
Vienna Calling
Can Austrian economics give investors an advantage?

BY STEPHEN MAUZY, CFA

The Austrian school is relatively obscure compared
with the Keynesian and neoclassical schools.
First generations of Austrian economists (actual
Austrians)-Carl Menger, Eugen von Bohm-Bawerk,

Ludwig von Mises, Friedrich von Wieser, Fritz Machlup-
remain largely unknown. Friedrich Hayek is the exception,
mainly because of the continuing popularity of his book
The Road to Serfdom, his 1974 Nobel Prize in economics,
and a 2010 "viral" rap video contrasting the Austrian and
Keynesian theories of the business cycle.'

According to economist Edwin Dolan, Austrian eco-
nomics insists on laying bare the true causal relationships
at work in the social world and is not content to simply
establish empirical regularities among dubious statistical
aggregates. Today, Austrian economics is piquing interest
among investors because of its unorthodox insights into
the business cycle, savings and capital formation, and
capital allocation, which the Austrians contend is driven,
to a large extent, by money supply.

Money and Economy
In the boom phase of the business cycle, according to the
Austrian school, the credit expansion instigated by central
banks and lending institutions lowers the market rate of
interest below its natural rate-the rate that accounts
for time preference, which causes capital to be diverted
to projects that require more real savings than is actually
present in the economy. Investors become aware of the
misallocation, and boom leads to bust and (because,
according to Austrian theory, the capital structure consists
of heterogeneous goods) an extended corrective recession.

Joseph Calandro, Jr., enterprise risk manager at ACE
Group and author of Applied Value Investing, has combined
Austrian economic theory, reflexivity, and a technical model
of a typical boom to arrive at an eight-stage process through
which the market progresses from the fundamental to the
speculative and back again:

1 Business fundamentals appear strong, but market valua-
tions are low. The government responds by increasing the
money supply and lowering interest rates to stimulate
asset buying.

2 Buying momentum accelerates in response to artificially
low interest rates.

1 "Fear the Boom and Bust: A Hayek vs. Keynes Rap Anthem," EconStories,
www.econstories.tv (2010).
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KEY POINTS

• Many investors find Austrian economics helpful because
of its unorthodox insights into the business cycle, savings
and capital formation, and capital allocation.

• Capital misallocation is a byproduct of money-supply
manipulation, according to the Austrian school.

• Certain value measures today appear inflated compared
with the past.

3 The market forms a short-term top, and momentum abates.

4 Because fundamentals remain strong, investors resume
buying. When prices exceed the previous top, more
investors buy into the trend.

5 Buying decelerates and is in danger of stalling, as market
value exceeds fundamental value. Fundamental substi-
tutes (complex valuation theories, pro-forma accounting,
and new measures, such as "page hits" during the internet
boom) gain prominence.

6 The market experiences a powerful price run. Price
spikes emerge, which prompt the central bank to tighten
credit, eventually ending the boom.

7 Fundamentals-real and substitute-begin to weaken.
Buying wanes and selling and liquidation intensify.

8 Market prices decline to the pre-boom level, revealing a
well-defined bubble.

The stages are usually cycled through in increments
of 5-8 years. The quantity of money is the guiding factor
and one many Austrians follow closely. "From 2003 to late
2007, the weekly chart on the S&P 500 had higher highs
and higher lows. You didn't see a lower low on the weekly
chart of the S&P until early 2008," notes Kel Kelly,
describing the last boom. "When I started seeing lower
lows that told me that money supply was dropping after
expanding for four years, and we went from boom to bust,"
adds Kelly, an Atlanta-based analyst who specializes in
Austrian economics and is the author of The Case for
Legalizing Capitalism.

False Profits
A swelling money supply leads to expanding margins.
Financial statements largely reflect capital investment made
in prior years (as a result of depreciation and amortization
schedules and costs-of-goods-sold methodology), while
the corresponding revenues reflect current nominal value.

The notion that expanding margins would be as much
of a cause for concern as an invitation to invest is unortho-
dox but not new or exclusive to Austrian economics. Adam
Smith noted that the phenomenon of speculative excess
has less to do with free markets than with profits. "When
the profits of trade happen to be greater than ordinary," he
argued in The Wealth of Nations, "over-trading becomes a
general error." And rate of profit, Smith wrote, "is always
highest in the countries which are going fastest to ruin."
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Profits obviously matter, which is why few money
managers ignore the fundamentals in determining how
they are produced, yet the financial statements might con-
ceal a false prosperity "If your job is to analyze investments
and allocate funds based on expected earnings, you need
to know that money increases cause revenues to rise faster
than costs," says Kelly "Expanding margins are not always
a good thing-if money supply is the driving force."

There is also a rising-tide-lifting-all-boats aspect to
money inflation. An appreciating stock market is believed
to reflect a progressing economy As the economy improves,
profits grow, and stock values rise with perceived intrinsic
value. The reverse occurs in a regressing economy Austrians
argue that if the quantity of money were held constant, the
aggregate level of asset prices should hold constant too. In
an inflation-centric economy, stocks (good and bad) rise
with money supply

Over the past 80 years, stock-market value as a percent
of GDP has averaged 62 percent. For the first 60 of those
years, the stock market traded mostly within a range
between 30 percent and 50 percent. The measure exceeded
100 percent of GDP in 1996 and has been below that level
only twice since, following the internet and housing busts
of 2000 and 2008, respectively After dropping to a low of
71 percent in March 2009, stocks have returned to the
recent norm of exceeding 100 percent of GDP.

Increasing sums of money flowing into stocks are
believed to have produced persistently higher valuations, a
sort of "grade inflation" for financial markets. The average
PIE for S6;rP 500 stocks now hovers around 20, compared
with the old average of 12. What is more, the PIE multiple
no longer plunges to single digits after a boom turns to a
bust. The last time such a decline occurred was 1984.

Determining intrinsic value becomes more difficult
when money is inflating, and relying on past epochs as a
benchmark can prove frustrating, which is why some
Austrian-schooled investors don't pay much attention to
intrinsic value. "I tend to focus on relative valuation, such as
the gold-to-Dow Jones ratio," says Ted Barnhart, president of
Barnhart Investment Advisory in Chicago. "Price targets and
conventional valuation measures don't really tell the whole
story. Whether a stock is overpriced is really dependent on
how much money is floating around in the economy"

Seen and Unseen
Austrian investors tend to avoid complex mathematical
models, which (they reason) have too many variables and
various influences. Instead, they focus more on "what is
seen and what is not seen.?a concept originally stated
by the French political economist Frederic Bastiat and
later elucidated by the 20th-century Austrian economist
Henry Hazlitt.

The "seen" today is the Federal Reserve having floated
an unprecedented amount of base money over the past two
years. By deflating government bond yields (and pushing
up prices) through open-market operations, the Federal
Reserve created capital gains for government bondholders.
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Concurrently, equities appeared more attractive compared
with bonds, thus producing a surge in equity investment.

This is where the "unseen" comes into play To the
Austrian-schooled mind, the trebling of base money over
the past two years and the potential for a surge in M2
supply is producing unseen capital misallocation. "You see
the central bank stimulate the economy and the economic
actors take the bait, and you get all kinds of absurd behav-
ior," says Kevin Duffy, principal at Dallas-based hedge fund
Bearing Asset Management. "In the 1980s, housewives
were selling mutual funds door to door in Japan. In the
late 1990s, online brokerages had everyone trading tech
stocks. In the 2000s, we saw subprime lenders sponsoring
Super Bowl halftimes. That tells you something about
where money is going."

Not surprisingly, investors are concerned about inflation,
which Austrians define as an increase in money supply, as
opposed to the more popular interpretation of price infla-
tion. It's not unusual for boom markets to be characterized
by low price inflation. Over time, though, price inflation
tends to correlate positively with money inflation, which
is why many investors believe the bond market is in a
bubble today But Austrian investors note that price infla-
tion has been held in check for a long time and could still
be held in check. Meanwhile, other assets that aren't so
obviously inflated could roll over and result in U.S.
Treasuries retaining their safe-haven status. (Editor's Note:
For more investor views on current prospects of inflation/
deflation, see Point-Counterpoint on p. 63.)

Barnhart handles the inflation conundrum by balanc-
ing the scales. "I think I know where the market is going,
but timing it is nearly impossible," he says. "I spread the
risk: 40 percent is direct inflation protection (gold funds,
TIPS, energy ETFs, commodities, natural resources),
another 45 percent in short-term Treasury protection, about
10 percent in traditional index stock markets. I also have
another short-term global approach, which is based on
Austrian themes. Basically, I'm keeping an eye on precious
metals, food prices, and agriculture companies."

As for the economy's current position on Calandro's
stages of the business cycle? "You can't say with any preci-
sion," he says, "but I would venture a guess in the early to
mid-stages." And where is Duffy seeing absurdity and mis-
allocation these days? "Lamborghini and Ferrari sales are
doubling and tripling in China," he says. "My business
partner tells me someone [in China] recently bought a
racing pigeon for US$200,000." I

Stephen Mauzy, CFA, is a freelance financial writer, investor,
and principal at s.F. Mauzy & Associates in Centennial,
Colorado. He is also a member of the CFA Society of Colorado.
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