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A Century of Policy Mistakes
”There are four types of countries: the developed, the
underdeveloped, Japan and Argentina.”
Simon Kuznets, Nobel Laureate
When Archduke Franz Ferdinand and his wife Sophie were assassinated in June
1914 whilst visiting the city of Sarajevo, little did the people of Argentina realise
what would follow. Not only did it mean four years of death and devastation in
Europe but, for the good people of the Pampas and beyond, it would also mark the
beginning of a very long slide from riches to rags.
It is not my intention to pick on Argentina; however it represents a unique
opportunity to analyse and understand the long-term consequences of policy
mistakes. In the case of Argentina, the fact that the ruling classes were kleptocrats
didn’t exactly make the situation any better.

Don’t cry for me Argentina
Now, before you accuse me of having converted to the philosophy of Karl Marx,
consider the following: A century ago Argentina ranked as one of the wealthiest
countries in world, behind the United States, the United Kingdom and Australia
but ahead of countries such as France, Germany and Italy. Its per capita income
was 92% of the G16 average; it is 43% today. Life in Argentina was good. It
enjoyed the benefits of one of the highest growth rates in the world and attracted
immigrants left, right and centre. Boom times galore.
Argentina’s wealth was based on agriculture, but also on its strong ties with the
UK, the pre-World War I global powerhouse. Equally importantly, it understood the
importance of free trade and took advantage of the relatively open markets which
prevailed in the years leading to the Great War. Most importantly, though, it
benefitted from, but also relied upon, enormous inflows of capital from the rest of
the world. All of this is well documented in a recent piece in The Economist which
you can find here.
However, World War I changed all of that. The British Empire began to lose its
gloss during the period that followed. The depression of the early 1930s effectively
put an end to the free trade system which Argentina relied so much on and,
critically, foreign investments dried up. These factors alone do not fully explain
Argentina’s demise, though. The misery was amplified by a series of policy
mistakes. At the most basic level, it failed to educate its children. For a country of
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such wealth, it is an embarrassing fact that it had a much lower literacy rate than
its peers. The land owners provided primary education but little or nothing beyond
that. They had no real interest in doing so, and the government did nothing to
change it.
In the post war years, as the rest of the world reduced its reliance on commodities
and became more and more industrialised, Argentina got stuck in the old system.
Having failed miserably to use its wealth to develop other industries, its overreliance on commodities eventually caught up with them. Furthermore, postWorld War II, as the rest of the world began to open its borders again, under the
leadership of Peron, Argentina chose to go the other way and became more and
more closed. A succession of military coups beginning in 1930 didn’t really help its
course either.
More recently, decisions seemingly designed to please the uninformed, but having
the effect of peeing off the rest of the world (such as the decision to boot Repsol
out of the country), haven’t exactly done their standing in the international
community any good either. All in all a fairly capacious catalogue of policy
mistakes. No wonder foreign investors are not lining up to invest in the country
today.
Enough about Argentina. After all, I will be going there for the very first time a few
short weeks from now, and I don’t want to be turned away at the border! Sitting
here in the relatively cosy surroundings of Southern England (if it weren’t for the
flooding), it is tempting to conclude that we are smart enough to avoid the sorts of
problems that have dragged Argentina down over the past century. At the same
time, that is probably the most uneducated, and certainly the most dangerous,
conclusion to reach. Time and again we have seen our political leaders
demonstrate that they have spines no stronger than that of boiled spaghetti.
Business partner and good friend John Mauldin often jokes that politicians are like
teenagers. They opt for the easy solutions until there is no other way out. Only
when their backs are firmly nailed against the wall, will they make the difficult
choices. Sadly he is spot on.

The challenges facing Europe
Here in Europe we face at least two massive challenges over the next decade or
two, and how they are handled will probably determine the welfare path in our
part of the world for many, many years to come. At the moment our political
leaders largely ignore both of them.
At the most basic level, economic growth is driven by population growth and
improvements in productivity – i.e. how many people are there in the workforce
and how much can they produce? Simple as that. Whilst productivity can, and
does, vary modestly, the size of the workforce can be predicted many years out
with only limited uncertainty. It is therefore possible to establish relatively precise
long-term growth expectations based on demographic models. That is precisely
what our friends at Research Affiliates have done (chart 1).
The picture is worrying to say the least. Most countries will be facing significant
headwinds from demographic forces in the decades to come. Now, as many
people ask me when I bring up this issue, why is economic growth so important?
Couldn’t we all live happily in a low - even zero - growth environment? After all,
isn’t Switzerland a prime example that you don’t need much economic growth to
stay rich? (Switzerland has enjoyed one of the lowest growth rates in the world
over the past couple of decades, yet it is one of the most prosperous.)
I have several problems with that argument, the first one being how expectations
are managed by the political leadership. Precisely because the political
establishment is a profession dominated by moral pygmies and mental midgets
(Bertrand Russell’s words, not mine), policy makers won’t have the nerve to tell
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the truth, meaning that the current climate of debt financed consumption –
whether in the private or public sector – could quite conceivably continue until it
collapses under its own weight. As pointed out in a somewhat more diplomatic
tone by the authors of the Research Affiliates paper:
“If we expect our policy elite to deliver implausible growth, in an environment in
which a demographic tailwind has become a demographic headwind, they will
deliver temporary outsized “growth” with debt-financed consumption (deficit
spending). If we resist the necessary policy changes that can moderate these
headwinds, we risk magnifying their impact.”
Chart 1: Forecasts of Economic Growth Based on Demographic Forces

Source: Research Affiliates, Mind the (Expectations) Gap, June 2013.

The second issue I have with the Switzerland argument has to do with the absolute
level of debt which continues to rise despite all the talk about austerity. In simple
terms, the higher the overall level of debt, the more economic growth one needs
to service that debt. The debt trajectory in some of the largest countries in the
world is nothing short of frightening, yet we continue to pile on more debt (chart
2). The projections provided by the Bank for International Settlements are quite
obviously meant as a stark warning to politicians around the world. Do nothing
and this is what will happen. You should be aware that the projected rise is a
function of changing demographics; more specifically the result of the entitlement
programmes that are currently in place. An end to the crisis environment we have
been in since 2008 will not change the path, only the steepness of the curve.
Chart 2: Long-Term Sovereign Debt Projections

Source: Bank for International Settlements

It is pretty obvious that something will have to give. Otherwise we will end up in a
situation where only a modest rise in interest rates could destroy entire countries.
So, when Switzerland has been able to maintain its high living standards despite it
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sub-par growth path, it is at least partly down to the fact that the country, unlike
most, is not heavily indebted.
The third reason Switzerland is a poor proxy for the rest Europe is the massive
difference in youth unemployment. Whereas in Switzerland it is hovering around
8%, youth unemployment in the Eurozone is now 25%. Even though I have some
issues with how the EU calculates youth unemployment (they back out students
from the overall youth population which has the effect of dramatically reducing
the denominator) there is no denying that Europe is facing an unemployment
crisis of gigantic proportions.
We are at great risk of losing an entire generation of people to permanent
unemployment which is nothing short of tragic. Rapid economic growth (in the
range of 3-5% per annum) over an extended period of time would probably be
required to bring most of these people back into the workforce but, for the
reasons outlined earlier, it simply isn’t going to happen; however, that should
never be used as an excuse to do nothing.

There are solutions
The single most potent pro-growth policy tool is deregulation. Deregulation of
labour markets first and foremost but also of products markets, in particular
across borders. Policy makers in North Carolina removed long-term
unemployment benefits last summer. Since then the rate of unemployment has
plummeted from over 11% to less than 7% (chart 3). Obviously the downward
path has benefitted from an overall decline in U.S. unemployment and probably
also from many people dropping out of the workforce altogether as a consequence
of the loss of benefits, but the effect has been significant nevertheless.
Chart 3: Unemployment in North Carolina less National Average

Source: http://www.businessinsider.com/north-carolina-unemployment-rate-2014-1

Infrastructure spending is another powerful tool and one which I have written
about in the past. If we accept that we cannot eliminate public deficits from one
day to the next without creating a deep recession, we should at least aim to spend
the money on infrastructure projects where the return on invested capital is
measured in future economic growth and not in number of votes at the next
parliamentary elections.
At the moment, policy makers seem to have forgotten that there is more than one
knob to turn on the control panel. To quote the brilliant Woody Brock who is kind
enough to share his insights with us and our clients:
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“Monetary policy on its own will not and cannot achieve these long-overdue goals.
Repeat: Fed Watchers go jump in the lake!”

Conclusion
This month’s Absolute Return Letter is a short one by my standards. I have
delivered the key message. No reason to go on for much longer. Unless serious
action is taken, Europe in particular (but the U.S. is not far behind) is at risk of
falling into a very deep hole from which it may be extraordinarily difficult to dig
itself out of. Once in, it will prove ever so hard to get out again. That is one of the
key lessons learned from Argentina, even if the nature of Europe’s problems is
different from those of Argentina.
Let me round this month’s letter off with a couple of investment implications:
There appears to be a widespread belief amongst investors that wealth creation
(here measured as GDP growth per capita) and equity returns are highly
correlated. In other words, invest in those countries with the highest GDP per
capita growth, and you will achieve the most attractive returns. After all, it would
be a perfectly logical conclusion to arrive at. In reality, nothing could be further
from the truth. Over the long term the two have actually been negatively
correlated (chart 4). It could therefore prove to be a costly mistake to exclude
Europe from a global equity portfolio just because you have (valid) reasons to
believe that growth – and thus wealth – will stagnate in the years to come.
Chart 4: Real Equity Returns & Per Capital GDP, 1900-2013

Source: Credit Suisse, Global Investment Returns Yearbook 2014

Secondly, when it comes to managing a debt crisis of sorts, currency issuers have
a significant advantage over currency users. The latter have to go outside their
own country to fund their deficit, hence the risk of default if they can’t access
international markets (usually the result of mis-management). Currency issuers,
on the other hand, can issue unlimited amounts of IOUs in their own currency and
may, as a result, avoid overt default in perpetuity. This distinction is highly
significant, given the elevated levels of debt at present.
As sovereign debt continues to grow in many countries, should interest rates
begin to rise, servicing the debt would take a bigger and bigger toll on public
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budgets. It is therefore reasonable to expect governments to collude with central
banks to try and keep interest rates under control in the years to come. Now,
investors are not stupid. They will look to get paid for the added risk they take,
either explicitly or implicitly. If interest rates are perceived to be grossly
manipulated, market mechanisms will ensure that investors will instead turn their
attention to exchange rates to seek the necessary adjustments. Consequently, we
expect currency markets to take the brunt of the adjustments that will have to
happen over the next several years as it becomes increasingly clear who is in the
‘deep hole’ and who is not.
Niels C. Jensen
3 March 2014
PS. This letter was finished on Friday, 28 February. Over the following weekend
the situation in Ukraine deteriorated to the point where I feel obliged to make a
few observations. At this stage, though, there are more questions than answers.
The Americans have worked for an extended period of time on overthrowing the
Ukrainian government. By their own admission, they have spent about $5 billion
on achieving this target. How would the American leadership react if the Russians
had worked on overthrowing the government of Mexico or Canada? After all,
Ukraine in general, and Crimea in particular, is of undisputed strategic importance
to Russia.
Can we possibly support a regime that is infiltrated by neo-nazis and anti-semites?
The Svoboda Party has been awarded six cabinet posts in the new government,
and you don’t have to dig very deep at all to find some ugly stories about the true
colours of this party.
How and where does China fit into this conflict? So far they have been
conspicuously quiet. Perhaps it has to do with the fact that only three months ago,
the then Ukrainian President Yanukovych and President Xi Jinping of China signed
a bilateral treaty, pronouncing that China and Ukraine are now strategic partners.
The treaty includes some language covering the threat of a nuclear invasion but,
to the best of my knowledge, no explicit language regarding a non-nuclear
invasion.
A lasting solution to this conflict would probably entail a break-up of the country
into a Western part which would seek closer ties to the EU and an Eastern part
which would fall under Russia’s protection.
However, before we get to that point, we may have to go through a period of
increased tension and perhaps even a (civil?) war. Having said that, I very much
doubt that Western powers have the appetite for a military conflict and that is
unquestionably Putin’s strongest card. He knows it and it gives him the courage to
go further than he would otherwise be prepared to do.
Expect a sharp but quite brief set-back in equities whereas bonds and other
perceived safe haven assets should rally. However, events like these rarely have a
lasting effect.
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Important Notice
This material has been prepared by Absolute Return Partners LLP (ARP). ARP is
authorised and regulated by the Financial Conduct Authority in the United
Kingdom. It is provided for information purposes, is intended for your use only
and does not constitute an invitation or offer to subscribe for or purchase any
of the products or services mentioned. The information provided is not
intended to provide a sufficient basis on which to make an investment decision.
Information and opinions presented in this material have been obtained or
derived from sources believed by ARP to be reliable, but ARP makes no
representation as to their accuracy or completeness. ARP accepts no liability
for any loss arising from the use of this material. The results referred to in this
document are not a guide to the future performance of ARP. The value of
investments can go down as well as up and the implementation of the
approach described does not guarantee positive performance. Any reference
to potential asset allocation and potential returns do not represent and should
not be interpreted as projections.

Absolute Return Partners
Absolute Return Partners LLP is a London based client-driven, alternative
investment boutique. We provide independent asset management and
investment advisory services globally to institutional investors.
We are a company with a simple mission – delivering superior risk-adjusted
returns to our clients. We believe that we can achieve this through a disciplined
risk management approach and an investment process based on our open
architecture platform.
Our focus is strictly on absolute returns. We use a diversified range of both
traditional and alternative asset classes when creating portfolios for our
clients.
We have eliminated all conflicts of interest with our transparent business
model and we offer flexible solutions, tailored to match specific needs.
We are authorised and regulated by the Financial Conduct Authority in the UK.
Visit www.arpinvestments.com to learn more about us.
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