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Special Report
THIS IS NOT GREENSPAN'S BUBBLE

Alan Greenspan, former Chairman of the Federal CHART 1 ..
R dl ded as “The M “ h The Link Between Productivity
eserve and long regarded as “The Maestro”, has And Asset Values

become the scapegoat for the housing collapse and é:n%

. ces s . 4 US. 9
economic meltdown. Politicians hold him % —"s&p 500 Price-To-Eamings _
accountable for overseeing the subprime fiasco; the B Ratio (LS) } J3s
. . . . ! =" Productivity (RS) )
investment elite accuses him of being the key s ;
perpetrator who kept monetary policy too loose ; ' 130
for too long, fanning one-after-another speculative ’:'
asset bubbles. Even Main Street now believes he
encouraged Wall Street greed that pushed the U.S. 125
economy to the brink of total collapse.

420
Indeed, subprime mortgages proliferated under
Greenspan's watch, and the propagation of CDOs .5
and derivative instruments sowed the destructive ’
seeds of the uitimate coliapse in the housing mar-
ket and banking system. Nevertheless, it is utterly 1190
unfair to say that Greenspan’s easy monetary policy
was the ultimate source of the speculative bubble 15
in the U.S. housing market.
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In fact, there is a high degree of inevitability of as- 60 70 80 90 2000 10
set bubbles in a world of supply-side expansion and Note: Both series shown as S-year moving averages.
rising labor productivity. In other words, there is a and an asset market boom. Without going into the
natural link between sustained productivity growth intricacies of the theoretical link between the two,

let’s first look at a few historical examples.
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m Mathieu Savary, Senior Analyst when labor productivity was despondent and in
B Melanie Kermadjian, Research Analyst secular decline due to excessive government
B Emin Baghramyan, Research Analyst spending, overregulation, proliferation of labor
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CHART 2
Asset Markets In Japan
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unions and endless financial-market turmoil. A
wage-inflation spiral formed, creating a highly un-
stable business environment. For the decade, stock
prices fell 35% in real terms. Although housing val-
ues went up, price appreciation on average was
1.2% annually in real terms during the 70’s and 80's.

U.S. productivity growth reached its bottom in 1983,
when President Ronald Reagan’s supply-side re-
forms began to bear fruit. Productivity began to
climb, with the ascending trend lasting until today.
For the past two decades, U.S. asset markets have
boomed as inflation has come down and per-capita
income has soared. Of course, the boom in asset
values has taken place in a rotational pattern: A
bubble first occurred in equities in the 1990s and
then moved into real estate in the last decade.
Chart 1 shows the clear linkage between the trend
in labor productivity and asset values as measured
in the price-to-earnings ratio for stocks.
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CHART 3
The Link Between Productivity Growth
And Asset Values: The German Example
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Similarly, post-war reconstruction unleashed a huge
productivity boom in Japan between the 1960s and
1980s. Per-capita GDP increased more than 10 fold,
while inflation fell. Japan's economy was deemed
invincible as Japanese businesses moved into and
eventually dominated economic areas that were
previously thought impossible. During this period,
asset prices boomed, while the Nikkei shot up more
than 35 times and real estate prices soared by over
20 times (Chart 2). Of course, we all know what
happened after the crash of 1989-1990.

This phenomenon of supply-side growth and asset
bubbles is not confined to Japan and the U.S. In
Germany, there is also a correlation between the os-
cillation in productivity and asset values (Chart 3).
As labor productivity growth has slowed since 1998,
asset values in Germany have languished.
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Today, the focus is China, and the steep rise in real
estate prices has clearly caught the authorities there
off guard. Again, the real estate boom there has its
natural link with the enormous increase in labor
productivity.

We all know that the Chinese economy has been in
a prolonged boom since 1978, but the
characteristics of this boom have changed very
much over the last 30-some years: The first phase
was really defined as an inflationary boom, which
began in the early 1980s and ended in a disastrous
outbreak of hyperinflation in the early 1990s. During
this period, asset prices, including equities and real
estate, experienced a very brief but mad surge in
1991, followed by a spectacular collapse due to
soaring inflation, a credit crackdown and an
economic slump (Chart 4).
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The second phase of the economic boom can be
characterized as a low-inflation/deflationary boom,
which started in 2000 and has lasted until today. This
phase of the economic boom has been driven by
massive privatization and tremendous growth in small
businesses as well as the export sector. Labor
productivity has been surging, suppressing inflation.
Labor productivity gains for the economy as a whole
have averaged 9.5% for the last 10 years, 19% for
the modernized sector of the economy.

During this period, there has been a powerful and
sustained boom in asset values. The Chinese stock
market multiplied by 18 times between 1994 and
2007 before correcting violently. Even today, share
prices are still trading at 23 times earnings. For the
last decade, real estate has soared 140%, with the
Chinese property bubble a recurring theme within
the global investment community.

CHART 4
China: Changing Characteristics Of An Economic Boom
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These are a few examples of how supply-side
expansion invariably leads to buoyant asset markets
and ultimately asset bubbles. In fact, the correlation
between a nation’s productivity growth and the
value of its asset prices is very clear all around the
world. Chart 5 provides a cross-country comparison
between the speed of productivity growth and the
rate of asset price inflation for 13 countries for the
1996-2006 period.

It is obvious that the countries with the highest
productivity growth tend to experience the fastest
real-estate price appreciation. We have purposely
left out the 2008 Great Recession for two reasons:
First, data on real estate is not yet available across
the board. Second, the global contraction and
meltdown in asset values could distort the overall
picture.
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THE INEVITABILITY OF
ASSET BUBBLES

A far more important issue is why supply-side growth
or a sustained rise in labor productivity growth al-
most always leads to asset bubbles and subsequent
collapses. The answer probably lies with the nature
of the productivity-led economic expansion. In simple
terms, a positive productivity shock does two things
to an economy: It raises income levels and it also
tends to push down the price of goods & services. In
other words, real income for the population acceler-
ates as result of a jump in marginal output.

From a macro perspective, this world of supply-side
growth means money supply must expand at a pace
that is faster than output growth in order to avoid a
sustained decline in price levels, and in a modern,
fiat monetary system, the mechanism to bring about
an increase in money supply is via lower interest rates .
or, in an extreme case, so-called quantitative easing.

CHART 5
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CHART 6 CHART 7
Rising Marshallian K And Falling Inflation Real Income, CPl And Financial Wealth
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Simply put, a positive supply shock means, interest
rates must fall to reflect lower inflation, and money
must expand at a faster pace than GDP to
intermediate an ever-increasing abundance of
supply. Otherwise, supply gluts and price declines
are inevitable. Chart 6 shows money as a share of
GDP has expanded sharply since the 1980s in the
G7, while the world economy has actually moved
ever closer to zero inflation. ’

at asset-price inflation: He looks to decompose in-
flation into different forms. In a simplified and styl-
ized world where there are only goods and services
on one side and various assets on the other, money
will always generate inflation one way or another.
If increasing money cannot drive up goods and ser-
vice inflation, because of either productivity gains
or intense competition, then the money has to flow
into asset markets, pushing up asset prices.
Clearly, the combination of rising income levels,
accelerating money and falling interest rates is a
potent cocktail for asset price inflation. Think of the
increasing wedge between rising real income and
falling inflation (Chart 7). The ever-increasing area
between the lines represents wealth. The bigger .
the area, the higher the asset values.

By the same token, if money chases CPl higher, then
there will be less liquid fuel for the asset markets.
Asset values will be depressed. This is simply an-
other way to say that there is a natural link between
productivity-led growth and asset-price inflation. -

1 . ) .
Richard Dana Skinner, in his book “Seven Kinds of Seven Kinds Of Inflation - And What To Do About

. . . Them” 1937 M¢Graw-Hill Book Company, Inc.
Inflation”', takes a different approach when looking {New York - London).

he£.2010 RCA Racaarch Inc. All Rights Reserved. Refer to last page.
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All this is to say that rising asset values are an inevi-
table result of economic success. When conditions
are met and financial fuel is supplied, a boom in as-
set prices will likely take place. Of course, the highly
flammable pool of investor greed is always there
and ready to burst into flames. When this happens,
the boom invariably degenerates into a bubble.

It is important to point out that since the late 1990s,
all economic and financial crises have been over-
supply in nature and hence have brought the world
economy ever closer to price deflation. As a result,
every crisis has become a watershed event driving
down interest rates (Chart 8). For instance:

m The 1997 Asian crisis was distinctively driven by
over-borrowing and over-investing. The subse-
quent correction involved massive liquidation via
huge currency devaluation. Both bond yields and
interest rate fell sharply in 1998 as a result of fall-
ing goods prices around the world.
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m The 2001 recession was rooted in a massive
overinvestment cycle, particularly in the technol-
ogy sector. The bursting of the technology
bubble also unleashed a huge disinvestment
cycle in the business sector. Again, this over-
investment and over-production shock drove
down inflation: Interest rates fell.

m Although people will debate the root cause of
the Great Recession for years to come, the single
most important factor is that there has been a
huge speculative boom in the housing sector,
creating a massive supply glut. When real estate
prices came crashing down, the entire banking
system found itself on the brink of collapse
because the housing bubble begot a credit

bubble. This crisis, for the first time in history, .

has driven down interest rates to zero around
the G7 because of the intensity of the
accompanying debt-deflationary pressures.

* Excluding food and energy. Source: OECD.
** G7 plus Australia, New Zealand, Switzerland and Swed
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CHART 8
Global Economy: Financial Crisis, Interest Rates And Disinflation
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It is almost as if economic recessions and financial
crises are the natural mechanisms to bring interest
rates to the correct levels demanded by the
underlying economy. A prolonged supply-side
expansion will always reach a point of indigestion,
which causes either the economic or financial
system to break in order to force the beginning of
a market-clearing process. This is the key reason
why recession/reflation and asset booms/financial
busts always historically alternate and reoccur. All
a central bank can do is simply accommodate the
needs of the underlying economy.

Therefore, it is wrong to blame Greenspan for the
housing bubble. Since time immemorial, every
expansion has ended in a recession of some
magnitude. Invariably, the pattern has been the
longer the expansion and the bigger the asset-
market boom, the deeper the bust. Thus to accuse
Greenspan of being the main perpetrator of the
latest housing meltdown and the Great Recession
is simply too much. It was going to happen
anyway. |

Remember that back in 2002, the story was that
Greenspan did too little and was too late in easing
monetary policy to arrest the U.S. economy from
the precipice! Who knows what will be said of
current Fed Chairman Ben Bernanke in the years
ahead, as there is bound to be another asset bubble
—at least so long as we still live in a world dominated
by supply-side economics.

A FEW TAKEAWAYS

So what are the takeaways from this little research
note?

There is no question that Bernanke has done the
right things in bringing rates down to zero and en-
gaging in quantitative easing, as did Greenspan in
bringing rates to 1% in June 2003. It is futile to
debate whether rates are or are not too low—both
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Bernanke and Greenspan are irrelevant in setting
interest rates. They simply delivered what was — and
still is — demanded by the underlying economy.

As long as we continue to live in a supply-side
economic world, there will be asset bubbles that
will occur alongside reflation — in the most recent
case, the Great Reflation. Low inflation, recovering
economic activity and aggressive monetary reflation
are the perfect conditions and a classic recipe for a
boom in asset markets. As for investors, it is more
interesting and fun to figure out where human greed
will burst next.

History has shown that asset bubbles are inherently
unknown in advance. However, past experience also
suggests that the economies that have the most
rampant productivity growth are those most prone
to building asset bubbles. Japan and Asia in the
1980s and the U.S. in the 1990s and in the first half
of the 2000s are two examples.

Following this logic, the odds are that the next as-
set-market boom or bubble will most likely occur
where supply-side growth is the strongest. The
Chinese economy has become a breeding ground
for asset bubbles: It has the fastest income growth,
very low inflation and interest rates and has made
tremendous gains in labor productivity (Chart 9).

The authorities are aware of the potential for a
bubble, but the environment is too fertile for ram-
pant asset inflation. It is possible that the authori-
ties will intensify their efforts to crack down on
real-estate speculation, and these efforts will make
a dent on prices in the short run.

However, it is hard to see how real-estate prices in
China could go into a sustained slump, given the
projected double-digit income growth and the pros-
pects for low inflation and interest rates. Do not
forget that China has a national savings rate of over
23%, which means money will stay fairly cheap and

iauhe @ 2010 BOA

h Inc. All Riahts Reserved. Refer to last page.




18 118
14 -114
10 -110
6 -1 6
_,I.
2| e 42
© BCA Research 2010
| N O T T N T O Ty I O N |

90 94 98 02 06 10
*In U.S. dollars. Source: IMF.

the authorities cannot move up rates too much. My
bet is that the value of Chinese real estate will be
much higher in 10 years than it is today.

Another area of high probability is commodities and
energy. The commodities market is being rapidly
"securitized” with the proliferation of various ETFs.
These vehicles provide opportunities for mass
participation and speculation in the commodities
market — something that was not possible even
10 years ago.

comments.

Chen Zhao
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Global Investment Strategy
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