closed in February 2009 at its lowest point of the cycle—1,378. In April 2010 it closed at 2,461. Investors who managed to buy at the bottom would have enjoyed a 79 percent return on investment over those fourteen months. 

			If investors prefer to stick more closely with Graham’s advice and don’t want to speculate on the rise of stock prices, the bottom of the business cycle is also the best time to buy stocks in companies that pay good dividends. Executives like to keep dividends the same each quarter in spite of fluctuating business conditions, so dividends display little variation. Yields (dividends divided by price) will be at their greatest when stock prices are lowest. Even if the stock market doesn’t rise in price for a while, investors will enjoy decent returns on their investment from the dividends. Then when the market rises, investors will enjoy capital appreciation, along with the dividend yields. At the same time, stocks that pay good dividends will persuade investors in treasuries to switch to stocks because treasury yields will be at their lowest levels, and those investors will be looking for better yields. Investors can find good dividend-paying stocks at most mutual fund companies or in ETFs. 

			Improvement

			In Overstone’s “improvement” phase of the business cycle, businesses shake off fear and begin to invest. This section encompasses Calandro’s stages two and three. Fundamentals improve as revenue grows. Combined with margin buying, stock prices enjoy powerful appreciation.  

			Hayek’s Ricardo Effect begins to kick in: Profits for consumer goods makers are at their lowest level of the cycle, making wages high relative to sales. Businessmen respond by cutting back on the use of labor and purchasing more labor saving equipment, such as computers and software in order to reduce their total labor costs and increase worker productivity. New orders to capital goods makers encourage them to borrow and expand production. 

			As idle stocks of raw materials shrink, the prices of commodities such as steel, copper, and aluminum used to make the capital goods rise. This is a good time for investors to diversify into such commodities through ETFs. Monetary pumping by the Fed will drive up the prices of commodities and the stock market for months. The graph in figure 13 below shows the percentage deviation from the average of each business cycle for stocks in the S&P 500 index and commodities.6 Commodities follow a pattern similar to that of stocks. 

			In Calandro’s stage three, the market corrects (dives) after a sharp run-up in prices because the reflexivity loop still works to keep prices in line with earnings.
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			Confidence

			Calandro’s stage four has the market price recovering from the correction in stage three due to strong fundamentals. Calandro sees this stage as critical for investors because many professionals follow technical analysis methods in which they look for patterns in price movements to guide their investment decisions. In stage four, the stock market will rise above the price top set before the stage three correction and is a powerful signal to technical analysts that a rising trend in prices has formed. This is the point at which many technical traders will enter the market to ride the soaring trend. 

			In this stage, employment continues to rise in the capital goods sector and that triggers renewed demand for consumer goods. The new investments in capital goods haven’t had time to increase consumer goods production, yet, so consumer goods prices begin to rise. But the increase in price inflation isn’t enough to worry the Fed. It sees rising prices as a sign of an improving economy because mainstream economics views them that way. The stock market and commodity prices will continue to rise. 

			Prosperity

			This section of the cycle is built partly on fundamentals and partly on monetary expansion. Prosperity seems as though it will last forever. This is the phase in which most investors decide that the recovery rests on solid ground. They feel comfortable getting back into the stock market after having missed the largest rally of the cycle. But this is the phase in which the wise investor will begin to get nervous. 

			This is Calandro’s stage five in which fundamentals begin to weaken. If stock prices remained tethered to earnings, stock prices would level off. To prevent that, the media send in the clowns. Remember that rodeo clowns distract the bulls to prevent them from stomping the cowboy into the arena dirt, but in the market, the clowns distract the investor. The clowns pull from their shirt sleeves old tricks to make the fundamentals look better. They use performance measures that rely on creative accounting, alternative profit measures and pro forma statements, and complicated valuation techniques. The clowns break the reflexive loop so that prices continue their ascent unrestrained by fundamentals. If the market was an actual rodeo, the clowns would be lynched for letting the bulls pulverize the cowboys.

			The price momentum causes more investors to buy into the market and, as Soros’s graph shows, P/E ratios climb with stock prices. Higher P/E ratios demonstrate that in a Fed regime of low interest rates, investors take on more risk. Price inflation may begin to rise, but economists and the clowns will find ways to reassure the public that they really aren’t witnessing price inflation. The trick is to separate food and energy from the data and report on “core” inflation, which tends to be less volatile. 

			Excitement

			Washington Irving is best known for his short stories “The Legend of Sleepy Hollow” and “Rip Van Winkle,” but he also wrote many essays. Before he took up the pen, he was a businessman, and one essay proves that he was a good economist as well. He wrote about the 1720s Mississippi Bubble in France, which he published as part of the “Crayon Papers” essays. No better description of this phase of the business cycle exists than one provided by Irving in his essay:

			In the course of a voyage from England, I once fell in with a convoy of merchant ships bound for the West Indies. The weather was uncommonly bland; and the ships vied with each other in spreading sail to catch a light, favoring breeze, until their hulls were almost hidden beneath a cloud of canvas. The breeze went down with the sun, and his last yellow rays shone upon a thousand sails, idly flapping against the masts.

			I exulted in the beauty of the scene, and augured a prosperous voyage; but the veteran master of the ship shook his head, and pronounced this halcyon calm a “weather-breeder.” And so it proved. A storm burst forth in the night; the sea roared and raged; and when the day broke, I beheld the late gallant convoy scattered in every direction; some dismasted, others scudding under bare poles, and many firing signals of distress.

			I have since been occasionally reminded of this scene, by those calm, sunny seasons in the commercial world, which are known by the name of “times of unexampled prosperity.” They are the sure weather-breeders of traffic. Every now and then the world is visited by one of these delusive seasons, when “the credit system,” as it is called, expands to full luxuriance, everybody trusts everybody; a bad debt is a thing unheard of; the broad way to certain and sudden wealth lies plain and open; and men are tempted to dash forward boldly, from the facility of borrowing.

			Promissory notes, interchanged between scheming individuals, are liberally discounted at the banks, which become so many mints to coin words into cash; and as the supply of words is inexhaustible, it may readily be supposed what a vast amount of promissory capital is soon in circulation. Every one now talks in thousands; nothing is heard but gigantic operations in trade; great purchases and sales of real property, and immense sums made at every transfer. All, to be sure, as yet exists in promise; but the believer in promises calculates the aggregate as solid capital, and falls back in amazement at the amount of public wealth, the “unexampled state of public prosperity.”

			Now is the time for speculative and dreaming or designing men. They relate their dreams and projects to the ignorant and credulous, dazzle them with golden visions, and set them madding after shadows. The example of one stimulates another; speculation rises on speculation; bubble rises on bubble; every one helps with his breath to swell the windy superstructure, and admires and wonders at the magnitude of the inflation he has contributed to produce.

			Speculation is the romance of trade, and casts contempt upon all its sober realities. It renders the stock-jobber a magician, and the exchange a region of enchantment. It elevates the merchant into a kind of knight-errant, or rather a commercial Quixote. The slow but sure gains of snug percentage become despicable in his eyes; no “operation” is thought worthy of attention that does not double or treble the investment. No business is worth following that does not promise an immediate fortune. As he sits musing over his ledger, with pen behind his ear, he is like La Mancha’s hero in his study, dreaming over his books of chivalry. His dusty counting-house [sic] fades before his eyes, or changes into a Spanish mine; he gropes after diamonds, or dives after pearls. The subterranean garden of Aladdin is nothing to the realms of wealth that break upon his imagination.

			Could this delusion always last, the life of a merchant would indeed be a golden dream; but it is as short as it is brilliant. Let but a doubt enter, and the “season of unexampled prosperity” is at end. The coinage of words is suddenly curtailed; the promissory capital begins to vanish into smoke; a panic succeeds, and the whole superstructure, built upon credit and reared by speculation, crumbles to the ground, leaving scarce a wreck behind: “It is such stuff as dreams are made of.”

			When a man of business, therefore, hears on every side rumors of fortunes suddenly acquired; when he finds banks liberal, and brokers busy; when he sees adventurers flush of paper capital, and full of scheme and enterprise; when he perceives a greater disposition to buy than to sell; when trade overflows its accustomed channels and deluges the country; when he hears of new regions of commercial adventure; of distant marts and distant mines, swallowing merchandise and disgorging gold; when he finds joint-stock companies of all kinds forming; railroads, canals, and locomotive engines, springing up on every side; when idlers suddenly become men of business, and dash into the game of commerce as they would into the hazards of the faro table; when he beholds the streets glittering with new equipages, palaces conjured up by the magic of speculation; tradesmen flushed with sudden success, and vying with each other in ostentatious expense; in a word, when he hears the whole community joining in the theme of “unexampled prosperity,” let him look upon the whole as a “weather-breeder,” and prepare for the impending storm. 7

			Calandro’s last three stages unfurl in rapid succession at this point. In stage six, the stock market reaches levels not seen during the business cycle and may set record highs. The Federal Reserve may worry about price inflation and begin to raise the interest rate they charge banks for loans. However, don’t count on it. The Fed did not raise rates in the boom of the 1920s or the late 1990s because rapid productivity growth kept supplies increasing fast enough to mask the effects of the Fed’s monetary pumping and blocked consumer prices from rising. Yet in each case the stock market collapsed and was soon followed by an economic collapse. 

			The lack of price inflation in the face of fast-growing money supply measures doesn’t mean that monetary pumping does not cause problems; it means that the problems are hidden only from the Fed and the average investor, who doesn’t understand how money works to change the capital structure of the economy. 

			Hayek’s Ricardo Effect is about to trigger the onset of another recession. To recap, the Ricardo Effect describes the decision of consumer goods makers to switch from buying capital goods to increase production to using more labor. Rising consumer goods prices (caused by continued monetary pumping by the Fed) have inflated paper profits for those manufacturers. Rising profits and demand motivate manufacturers to produce more consumer goods, and that requires them to increase the amount of labor or capital equipment they use. Rising paper profits make labor cheaper compared to buying more capital equipment, so consumer goods makers stop buying equipment and hire more labor. 

			In this stage, the yield curve may become inverted. In other words, the Fed may want to dampen rising price inflation by raising the interest rate it charges member banks for loans. Often, that rate becomes higher than the longer-term rates, such as the ten-year Treasury, and people refer to that as an inverted yield curve. Such inversion is a relatively good sign of an impending crash, but it can have a long lead time. Also, price inflation may not appear because rising productivity masks it, so the Fed may not raise rates. Finally, as mentioned earlier, unemployment may remain high and prevent the Fed from raising rates, so the yield curve may not become inverted. 

			In the previous stage, prices lost their anchor to fundamentals in Soros’ model. Credit expansion and psychology drive the excitement phase. Price-earnings ratios have inflated. At the peak of the bull market in the late 1990s, P/E ratios rose as high as forty. That indicates that investors are less risk tolerant and becoming exuberant about investing. Individual investors may borrow to invest. Margins at brokers will be fully used. Many individual investors are just now entering the market. 

			This is the stage in which the wise investor will pay attention to profits. Profits should be approaching their highest levels for the cycle. Popular and financial news channels will frequently lead with stories about robust profits. This is the time to get out of stocks. If the Fed has raised rates, debt will be at its cheapest level in the cycle, and the investor can earn good returns on bonds or treasuries during the recession when the Fed reduces interest rates and the principal on debt begins to rise. If the Fed hasn’t raised rates, cash or gold will be the safest place to put your nest egg. 

			The stock market will experience a sharp correction, but the clowns will tell investors this is healthy and to buy on the dips. The correction triggers stage seven in which fundamentals begin to decline as well, because investors refuse to finance manager plans. Analysts fear that companies may not be able to maintain earnings growth. Short selling increases. Finally, stage eight in Calandro’s taxonomy ushers in the full-blown reversal and drives P/E ratios below levels justified by the fundamentals. In reality, investor risk tolerance has collapsed along with the money supply, thus changing their assessment of fundamental value. 

			The knowledgeable investor will have recognized the warning signs and abandoned the stock market. He can relax and take an investing vacation. The market may continue to rise for a while, but it is better to get out early than try pushing through the exit when every investor is panicking and stampeding toward the gate. The market will drop more than 20 percent over the next few quarters and stay down for a while, even though it may bounce a few times. The wise investor will remain in cash, treasuries, gold, or corporate bonds until pessimism reaches its peak, the economy has returned to the stagnation stage, and the cycle begins again. 

			The reader may be frustrated by the vagueness of the descriptions of the stages of business cycles. He may be accustomed to the detailed charts and graphs that some investment advisors use to provide specific targets for prices and specific time periods. As Hayek wrote, that is a pretense of knowledge. All that we can expect from good economics is predicting the pattern of events, not the actual dates and prices. 

			However, I will indulge those investors who insist on some numbers as guides. There have been fifty-eight boom/bust cycles since 1790. The following table from the National Bureau of Economic Research8 shows the average duration in months of expansions and contractions for business cycles during four periods. 
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			Post WWII expansions have lasted an average of fifty-nine months, or roughly five years, so when an expansion reaches four years in length, investors should begin to look for signs of the peak. However, keep in mind that financial and real estate crises tend to cut expansions short. 

			For statistical wonks, the standard error for the mean is ten months, so the 95 percent confidence interval for expansions is the range between forty and eighty months. The average has been skewed due to the long expansion of the 1990s, so the median might be a better indicator of the length of expansions.
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			The Rodeo: Investing Strategies
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			Earlier, I mentioned one of the greatest investment advisors of all time, and Warren Buffett’s mentor, Benjamin Graham. Graham wrote the famous book on investing, The Intelligent Investor, which Buffett described as “the best book about investing ever written.”1 Graham’s advice became known as value investing, because Graham insisted on buying stocks that were cheap relative to book value or cash flow. 

			Graham didn’t write about business cycles. However, he recognized that at times the market as a whole could be overpriced and at other times underpriced. The Austrian business cycle theory helps the investor anticipate when stocks will reach those levels. The stage in a business cycle when stocks are cheapest relative to book value is at the bottom of the business cycle. 

			Graham advised investors to begin by dividing their portfolios 50-50 between stocks and bonds. More aggressive investors might want to divide it 75 percent stocks, while more conservative ones might prefer just 25 percent stocks. However, Graham did not advocate a buy-and-hold strategy. He advised investors to rebalance their portfolio regularly so that the ratios remained roughly the same as they were when the investor created the portfolio. For example, if the investor decided on a 50-50 split between stocks and bonds, when stock prices rose, the ratio would become unbalanced. The investor would sell stocks and buy more bonds to rebalance: 

			Market forecasting, of course, is essentially the same as market “timing.” On that subject let me say that the only principle of timing that has ever worked well consistently is to buy common stocks at such times as they are cheap by analysis, and to sell them at such times as they are dear, or at least no longer cheap, by analysis.

			That sounds like timing; but when you consider it you will see that it is not really timing at all but rather the purchase and sale of securities by the method of valuation. Essentially, it requires no opinion as to the future of the market; because if you buy securities cheap enough, your position is sound, even if the market should continue to go down. And if you sell the securities at a fairly high price you have done the smart thing, even if the market should continue to go up.2

			Nor did Graham promote dollar-cost averaging. Dollar-cost averaging is the strategy of always buying a constant amount of stocks regardless of what the market does. For example, an investor might purchase $500 worth of stock every month. When the market is low, he will purchase more shares than when the market is high. According to Graham that would be foolish:

			The thing that you would naturally be led into, if you are value-minded, would be the purchase of individual securities that are under-valued at all stages of the security market. That can be done successfully, and should be done—with one proviso, which is that it is not wise to buy undervalued securities when the general market seems very high. That is a particularly difficult point to get across: For superficially it would seem that a high market is just the time to buy the undervalued securities, because their undervaluation seems most apparent then . . .  Don’t forget that if Mandel or some similar company sells at less than your idea of value, it sells so because it is not popular; and it is not going to get more popular during periods when the market as a whole is declining considerably. Its popularity tends to decrease along with the popularity of stocks generally.3

			One problem with maintaining a strict ratio between stocks and bonds is that one side of the portfolio always loses money. Generally, interest rates will rise with stock prices during the expansion phase of the business cycle. As interest rates rise, the value of the principle on bonds falls, so the investor loses money on bonds as he gains money on stocks. Losses on bonds offset the gains to stocks. The following sections provide the investor with three different strategies for combining Graham’s value investing with the insights offered by the Austrian business cycle theory. 

			The Calf Roper

			In rodeo, calf roping requires a great amount of skill and patience, but calf ropers don’t earn as much money as bull riders and they don’t need to study bull gymnastics. Keeping in mind Graham’s definition of risk as a function of what the investor knows and how much effort the investor is willing to put into his portfolio, the calf roper investor won’t want to spend effort learning to recognize the phases of the business cycle. He won’t even try to defend his portfolio from price collapses like the one that occurred in 2008. Price movements are unimportant to the calf roper investor. 

			That is not necessarily a sign of laziness. The calf roper may not have the time, or he may find that he can spend his time more profitably in other matters, that is, exercising comparative advantage, as economists would say. Passivism doesn’t mean that the investor’s portfolio will do worse than other strategies. Using the insights of the Austrian business cycle theory, his investments will do much better than the buy-and-hold or dollar-cost averaging strategies. 

			The calf roper investor only buys; he never sells unless he needs the money for living expenses or to pay for something more important to him than investing. But he buys only when bonds or stocks are cheapest, as Graham insisted. Like a good shopper, the calf roper buys when assets are blue light specials. He knows from the Austrian business cycle theory that stocks will be cheapest at the bottom of a recession and bonds will be cheapest at the peak of an expansion. So he patiently waits for those moments of opportunity and buys only at those times. In between, new money that he acquires for investing goes strictly into cash, either money market funds or gold, so that when buying opportunities arrive he will have the funds to take advantage of them.

			This strategy may sound extreme, but I know of several companies whose owners have managed their firms that way with great success. One, an oil company, never expanded during periods when oil and gas prices were high; the owner simply piled up cash. Recognizing the cyclical nature of the business, he waited until prices collapsed. Then he would buy the companies that went bankrupt because they had borrowed too much to expand during the good times. 

			Of course, when buying stocks the calf roper will only want to purchase dividend-paying companies. That is why he can ignore price movements most of the time; he has a steady stream of income. But it’s also why he can purchase stocks only at the bottom of a recession because that is the only time during the business cycle when prices are cheap and yields are high. A good ETF or mutual fund with a focus on dividends should return about 4 percent annually. That is not a high return, but it’s better than inflation and the investor doesn’t need to worry about losing his principle. As mentioned earlier, avoiding losses is one of the best means to ensuring superior absolute returns. 

			The calf roper investor must have patience but not super human levels, because business cycles aren’t that long. Bottom-to-bottom cycles, when he will buy stocks are only about four to five years in length. Top-to-top cycles are about the same length, but bottom-to-top cycles, when he will switch from buying stocks to buying bonds, are half that length. So the calf roper investor needs to buy stocks or bonds about every two years. In between, he can go back to what he does best or play golf. He needs to be aware only of when the economy is really bad and when it is really good. 

			The Steer Wrestler

			Steer wrestling in the rodeo requires a cowboy to ride along side a sprinting steer, leap from his horse, and wrestle the animal to the ground. The event requires less patience and great timing. This investor makes his returns conform to his will. The steer wrestling investor cares more about price fluctuation than the calf roper and will defend his portfolio against potential collapses. That means he will have to be more active in the market and pay closer attention to the stages of the business cycle. 

			The steer wrestler investor will do all that the calf roper does, but he will sell assets as well as purchase them. Instead of just waiting for the depths of recessions to buy stocks, he will try to time the market (in the sense of timing used by Graham) using the Austrian business cycle theory to sell his stocks before major price declines. He will watch things like Fed policy and the yield curve, but most importantly he will pay attention to corporate profits. When profits are at the highest point of the current cycle, he will take that as a sign of a turning point and sell his stocks at about the same time that he is buying bonds. However, the investor may not wish to sell all of his stocks but instead reallocate his portfolio to include 25 percent stocks and 75 percent bonds. Then, in the depths of the recession, he will sell his bonds while he is buying stocks. This strategy will make the investor a contrarian at the major turning points and help her buy low and sell high. 

			The steer wrestler investor will want to concentrate on cyclical stocks because they tend to be issued by companies in the capital goods sector, as opposed to consumer goods, and follow the contours of the business cycle most closely. They are the most volatile, and according to conventional investment wisdom, the most risky, but they are not risky to the steer wrestler investor because of his knowledge of the business cycle and the effort he puts into his portfolio. 

			While he never speculates, the steer wrestler investor may want to use derivatives, futures, and options to hedge against mistakes. Derivatives lock in prices, so if the steer wrestler investor waits too late to sell or buy, the income from derivatives offsets his losses. Options contracts are cheaper than futures contracts, but they also expire, and when they do, the owner has lost his investment. Futures contracts are more expensive but can be rolled over when the contract expires. 

			Many investors accustomed to conventional wisdom will automatically gag on the suggestion of trying to time the market. Ben Stein and Phil DeMuth parade a long line of investing luminaries in their book, Yes, You Can Time the Market, who preach against market timing and warn potential sinners of a financial hell that is hot and long. But even as a skeptic responded, “It’s a dry heat,” so Stein and DeMuth raise important objections to the fear of market timing—price theory:

			Then there is a factor standing in the way of the Anti-Market Timers that is about as big as Gibraltar. If Market Timing is futile and meaninglessly foolish, then what about the basic concept of price? How can price be meaningless in terms of stocks, while it is meaningful everywhere else?

			This is a crucial question, and it is the one that began us on this project. If price means something in terms of real estate or oil futures or bonds or cars or shirts, how can it be meaningless in terms of stocks? If there is a price that is a “high” price for an apartment building relative to its rental income, can it be that there is no such thing as a “high” or “low” price of share of stock in terms of its dividends or earnings or book value or some other metric—maybe even in terms of its usual price? If natural gas is high or low in relation to coal or oil, can it be that stocks are not high or low relative to other investment classes or to their own earnings or dividends? Does the basic principle that price is king in markets have no application in stocks?4

			Stein and DeMuth proceed to show investors how to triple the return on their investments in stocks over fifteen years using a simple moving average and other indicators of the “cheapness” or “expensiveness” of stocks. 

			Keep in mind that fear of market timing results from the assumption that stock prices follow a random walk. The random walk thesis comes from a combination of the efficient market hypothesis and the assumption in mainstream economics that business cycles are random events. Like lightning striking out of a clear blue sky, market crashes can’t be predicted. The Austrian business cycle theory euthanizes those hypotheses and assumptions and gives the investor the knowledge needed to effectively time the market at the business cycle level, while accepting that in the short run, for any period less than a quarter, the stock market can respond to psychology and news events that are impossible to predict. 

			Several professors at the Massey University Department of Finance and Economics conducted a study of market timing using the business cycle. They compared three methods of investing—buy-and-hold, sector rotation, and selling stocks at the beginning of a recession. The sector rotation strategy involved picking stocks in sectors that should benefit during the  five stages of a business cycle. The timing strategy held an index of stocks, such as the S&P 500, and sold when the economy entered a recession. 

			The researchers invested one dollar in 1948 and followed its growth in value through 2006 using historical stock market data as they employed one of the three investment strategies. They found that the dollar turned into $372 using the buy-and-hold strategy. The sector rotation strategy converted that dollar into $1,094 while the sell-in-the-recession strategy converted it into $1,142. The authors make the following conclusion:

			Our market-timing strategy invests fully in the market for all periods except the first half of a recession when only cash is held. Studies such as Siegel (1991) and Brocato and Steed (1998) among others document that investors should switch entirely from stocks to cash as the economy enters a recession. Our analysis similarly confirms that investors are better off completely out of equities during early recession. However, as with sector rotation, our market-timing strategy is dependent on correctly anticipating business cycle conditions . . . 5

			A sector rotation investor with the benefit of perfect hindsight timing business-cycles stages would have only realized a 2.1% Jensen’s alpha from 1948-2006. This marginal outperformance would quickly dissipate without the benefit of 20/20 hindsight and after an allowance for reasonable transaction fees.

			Alternatively, we find that a much simpler market-timing strategy that switches to cash during the first half of a recession and holds the market index the remainder of a business cycle outperforms sector rotation. Additionally, using alternative performance measures we also show that market-timing is superior to sector rotation.6 

			Below in figure 16 is the graph of results the researchers included in their paper. While the purpose of the paper was to debunk the sector rotation strategy, it clearly shows the superiority of timing the market to sell stocks at the first signs of a recession. The authors waited to sell their stocks until it was clear that a recession had begun. However, a major downturn in the stock market is one of the best indicators of a looming recession. In fact, the stock market is one of the leading indicators in all of the major business cycle forecasting indexes. Investors will recall the old joke that the stock market forecasted ten of the last eight recessions, but keep in mind that mainstream economists have failed to predict all of the last eight recessions.  

			Because the stock market is a leading indicator of recessions, the insights of the Austrian business cycle theory can improve on the performance of the sell-in-the-recession strategy. The investor knows that when profits are at their highest level of the cycle, a downturn in business is near and the stock market will anticipate that downturn. So when profits are high, the steer wrestler investor will begin moving out of stocks. But instead of investing the proceeds in cash, as the authors of the study did, the steer wrestler investor will buy bonds because yields will be at their highest level of the cycle, meaning bond prices will be at their cheapest levels. 
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			In addition, the steer wrestler investor will not hold an index such as the S&P 500 because he will understand that companies in the consumer goods sectors, or secular stocks, won’t benefit as much from the boom that follows a recession. So the investor will follow a modified sector rotation strategy. Instead of timing the five stages of the business cycle and incurring huge transaction costs, he will invest in cyclical stocks, those in the capital goods sectors, at the bottom of the recession. As the cycle matures, he may want to diversify into consumer goods companies. 

			The Bull Rider

			Bull riding is the sport of climbing onto the back of an angry bull and riding him for eight seconds. This is the highest paying event in rodeo. Some investors have the time and are willing to put more effort into their portfolio. Instead of waiting for opportunities, the bull rider will chase them down and ride them. She will do all that the steer wrestler investor does, but more aggressively. For example, she may borrow money to invest in stocks at the bottom of a recession, because she is certain that monetary pumping by the Fed will soon launch prices in the stock market. 

			If the investor has an account that allows him to buy stocks on margin, he might use it. Or he can accomplish something similar by purchasing options or futures without owning the underlying stocks or bonds. The difference between the bull rider and the steer wrestler investor in his use of derivatives is in their relationship to the assets each owns. The steer wrestler investor owns the underlying asset and buys a derivative as insurance to protect the value of his asset. That is a very conservative use of derivatives. The bull rider does not own the underlying asset and speculates on the future price moves of the asset type. 

			The bull rider may buy futures or options on tech stocks in the depths of the recession. If his timing is not too far off, the rise in tech stocks in the early months of a recovery combined with the leverage inherent in derivatives will multiply his returns dramatically. At the same time, he may want to sell bonds that he doesn’t own because interest rates will be low (the prices of bonds will be high) and he expects them to rise (bond prices will fall). When the Austrian business cycle theory indicates a looming recession, the bull rider can reverse his positions by selling futures in the stock market (or buying put options) and buying options on bonds. 

			The middle of the boom phase of the business cycle can be a boring time for the bull rider, who will need to learn to exercise the patience of a calf roper. If he doesn’t have patience, he may want to try to time the market more frequently than just picking the tops and bottoms of business cycles. Booms can last four to six years, but in between the stock market can experience corrections of up to 20 percent. Neither profits nor the money supply, the standards of Austrian theory, explain such periods. They are driven by psychology when investors are unusually exuberant or pessimistic. In between the bottoms and tops of the business cycles investors will exhibit both tendencies. Money and profits determine the trend; psychology determines short-term variations around the trend.

			The best guides to riding the smaller gyrations of psychology that occur during the expansion stages of business cycles are techniques that identify trends and minor turning points. For example, charting and candlestick techniques try to identify the psychology of market participants and guide the investor accordingly. The strategy is to catch a trend and stay with it long enough to earn enough profit to pay for losses on wrong guesses.

			Another technique is to use two moving averages, a long-term average, say, 200 days (roughly six months), and a short-term average, say, ten days. When the short-term average crosses the long-term average, the investor has a buy or sell signal. Whether the investor buys or sells depends upon whether he is a trend follower of contrarian. For example, assume the short-term moving average moves up and crosses over the long-term moving average. The trend follower would buy because he sees the move as an indication of the beginning of a trend. The contrarian might see the crossing as the end of an upward trend and sell. 

			A variation on the technique applies statistical probability by calculating standard deviations from the long-term average. When the short-term average reaches two or three standard deviations from the long-term average, the investor knows a turning point is coming in the market. Exponentially weighted moving averages add a twist to the process by giving greater weight to more recent data points. Others use dynamic regression in place of a long-term moving average. In dynamic regression, the investor forecasts the average of an index using only the earlier prices of the market. For example, he may predict the average value of the S&P 500 for the next month based on historic monthly averages. When the stock market reaches two or three standard deviations from the forecast, the author either buys or sells. If the bull rider has the cash and ice water in his veins, he can use derivatives to boost his gains or losses using these techniques. 

			Doing justice to the many technical analysis methods would require writing several more books, so I advise investors to search these out on the Internet. 
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			For most of written history, people stashed their savings in gold, silver, or land. Investing required little thought because price inflation existed only in the rare times during which the government would dilute coins with base metals, as the Roman emperors did just before the collapse of the Western part of the empire. Even the swarm of ships bringing gold stolen from the tribes of the Americas to Spain caused very mild price inflation. 

			Today, investors have a much more difficult task. Governments, through their central banks, energetically manipulate the money supply as they try to apply faulty economic theory to policy, causing hard-kicking business cycles and making investing as frightening and financially dangerous as riding a mean bull in a rodeo. If the horns of the financial crisis and recession don’t gore your wallet, price inflation will stomp it into a bloody mess. Fortunately, sound economics from Austria provides a theory of business cycles that can help investors tame the raging bull. Investing with the Austrian business cycle theory is a hybrid of value investing, sector rotation, stock market timing, and asset allocation theories of investing. Using sound economic theory about business cycles, it applies the best from each of the theories at the appropriate stage of the cycle. 

			The investor shouldn’t see the Austrian business cycle theory as a replacement for Graham’s method of value investing. It augments Graham’s advice. Value investing is the best strategy for most investors; business cycle theory will help the investor anticipate periods when stocks are true value investments and avoid the major losses that destroy portfolios just before the bull tosses you into the rodeo dirt. The financial advice that flows from the Austrian business cycle theory doesn’t offer mathematical models for precisely predicting the dates of market crashes and the exact percentage declines. Hayek called such attempts at precision a “pretense of knowledge” in his Nobel Prize acceptance speech: 

			It has, of course, to be readily admitted that the kind of theory which I regard as the true explanation of unemployment is a theory of somewhat limited content because it allows us to make only very general predictions of the kind of events which we must expect in a given situation. But the effects on policy of the more ambitious constructions have not been very fortunate and I confess that I prefer true but imperfect knowledge, even if it leaves much indetermined and unpredictable, to a pretence of exact knowledge that is likely to be false.1 

			Applied to investing, Hayek’s philosophy of economics means that we can predict general patterns and sequences but not exact dates and amounts. That may frustrate mathematically oriented investors, but true knowledge with imperfections is better than a pretense of exact knowledge that is false. Even with the superior knowledge gained through the Austrian business cycle theory, investors still need good judgment. 

			The investor who masters the Austrian business cycle theory and how it applies to investing will rarely pick the absolute top or bottom of any market. But he can ascertain general trends and rough turning points in markets so that he can earn superior returns during expansions and avoid disastrous losses during market crashes. Someone has said that reasonable wealth results from knowledge and hard work; anything else is just luck. 

			
				
					1. Friedrich August von Hayek, “The Pretence of Knowledge,” The Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel, December 11, 1974, http://www.nobelprize.org/nobel_prizes/economics/laureates/1974/hayek-lecture.html.
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