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The past two weeks have resulted in one of our rare "wow" moments here at the Consumer
Metrics Institute. On July 19 our Weighted Composite Index defied recent history and reached a
single-day record level of year-over-year growth before subsiding slightly since:

What is more amazing is that this followed hard on the heels of a retested record low in our
trailing 91-day "quarter" average of that same index on May 29th and 30th. That moving average
is our "Daily Growth Index," and it has soared almost parabolically over the past 50 days from a
-6.76% contraction rate to one now in the vicinity of -2.5%:
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We find that one of the best ways to keep all of this in perspective is to monitor our "Contraction
Watch":
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The above chart follows the course of our Daily Growth Index (actually just a 91-day moving average of the Weighted
Composite Index, converted from the base 100 index to a +/- percentage) since that index first went into contraction (on
January 15, 2010 -- now nearly 560 days ago). The chart also shows what the Daily Growth Index was doing during the
consumer contraction that occurred within the formally defined "Great Recession" of 2008-2009. The progress of each
event is recorded as a track of Daily Growth Index values commencing on the left margin on the date that the index first
went into contraction.

Compared to our situation less than two months ago this transition is visibly game changing:

-- Two months ago we could not see in the above chart any movement that could conceivably
result in an early end to the current contraction event. That is no longer true.

-- Two months ago we expected that any moderation in the current contraction event would result
in a lingering plateau in the region between a -2% contraction rate and a -3% rate. We have just
reached the midpoint of that range and the upward movement is still substantial. While we can't
rule out a still-contracting plateau, any such plateau is likely to be at a lower level of contraction
than what we had previously expected.

Analysis

We measure quantitatively activities in the on-line consumer marketplace for discretionary
durable goods. Our methods involve the quiet collection of data unwittingly left behind by
shoppers. As a consequence we don't ask consumers why they are doing what they are doing. In
fact, our recent data surge is in direct contradiction to polls which do ask precisely that question,
particularly those recently conducted by The Gallup Organization -- which indicate that in June
and July consumer confidence was dropping (if not plunging) from a -26 reading to a -41 reading.

Divergences can be informative, and this one brings several points to mind:

-- Year earlier consumer demand was very weak, reaching lows not seen previously since
November 2008. As a consequence, current year-over-year comparisons will be strongly positive,
even if actual absolute demand has only returned to long-term "normal" levels. By the way, that
year-earlier demand will remain weak through the middle of August, likely resulting in an
extended current excursion into year-over-year growth territory in our Weighted Composite Index
-- pulling our Daily Growth Index even higher.

-- Consumer confidence responds to far more than pure economics. At the present time there are
ample other political and employment reasons for longer term consumer gloom even as the
recently declining gasoline prices may be allowing increased discretionary spending. Other events
(e.g., initiating strategic mortgage defaults) can also have positive impacts on the cash available
for durable goods while still hammering long term confidence.

-- We have always been aware of potential biases built into our sampling methodologies,
particularly those that are demographic in nature. And we have also built into our technologies
measures to correct for the inexorable long-term market shift from brick-and-mortar stores to
on-line merchants. We have even criticized other pundits for blaming short-term retail downturns
on regional blizzards, particularly when our nationwide data for at-home shopping was showing
the same downturn. But one of our Members (thank you, Dave) dropped us a note suggesting that the
current heat-wave in the U.S. might be causing a short-term distortion in the market-shift as
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consumers avoid heat plagued traffic to and from the malls. We will need to wait to see if the the
retail numbers for July confirm his suspicions.

-- Finally, whatever is happening with durable goods over the past few weeks will not effect the
industrial portion of the GDP until the fourth quarter of 2011. We would not expect either the
imminent 2Q-2011 GDP numbers or the later 3Q-2011 data to be anything other than lethargic, at
best.

Mussolini Revisited

(In a number of recent articles we have explored potential "unthinkable" solutions to both the U.S.
sovereign debt problem and the fiscal consequences of a suddenly balanced U.S. Federal budget
-- given that a balanced budget would suck about 14% out of the country's GDP, meeting the
clinical definition of a depression. We discussed the historical backdrop to sovereign debt
end-games, and solutions possible without major regime change, others requiring modest regime
change, yet more that involve radical regime changes, one that uses regime change to
de-securitize the mortgage industry, another that would selectively stimulate "Main Street"
America, still another that would stimulate the economy through genuine reform to the health care
industry, one that addressed the costs within the higher education "industry" and the impact that
growing student loan debt and defaults are having on U.S. economic growth, some ideas that
would address excessive regulation, another involving the use of accelerated but highly screened
immigration to offset the upcoming demographic drag as the "Baby Boomers" retire, and most
recently a look at tort reform to lower social-economic overhead. As a point of reference we have
used the report from the Simpson-Bowles commission as a sample framework for how to balance
the budget, and have assumed that to prevent a Simpson-Bowles induced depression some form of
non-fiscal stimulus would be needed that could provide excess growth to the U.S. economy on the
order of 3% per annum over 5 or more years.)

As we consider the "unthinkable" paths out of our current economic mess, some are clearly more
nightmarish than others. Full fledged episodes of either deflationary depression or runaway
hyper-inflation certainly fall into that category. A couple of decades of anemic and stagnating
growth while "kicking the can down the road" (e.g., Japan since 1990) probably also qualifies as a
nightmare -- at least for those currently not enjoying life near the top of the food chain. But there
are other possible nightmares, particularly if governments conclude that past interventions in the
economy failed merely because they were not intrusive enough.

When reflecting back on the U.S. Treasury's and the Federal Reserve's repeated interventions on
behalf of the financial industry after September 2008, we are reminded of the following quote:

"... a capitalist enterprise, when difficulties arise, throws itself like a dead weight into the state's
arms. It is then that state intervention begins and becomes more necessary. It is then that those
who once ignored the state now seek it out anxiously."

A reasonable comment on the situation, had it been uttered then. It was actually spoken, however,
on November 14, 1933 by Benito Mussolini during his address to the Italian National Corporative
Council.
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U.S. Interventionism

However ingrained the cultural vision of the United States as the bastion of unfettered capitalism
may be, it (like every other economy on the planet) has always floated somewhere in the grey
zone between utter laissez-faire and total state control -- at least since the "Whiskey Excise Act"
of 1791. Despite the best efforts of Andrew Jackson and Martin Van Buren in the 1830's, there has
been an inexorable drift towards increased governmental intervention and economic statism since
then. That drift accelerated sharply in several phases during the 20th Century -- particularly during
the "Great Depression," World War II and the continued growth of the "military/industrial
complex" during the Cold War. It arguably surged again after Paul Volcker allegedly
demonstrated the power of the Federal Reserve to control inflation, and yet again when Alan
Greenspan was widely perceived to have at last learned how to tame the U.S. business cycle.
Since then Ben Bernanke and Timothy Geithner have once more expanded the monetary
interventions to unprecedented levels, although in fairness a major portion of the recent
interventions have actually been in defense of the Federal Reserve's original 1913 mandate as the
liquidity source of last resort.

Throughout all of this movement towards increased governmental intervention in the economy,
the members of the S&P 500 peerage (and their predecessors) have prospered. As noted Austrian
School economist Murray Rothbard observed in his 1978 "For a New Liberty":

"Big businessmen tend to be admirers of statism ... because a good thing has thereby been coming
their way. Ever since the acceleration of statism at the turn of the twentieth century, big
businessmen have been using the great powers of State contracts, subsidies and cartelization to
carve out privileges for themselves at the expense of the rest of the society ... that the vast network
of government regulatory agencies is being used to cartelize each industry on behalf of the large
firms and at the expense of the public.

"In reality, all of these reforms, on the national and local levels alike, were conceived, written,
and lobbied for by these very privileged groups themselves. The liberal reforms of the
Progressive-New Deal-Welfare State were designed to create what they did in fact create: a world
of centralized statism, of "partnership" between government and industry, a world which subsists
in granting subsidies and monopoly privileges to business and other favored groups."

Corporatism

The "partnership" that Mr. Rothbard describes is an early form of the more extensive
"corporatism" that was familiar to the people sitting for Mussolini's 1933 address. It was the
means by which Mussolini and his friends in Germany controlled their economies -- just as it is
the means by which the nominally communistic leaders of China now control their economy.

And in 1936 Gaetano Salvemini, a first-hand observer of the Italian economy during the 1930's,
wrote in his book "Under the Axe of Facism" an eerily prescient description of the moral hazards
so vividly seen in the U.S. financial industry some 70 years later:

"In actual fact it is the State, that is, the taxpayer who has become responsible to private
enterprise. In Fascist Italy the State pays for the blunders of private enterprise ... Profit is private
and individual. Loss is public and social."

To understand how corporatism works one only need look at the likely workings of the post
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Dodd-Frank financial industry (or indeed, the Health Care Industry after the eventual full
implementation of the Patient Protection and Affordable Care Act of 2010), and extrapolate those
nominally capitalistic industries to the entire economy: private ownership of production capacity,
but with the actual operations largely regulated and controlled by industry specific ministries,
councils and commissions according to the political designs of the State.

Cynics will note that Mr. Rothbard's "big businessmen" will be fully represented in those
ministries, councils and commissions. In Japan there is a name for the cross-employment collusion
between big business and the governmental agencies entrusted to regulate them: "amaagari," the
ascent to heaven. Here we simply call it the "Treasury/Federal Reserve/Goldman Sachs" revolving
door. While the "Keiretsu" in Japan and the S&P 500 peerage in the U.S. will be able to safeguard
their interests in a corporatist world, the businessmen on "Main Street" will be expected to
scramble for whatever crumbs may fall from the table.

Formula for Growth

The economic track record of corporatism in 1930's Italy and Germany is difficult to disentangle
from the "Military Keynesianism" prominent in Italy during the early 1930's and in Germany after
1936 (for that matter, the Roosevelt Administration's track record post-1939 suffers from the same
problem). But the economic growth track record of China is impressive by any standard, and the
duration of that growth far out-strips anything seen in Europe 70-80 years ago and lays to rest
charges that such growth is necessarily transitory:

July 23, 2011: Unexpected Extremes & Mussolini Revisited 6



(Chart Courtesy of www.TradingEconomics.com)

How can "corporatism" achieve such spectacular results? The answer is simple: if the State
determines that the primary political priority is employment-generating growth, then all
conflicting social niceties are merely obstacles that must be eliminated. The eliminated obstacles
might initially include environmental protection, collective bargaining, domestic wage growth,
domestic consumption, cartel-free markets and unrestricted international trade. Eventually the
casualties will include political opposition and civil rights (although during China's unique and
pragmatically serendipitous evolution from a purely communistic state into a defacto
pseudo-fascist state, exo-Party political opposition was already a distant memory).

The rhetoric of a "corporatist" regime change is always wrapped in nationalistic jingoism, as it
was in Italy, Germany and China. Steps were taken to devalue the currency and prioritize exports,
while promoting self-sufficiency ("autarky") as a matter of vital national interest. Personal
consumption was discouraged, while personal savings were encouraged. Barriers to imports were
constructed, including appeals to patriotic consumption of only domestic product. Private
enterprises were allowed to raid public "commons," appropriating via eminent domain critical real
and intellectual resources required by the State's goals. Unfunded regulatory mandates were
created, designed to channel private investment and consumption into industries that had political
favor. And interest rates were kept artificially low, to encourage the expansion of private sector
commercial credit and to keep the costs of State borrowing minimized. Every step of the way the
changes were wrapped in the cloak of some necessary social good -- even paradoxically in the
guise of protecting the very economic obstacles that were being trampled.

(And the early signs of corporatism need not be glaringly obvious: just regulations that on the
surface defy economic common sense but are rationalized on the premise of some greater social
good. Recent U.S. examples might include the regulatory obsolescence of incandescent lighting or
analog broadcast TV when market conditions alone (i.e., consumer preferences) would never have
fully accomplished the same transitions in the State desired time frames. In the latter case the
domestic corporatist beneficiaries (the telecommunications giants) are far easier to identify in
retrospect than the rationalized social good -- or even the economic good given the bonanza
afforded to off-shore flat-screen TV manufacturers and the subsequent pressure on trade
balances.)

The Temptation
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The clear and present danger for the U.S. is that the fully entrenched Keynesian bureaucrats in
Washington will defend their power, prestige, influence, careers and lucrative future gigs by
insisting that the only thing wrong with their past efforts was that they given neither sufficient
time nor the coercive tools necessary to do the job right -- not unlike the proponents of the "Flat
Earth Society" insisting that the only reason we haven't yet found the edge of the earth is that we
simply haven't sailed far enough in sufficiently speedy ships.

By any standard the American based "Too Big To Fail" Primary Dealers have already achieved
corporatism. They have already reached the point previously observed by Gaetano Salvemini in
Mussolini's Italy: "Profit is private and individual. Loss is public and social."

The danger is that an "unthinkable" expansion of corporatism will be seen as the lessor of evils
necessary to forestall either a deflationary depression or a crushing episode of hyper-inflation. In
fact, the growth record experienced by the Chinese over the past two decades may prove to be an
irresistible prescription for how to prevent a Simpson-Bowles induced depression -- fully justified
by a national economic emergency.

It is likely that the American public will prove less submissively docile than their Italian, German
or Chinese predecessors were when corporate predation became State sponsored and their rights
(and the environment) were trampled. Prudent investors understand that turbulent economics
inevitably lead to turbulent politics. There's almost certainly a populist Andrew Jackson
somewhere out there ready to wrap himself in his version of the American flag and do battle with
the central bankers and their minions in the corporatist oligarchy.
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