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Even though Federal Reserve officials blanketed the airwaves last week to “leak” their cautious 
views on the economy, the markets didn’t believe it until Alan Greenspan spoke on Friday 
afternoon. As soon as his speech hit the Fed’s website, equity markets dropped and bond 
markets rallied. 
 
The speech contained appropriately pessimistic messages about the economy, and so it 
injected a much-needed note of realism into investors’ psyches. But there were subtler 
messages, too, which in the end may turn out to be just as important.  
 
Front and center, Greenspan is seeing mere “stabilization” rather than “recovery.” In the 
speech Friday Greenspan said, “…our economy has not been weakening cumulatively in recent 
weeks. In fact, indications of stabilization, similar in many respects to those observed in the 
period immediately preceding September 11, have been appearing with greater frequency.”  
 
At this late stage in the recession game, bad news is now bad news. There was a time 
when the commentariat was fond of saying that “bad news is good news,” because bad 
economic reports could be counted on to move the Fed to ease. But at this point, as my Trend 
Macro colleague David Gitlitz pointed out on Trend Macro Live! on Friday right after the 
speech, those days are long gone. As he put it, “Equity prices at these levels are hinging on 
prospects for recovery, not the odds on a marginal cut in rates from 1.75% to 1.5%.” After over 
a year of frantic rate-cutting with no results, the last thing equity investors want is the bad news 
that will drive even more useless cuts. They want good news. And Greenspan didn’t have much 
of it. 
 
In our view the worst signal in Greenspan’s speech is that it reveals that he still doesn’t 
understand the risk of deflation. On Friday Greenspan wove an elaborate fairy tail about the 
“retrenchment in capital spending” in response to “uncertainty about economic prospects.” 
Nowhere does he confess that true culpability for the downturn rests with the deflationary forces 
he unleashed in 1997.  
 
He portrays his frantic rate-cutting campaign all last year as having nothing to do with 
ameliorating deflation, but rather as being intended strictly for purposes of demand stimulus. 
The closest he comes to the topic of deflation is to acknowledge that the rate cuts were made 
possible by the absence of inflation: “… the magnitude of policy adjustment and the resulting 
low level of the federal funds rate responded both to the strength of the forces restraining 
demand and to the continued subdued pace of underlying inflation.” 
 
Whence comes this “subdued pace”? Not from monetary policy! Greenspan says, “…a striking 
feature of the current cyclical episode relative to many earlier ones has been the virtual absence 
of pricing power across much of American business, as increasing globalization and 
deregulation enhanced competition.”  

http://www.federalreserve.gov/boarddocs/speeches/2002/20020111/default.htm
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While Greenspan gave an all-clear signal with respect to immediate rake hikes, he 
revealed continuing worries about “irrational exuberance” that may put a ceiling on 
stock prices over time. It was subtle, but those of us who understand Greenspeak know what 
it means when Greenspan says, “Future wealth effects will depend importantly on whether 
corporate earnings improve to the extent currently embedded in share prices.” 
 
It means that Greenspan has arrived at some of the same conclusions that we have when we 
look at the forward earnings yields of stocks, and compare them to current bond yields. As I 
pointed out on January 4, 2002, in “A Little Problem with Reality,” corporate America would 
have to turn in all-time record earnings in 2002 to justify current valuations – well above the 
already optimistic forward earnings estimated by the consensus of Wall Street analysts.  
 
Of course, Greenspan has been worrying about some form of this problem ever since he first 
spoke of “irrational exuberance” on December 5, 1996. At that time, the consensus for the S&P 
500’s forward earnings was 47.9, and its price was 757. Today, the consensus for the S&P 
500’s earnings is 52.5 (10% higher than in 1996), and its price is 1145 (50% higher). It’s even 
worse with technology stocks.  

Greenspan is perfectly correct to have these concerns. But from a policy risk perspective, it 
doesn’t matter whether he’s right or wrong: what matters is that Greenspan has a record of 
using monetary policy to target the stock market, and he may target it again. So while his 
concern with present economic weakness rules out rate-hikes immediately, if the market runs 
further, he may feel that he has to intervene as he has in the past. 
 
Greenspan is positioning with the Democrats on fiscal issues. In the speech Friday, 
Greenspan said, “…despite the failure of Congress to enact further tax cuts and spending 
increases, the continued phase-in of earlier reductions in taxes and the significant expansion of 
discretionary spending already enacted should provide noticeable short-term stimulus to 
demand.” In other words, nothing more is necessary. 
 
What’s more, Greenspan echoed verbatim the “big lie” so often repeated by Robert Rubin in 
the former Treasury Secretary’s endorsement of Daschlenomics: that cutting taxes will 
increase interest rates. Greenspan said in Friday’s speech “…over the past year, some of the 
firmness of long-term interest rates probably is the consequence of the fall of projected budget 
surpluses and the implied less-rapid paydowns of Treasury debt.”  

As David Gitlitz has reminded me, Greenspan has always believed this “big lie,” and David 
thinks it may be Greenspan who taught it to Rubin in the first place! But from a policy risk 
perspective what matters is that, so as far as Greenspan is concerned, it’s read my lips: no new 

tax cuts.  
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