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Since the tax cuts, the administration's policy moves have given markets little to cheer. 

This bull market in equities has shown some heartening staying power after finally getting on 
track last March. No question, after the numerous false dawns and misery of the past three 
years, the broad market's ability to maintain gains in the realm of 30% carries highly positive 
implications. The market's capacity to robustly capitalize expectations of rising future income 
streams both supports and confirms the sustainability of an economic expansion that a growing 
stack of data establishes beyond doubt is for real.  

Welcome as it may be, though, the current upbeat market climate is not without some 
disquieting notes. Against a run of some of the most expectations-beating economic indicators 
seen in years, the broad market has for nearly three months essentially been in pause mode, 
trading within narrow ranges of plus or minus four percent relative to its position of early 
September. One could argue that much of the rally of the prior six months came in anticipation 
of the economic performance that is now being confirmed. But with all available indicators 
pointing to an outlook for continued strength in economic and earnings growth, and valuations 
by no means stretched in the context of historic norms, further significant headroom should be 
available. 

The fact that the market remains hesitant to capture that upside, however, indicates risk factors 
now in play are hindering the attainment of full potential. Of course, we have devoted 
considerable attention to the risk of an inflationary overshoot by the Fed. With gold in each of 
the past three sessions closing above $400 -- a level last seen nearly eight years ago, but only 
briefly -- the specter of monetary error looms ever larger. Stocks, moreover, need not await 
confirmation in the lagging inflation data to reflect the error. As the Fed's hyper-accommodative 
posture cheapens the dollar's foreign exchange value on a more or less ongoing basis, currency 
risk in dollar-denominated assets presents the most immediate peril to stocks arising from the 
central bank's liquidity excess.  

But the Fed is not the only source of policy error currently weighing on stocks or, for that matter, 
the dollar. As much as we have welcomed the Bush White House's embrace of pro-growth tax 
policy, this administration's pursuit of a so-called economic agenda has become a tawdry 
spectacle. The vacuous mix of protectionist trade policies and essentially unlimited expansion of 
unfunded entitlements that now forms the backbone of that agenda could ultimately dash hopes 
for the kind of long-lasting economic renaissance that the tax cuts enacted earlier this year 
spurred in the first place.  

Far from "protecting" anything, the administration's protectionist tilt has been a self-inflicted 
wound born entirely of short-sighted political motives. The agonizing public vacillation the 
administration endured before finally acceding to repeal of the steel tariffs imposed last year 
captured the fatuousness of such ill-conceived policy steps. Facing the certainty of WTO-
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sanctioned retaliation against the tariffs and the prospect of a potentially economy-crippling 
trade war, the administration seemed paralyzed by the prospect of a backlash against 
President Bush in electoral vote-rich battleground states like Pennsylvania and Ohio. 
Garnering the votes of unionized steelworkers in those states, of course, was the White House's 
primary objective in erecting the higher tariff wall. Labor leaders, however, knew they could 
pocket Bush's attempted appeasement and use it to up the ante with the even more blatant 
protectionists among the Democratic field, which is exactly what the United Steelworkers did 
in rewarding Representative Richard Gephardt with its endorsement. No doubt Bush will now 
be subjected to gales of invective from Gephardt and his flat-earth brethren for lifting the tariffs 
prior to their scheduled expiration in 2005.  

Fact is, though, Bush likely has already been hurt more in heavy steel-consuming industrial 
states such as Michigan than he could possibly have gained in the steel-producing states. It 
should come as no surprise to anyone with even a casual knowledge of economics, but the 
tariffs turned out to be far more costly to steel consumers than they were beneficial to steel 
makers. Jobs losses in steel-using industries were multiples of those protected among 
producers. Such is the inevitable negative-sum result when trade policy enters the realm of 
political gamesmanship.  

For the market's purposes, it could be that the most disconcerting aspect of the whole sorry 
affair was the spin the White House attempted to put on cancellation of the tariffs today. "These 
safeguard measures have now achieved their purpose," Bush said. "I firmly believe U.S. 
workers can compete with anyone as long as we have a fair and level playing field." Loath to 
acknowledge that it is being forced to change a wrong-headed policy decision, the 
administration seeks to present itself as satisfied that the tariffs worked as intended. That can 
only be interpreted to mean that the administration will have little qualm using such "safeguards" 
again when circumstances warrant.  

Indeed, it's already obvious that whatever lessons the White House might have taken from this 
experience are the wrong ones. In the interregnum between the WTO's final ruling on the steel 
tariffs and the administration's grudging announcement today, the Commerce Department 
imposed new import restrictions on Chinese textiles. While the move -- applying to $10 billion 
worth of imports -- will not have a great direct economic impact, the message it sends is no less 
troubling. The US is a $10 trillion increasingly capital-intensive economy driven by high value-
added activity. Providing artificial protection to manufacturing industries that can no longer 
compete against low-wage, labor-intensive producers can only mean that, at the margin, capital 
and labor are not free to seek their highest-valued uses. The consequences of attempts to 
coddle uncompetitive industries can now be readily observed throughout Europe: long-term 
stagnation marked by a nearly complete absence of innovative and entrepreneurial activity.  

The Medicare prescription drug subsidy, meanwhile, is a fiscal time-bomb set to go off in about 
10 years when the first wave of baby boomers enters retirement. Estimates suggest the $400 
billion "limit" on the first-decade cost of the program is dwarfed by the unfunded future 
obligations implied by the benefit guarantee, which could reach $10 trillion. Inevitably, that piper 
will have to be paid, most likely in the form of sharply higher payroll taxes.  

When conventional economic wisdom early this year was hand wringing about deflation risk, 
excess capacity and high debt loads, among other things, we took a decidedly optimistic view. 
We advised that -- properly understood -- these factors were unlikely to pose serious obstacles 
to an economy poised for a sustainable growth breakout, one likely to be accompanied by 
robust stock market performance. Unfortunately, that bright vista is now becoming increasingly 
clouded by policy uncertainty and the risk of serious policy error.  


