















Praise for
BUBBLES



“Financial bubbles have always exercised a fascination over academics and financial journalists. Business economists can make their reputation by spotting them in time. But in truth relatively little is known about what generates bubbles, what causes the eventual bust, what damage bubbles can do, and how they can be prevented. Most importantly, are we in one now?


In this book, John Calverley explores this subject in considerable depth, using an analytic approach but writing in a style accessible to the interested layman. Calverley belongs to the school that believes bubbles are recognisable, dangerous and preventable. He has a number of policy recommendations, many of which will prove controversial. Not everyone will agree with all aspects of his diagnosis or prescription. But it is hard to dispute that this book addresses an important and so far poorly understood topic.”


Sir Andrew Crockett, President, J. P. Morgan Chase International and former General Manager, Bank of International Settlements


“This is a must read for anyone considering investing in housing or stocks as well as market practitioners wishing to glean insights into how the herd can behave.”


Gerry Celaya, Chief Strategist, Redtower Research


“This is an indispensable book for everyone, investors and students alike, who wants to understand how bubbles arise—and to avoid being caught out by the next one.”


Roger Bootle, Capital Economics


“This book provides a very thoughtful and incisive look at ‘bubbles and busts’... the analysis and content is extremely helpful to understanding the developments over the past few decades and the risks in the current situation.”


Dr Henry Kaufman, President, Henry Kaufman and Company Inc.


“This book offers a timely warning. Around the world real estate prices have been rising strongly as home-buyers take advantage of low mortgage rates. But if home price increases turn out to be a bubble, the consequences for many recent buyers as well as for the economy as a whole could be severe.”


Ranga Chand, international economist and financial author,
Ottawa


“There is no more controversial question that what to do about the housing bubble, whether you are a buyer, a seller, a renter or a central bank governor. John Calverley has compiled a primer for all, tackling the many difficult questions logically and informatively. He is to be commended for making some very constructive proposals for what looks like a problematic future.”


Alex Erskine, Chief Economist, Australian Securities &
Investments Commission and former head of Asian research for a
leading global bank


“A clearly written analysis that deftly uses statistical data to reveal the nature of bubble/bust cycles and offers insights on how to deal with them.”


Tadashi Nakamae, Nakamae International Economic Research


“Calverley has written a book for our times: when growth is fuelled by asset bubbles and central bankers held hostage by the fear of their collapse. He brings a global view and the lessons of economic history to diagnose the problem, to develop new ideas for policy makers and to provide sound advice for investors.”


Dr. DeAnne Julius CBE. Chairman of Chatham House and
former MPC member


“If you are worried about your future, read this book with care. If you’re not, read and take heed. This is high quality, X rated stuff, not for the faint-hearted, written with great clarity and balance. Essential reading on any public financial education course.”


Richard O’Brien, Partner, Outsights
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FOREWORD



When Bubbles and How to Survive Them was published in 2004’ I wrote in the foreword that there could hardly ever have been a more timely book. Asset price volatility, and especially the movement of house prices, had moved to centre stage in the economy. Since then, of course, we have experienced a massive global financial crisis and major economies have moved into recession. As predicted in that book, house prices have fallen sharply as the bubble burst. A central theme of the current book remains that asset price bubbles make the economy, and the financial system, potentially unstable. In this regard, John Calverley continues to address one of the key issues and risks of the day, and argues persuasively of the danger of periods of excessive debt accumulation and a serious risk that house prices could fall yet further.


Many of the predictions that Calverley made in the first book have come to pass with a vengeance. In particular, the author has extended the analysis to incorporate powerful insights into the nature, causes and consequences of the global financial crisis and brings the analysis up to date to the end of 2008. In doing so, he shows perceptively how the financial and real sectors of the economy interact and how, in particular, the housing bubble, driven by debt, lies at the centre of the crisis. The author argues that, while there is a danger of deflation in the near term, the policy responses could produce a period of elevated inflation further down the road. He points to the experience of ultra low interest rates in 2001-4 following the collapse of the stock market bubble, sowing the seeds of the house price bubble. While recognizing that the policy response in the current crisis is likely to be tighter regulation, the analysis argues the case for better, rather than necessarily more, regulation in the future.


In a carefully chronicled tour de force, which is written in a wonderfully clear and engaging style, John Calverley has produced a powerful insight into some of the many myths that surround this subject, and most especially the housing market. The author gives us some fascinating insights from behavioural finance and in particular into how markets can lose touch with reality.


This book is the best and most penetrating analysis of asset price bubbles, and how they have contributed to the global financial crisis, that is available in a highly readable narrative. Everyone has an interest in this subject and Calverley has produced a book that can be easily read by both technicians in the subject and the layperson. This book deserves to be very widely read and to have the success of Bubbles and How to Survive Them.


David T. Llewellyn


Professor of Money and Banking, Loughborough University, and Visiting


Professor at the CASS Business School (London), Swiss Finance Institute


(Zurich), and the Vienna University of Economics and Business.





PREFACE



Beginning in 2007, the world economy was rocked by a series of financial crises that reached a crescendo with the bankruptcy of Lehman Brothers in September 2008. There followed a near meltdown of the banking system as banks lost confidence in lending to each other or to all but the most creditworthy of borrowers. As fears grew, governments were forced into a huge bailout of the system, injecting capital into banks and insurance companies and providing guarantees for depositors. But this did not prevent a vicious process of “deleveraging” as banks, hedge funds, and investors sold assets to pay down debt. Stock markets crashed and the world economy slowed abruptly amid fears of the worst economic downturn since the Second World War. Meanwhile, house prices continued their vertiginous decline, with the US, UK, Spain, and Ireland leading the way.


The primary cause of the catastrophe was the US housing bubble. This was the successor to the 1990s stocks bubble and both were part of an expansion of credit that inflated the price of most risky assets. Near the end there were notable bubbles too in commodity prices, particularly oil, and even in contemporary art prices. History shows that it is the nature of any bubble, but particularly in real estate, that it creates a “bubble mentality”: a belief that prices cannot go down and that borrowing or lending on the security of houses is a safe investment. It was this belief, both driver of and driven by the credit bubble, which inflated house prices to extraordinary highs. When they crashed back down, the world financial system and the world economy were standing underneath.


The results of the bust are still playing out. When bubbles burst they usually overshoot on the downside and, I suspect, we shall see house


prices weak for several years, with falls in many countries of 30-50 percent. The economic downturn looks set to be severe, taking unemployment up sharply. Meanwhile, many people’s retirement plans, whether based on housing investments or the stock market, are ruined. The economy will recover in due course, it always does. But a lot of things will have changed. Trust in bankers and in the financial system has been shattered. Confidence in the orthodox monetary policy of targeting inflation has been undermined, with deflation now a real threat.


Even free markets themselves are being questioned, while for investors, belief in investments, whether in stocks or houses, is dwindling.


The housing bust is not the first bubble to burst. There have been a series of bubbles and busts in the world’s stock and property markets in the last 30 years and they have become the main focus for both investors and policy makers, overshadowing the much milder fluctuations in ordinary consumer price inflation. For a long time most commentators and policy makers played down the threat of a collapse in house prices. But the 2008 crisis and its devastating impact on the world economy changed everything.


My interest in bubbles goes back to university days and I owe a great debt to four teachers in particular: Michael Kuczynski, Hyman Minsky, and David Felix, who always emphasized the role of financial market instability, and Larry Meyer, who placed the emphasis on intelligent policy making to deal with crises. Hyman Minsky has acquired renewed fame in the last couple of years for his pioneering work on financial stability. There has been much talk of a “Minsky moment” in the markets, meaning when a debt spiral comes to an end and there is a precipitous fall in asset prices. Minsky’s insight was that, if by good luck or by clever policy we enjoy a long period of strong growth and financial stability, the seeds of instability will be planted as everyone, including investors, banks, and regulators, gradually accepts more risks.


In my first years as a practicing economist and strategist in the 1980s, there were few signs of stock market or housing bubbles. High consumer price inflation was the overwhelming issue for the economy and markets. But then came the 1987 stock market crash, the subsequent bubbles in housing in Europe, and, most of all, the bubble and bust in Japan. When the US stock market took off again in the second half of the 1990s and the Asian bubble collapsed, I resolved to write about it. By the time I had produced Bubbles and How to Survive Them in 2004, the 1990s stock bubble had been replaced by housing bubbles.


In 2004 I warned strongly about housing bubbles, arguing (entirely correctly as it turned out) that the US bubble would get bigger and then pose enormous problems. The events of 2007–8 were all foreseen in that book, including the risk of financial crisis and a serious recession. I argued the case for action to try to head off trouble but, in the event, nothing was done to prevent the bubble inflating further. In fact, the (then) Federal Reserve Chairman Alan Greenspan denied that there was a bubble.


This book updates the story to end 2008. It looks at bubbles from two points of view: that of the interested observer of the economy and that of the investor. Almost all of us are investors directly or indirectly through our house or pension fund. But we all depend also on the health of the economy and of public finances, which are both severely threatened by the outcome of the housing bust. I consider in depth what can be done, both by policy makers and by investors, to limit the damage that bubbles cause and to keep the financial system out of trouble. Policy makers need to take a hard look at both monetary policy and financial market regulation. Investors need to understand markets better, to recognize that cycles and bubbles exist, and to avoid being sucked in at the top.


The book focuses on the US, because what happens in the largest economy is still crucial for the whole world economy, as we were reminded again forcefully in 2008. It also looks closely at the UK, my home country and the unhappy site of one of the world’s largest housing bubbles. I also draw on the experiences of Canada (my adopted country) as well as Australia, Spain, Japan, and Hong Kong.


The Introduction outlines the crisis we face now and reviews how we got here via a series of bubbles and busts. Chapter 1 looks at the anatomy of bubbles and presents a checklist for identifying them. Chapters 2 and 3 on the 1930s Depression and on Japan’s 1990s crisis have taken on a new relevance as we face the risk of something similar happening in the next few years. I examine the policy mistakes of the 1930s and explain why the Depression was so severe. In Japan’s case I look at the problem of deflation (falling consumer prices) and how the country attempted to tackle it. Japan’s deflation began in the late 1990s and it has yet to escape it. Soon the US and UK may face deflation too.


Chapter 4 explains in detail how the measures to deal with the collapse of the stocks bubble in 2001-3, particularly low US interest rates, sowed the seeds of the housing bubble. This is a linkage that has been made by many commentators and is both an indictment of orthodox monetary policy and how it was practiced at the Greenspan Federal Reserve. Less well understood is the link with the Asian crisis of the late 1990s, which brought down long-term interest rates everywhere and therefore was also a major contributor to the US housing bubble.


The most extensive changes from the 2004 book are to Part II, on the housing bubbles, where the analysis has been updated to tell the story of how the housing bust led to the financial crisis and to study how far house prices might fall. Both the US and British housing bubbles are analyzed in depth. Chapter 8 focuses on household debt, which is under the spotlight as household assets collapse in value. Unlike Japan in the 1990s, which labored under excessive corporate debt, the problem in America and Britain is too much household debt. The rise in household debt over the last ten years was both a cause and consequence of the rise in house prices. Now it looks set to reverse, but this will have serious consequences for the economy.


The original Part III stood up well to the elapse of time and required less updating. Chapter 9 explains how results from academic studies in behavioral economics and finance demonstrate how investors sometimes lose touch with reality. When this is allied with policy mistakes the combination can be lethal. The key issue of valuations is addressed in Chapter 10: I show that we can identify “reasonable” levels for markets, so that investors have better warning of when bubbles are developing and policy makers can consider countermeasures. Chapter 11 looks at what countermeasures are available, for example using monetary policy, public warnings, or “speed limits” on bank lending.


The last chapter looks at strategies for investors, who must try to avoid bubbles or, more dangerously, seek to ride them. In Bubbles and How to Survive Them I warned vigorously of the danger from the housing bubble and also cautioned that stock prices might take off again and reach vulnerable levels (as indeed occurred in 2007). I have included extensive new sections on how to deal with low prices for stocks and houses and when to think about investing again. The last section, Final Thoughts, also completely new, looks at what might happen next.
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INTRODUCTION:
WHY BUBBLES MATTER



Market bubbles are not new. Most people have heard of the Tulip Mania (Holland, 1630s), the South Sea Bubble (London, 1720), and the Wall Street Crash (the US, 1929). Less well known are the emerging market mining mania (London and South America, 1820s) and the railway mania (UK 1840s), and there were many more in the eighteenth and nineteenth centuries.1 These were all bubbles: a huge rise in asset prices followed by a crash.


In the middle decades of the twentieth century there was a curious lull. Bubbles were few and far between and the focus was on inflation, rising prices for goods and services, not asset prices. But since the mid-1980s, about the time central banks finally got a grip on inflation, bubbles have returned with a vengeance. In the last quarter of a century we have had the Japanese bubble (1980s), the UK and Scandinavian housing bubbles (late 1980s), the Asian Tigers bubble (mid-1990s), the technology mania (late 1990s), and, most recently, the world housing bubble (2001-7). These bubbles have become central to the economic cycle, driving both the upswing and the downswing. And when they burst it is not only a few rich speculators losing out. The resulting crash brings a recession with rising unemployment and reduced incomes growth, while ordinary investors and their pension funds are often damaged badly. In the worst instances, including the current bust in world housing, the financial system becomes unstable as losses mount. When banks are in trouble they pull back on lending, making the downturn worse and, usually—eventually—governments are forced to step in to save the system, leaving taxpayers with the bill.


In each case the story begins with a rise in prices in the market in question, often for a good reason, which then continues on upward to an extraordinary level of valuation, before crashing back. On the way up the rise in price encourages a high level of business investment, boosting economic growth and prosperity and often creating a sense of euphoria. Following the crash the economy is hit by a combination of reduced wealth and higher uncertainty, which leads to people being cautious. Spending by consumers, investing by businesses, and lending by banks can all be scaled back. At best the resulting economic slow-down is only mild. At worst it leads to a major depression, as in the US in the 1930s or Japan in the 1990s.


That such patterns repeat is a source of wonder to many. Does this mean that people have short memories? Does it mean that they are irrational? Is there a flaw in the financial system that encourages speculation? Kindleberger, in his classic 1978 book on the subject, was forced to argue at some length against contemporary commentators, who argued that the world had changed and that bubbles had become less likely. He has been proved right.2 In fact, not only have bubbles returned, they have become progressively worse. In the UK the recent housing bubble lasted longer and took valuations to far greater heights than the bubble of the 1980s, while the US housing bust has brought a financial crisis and worldwide economic downturn.


TWENTIETH-CENTURY BUBBLES


The most disastrous bubble ever seen was the 1920s US stock bubble. After it burst in the Wall Street Crash of 1929, the effects of the asset price collapse, combined with central bank and government policy mistakes in 1930-2, plunged the world into a severe depression. The resulting political turmoil, particularly in Germany and Japan, combined with trade protectionism to lead ultimately to the Second World War.


After that trauma, bubbles were rare for several decades in the middle of the twentieth century until the house price bubbles of the 1980s in the UK and Scandinavia and parts of the US and Canada (California, Boston, and Toronto were the worst affected). But then came the Japanese bubble in the late 1980s, actually a combined stock and property bubble. From the peak in 1991, Japanese land prices fell more than 90 percent while stock prices slumped 80 percent. The 1990s was a “lost decade” for Japan, with economic growth averaging less than 1 percent a year and unemployment rising sharply. Eventually, the authorities were forced to provide a blanket guarantee for all deposits in the banking system, which lasted for several years. It was well into the 2000s before banks and companies emerged from the overhang of bad debt left from the bubble years.


In 1997-8 the Asian Tiger economies suffered a similar crisis, after asset price bubbles collapsed. While the immediate trigger for the crisis was a currency collapse, it was the massive rise and subsequent fall of property and stock prices that both caused the crisis and made the aftermath so painful. Only a few years earlier, as the bubbles inflated, these countries had been enjoying what was widely regarded as the “Asian miracle.”


Then came the bubble in Western stock markets, particularly technology stocks. In the second half of the 1990s US policy makers, led by Federal Reserve Chairman Alan Greenspan, sat back and watched as the US stock market went into a bubble strikingly similar to the 1920s experience. They argued that it was not necessarily a bubble and that, even if it were, it would be dangerous to deflate and much better to wait and be ready to deal with any bust after the event. But the S&P 500 index tripled in the five years to March 2000, while the technology-heavy NASDAQ index gained more than six times. When the bust came it was equally spectacular. The S&P 500 index lost almost half its value by 2002, falling back to 1997 levels. It was only to reach the 2000 heights again in 2007, and then only briefly before falling back. The NASDAQ index fell a gut-wrenching 78 percent during 2000-3, back to 1996 levels. Inevitably, the collapse of the stocks bubble brought a recession in most countries. But it also dashed the retirement plans of many people investing in stocks, and led to the virtual destruction of the final salary pension system in Britain and America, the main pillar of middle-class retirement planning.


Whether Federal Reserve Chairman Greenspan’s policy of allowing a bubble to inflate unchecked was really the best approach has become a hugely controversial question, examined carefully in the pages that follow. Equally controversial was his policy (continued under current Fed Chairman Ben Bernanke) of cutting rates far and fast when bubbles burst. During 2001-3 Greenspan, having learnt the lessons from the 1930s and also the 1990s Japan experience, was determined to prevent the stock market bust leading to a major economic slump and deflation. He succeeded, as rapid and deep cuts in interest rates and a huge fiscal stimulus from President Bush’s two successive tax-cutting packages in 2001 and 2003 boosted the economy. The US did suffer a recession in 2001 but it was only comparatively mild and, after a sluggish recovery at first, the economy was booming again by 2005-6. However, this combination of refusing to restrain the stocks bubble in the 1990s, then slashing interest rates when the bubble burst, led directly to the housing bubble.


The low interest rates that helped to inflate the housing bubble cannot be blamed entirely on Alan Greenspan. There was another important factor, which ironically was also the outcome of past bubbles, this time the Japanese and East Asian bubbles. After the bubble in Asia in the mid-1990s, business investment collapsed and countries suddenly had enormous excess savings. These were invested in the US, holding down long-term interest rates and mortgage rates.


THE HOUSING BUBBLE


Normally in a US recession, house price growth stalls for a while as unemployment rises. But the low interest rate environment created by Fed Chairman Greenspan and the aftermath of the Asian bubbles pushed mortgage rates down to unusually low levels. House prices had begun to accelerate at the end of the 1990s, but then kept on rising at an 8-10 percent rate right through the 2001 recession, before accelerating further during the height of the bubble in 2004-6. Overall, house prices rose 70 percent in the five years to June 2006 after a 40 percent rise in the prior five years (on the S&P Case-Shiller index). Compared with the rises seen in some other countries, a 70 percent increase does not sound so large. But ordinary consumer price inflation was very sub-dued over this five-year period, up only 14 percent. Moreover, the average conceals a wide range. Gains of well over 100 percent were seen in some coastal states, while house prices in many of the middle states of the country, particularly outside big cities, saw only very modest gains.


The housing boom was the key driver of the US upswing. Rising house prices generated a boom in new house building and a surge in activity in related businesses ranging from mortgage lending and real estate brokerage to home furnishings. Roughly one third of new jobs created in the economy during 2003-6 were linked to housing, including construction workers, real estate agents, and mortgage brokers. Consumer spending boomed as people used the increased value in their homes to increase purchases. It became so easy to raise money against the increasing value of their homes that housing was compared to a giant automatic teller machine. Meanwhile, banks developed a whole new menu of complex securities to spread the risk around and keep the lending going.


In 2005-6 the bubble reached its climax with rampant speculation in some of the hottest spots, especially Florida and the West Coast. But then, in mid-2006, the bubble stopped inflating, though some areas saw continuing gains for a while. At first the market simply became quiet, but then more and more reports began to come in of price cuts, of people canceling new home purchases, of builders struggling to offload property, and of rising delinquency rates on mortgages as people could not afford to pay or gave up when they realized that their house had fallen in value. The emerging housing bust leapt on to the world stage in February 2007 when banks began to report losses on lending to so-called subprime borrowers.


THE FINANCIAL CRISIS


At first it was the “subprime” crisis, losses on loans to high-risk bor-rowers. Then losses began to emerge in Alt-A lending (risky lending to prime borrowers) and then increasingly, as house prices continued to fall, the problems spread to prime mortgage lending. Banks, caught up in the housing bubble like almost everyone else, had relaxed their lending standards to the point that falling house prices meant huge losses. In August 2007 a panic began, as banks feared to lend to other banks, in case they could not repay. As the crisis deepened in the winter of 2007-8 the Federal Reserve was forced to cut interest rates sharply and invent a series of new support arrangements to ensure that banks did not suddenly fail for lack of liquidity. These moves came too late for Northern Rock, a large British mortgage lender, and Bear Stearns, a venerable Wall Street investment bank. But the authorities kept the banking system going while it struggled to adjust.


In 2008 the financial crisis became more one of solvency than liquidity. By then the authorities had made sure of liquidity for commercial banks and investment banks. They had also arranged a backstop for Freddie Mac and Fannie Mae, the two large US lenders dominating the prime mortgage business. But the question became, could banks raise enough new capital to replace the funds they had lost, or would they simply go bankrupt? New, so-called “mark-to-market” rules make it much more difficult for banks to ignore losses than in the past. Banks must record the market value of loans in their books rather than pretend that the loans will eventually be repaid at face value.


By September 2008 the shares of some financial institutions had fallen so low that it was virtually impossible for them to raise new capital. Lehman Brothers was one of the weakest institutions, due to its heavy involvement in mortgage-backed securities. When it failed to find a partner in the growing crisis, the US government shocked the markets by allowing it to go bankrupt. This triggered a full-blown crisis, which eased only when governments around the world stepped in to rescue all the other weak institutions, promising an astonishing $3 trillion in support. But by then, business and consumer confidence had crumpled and a major world recession became inevitable.


A vicious process of deleveraging set in as banks and hedge funds sold assets to pay down debts while investors in stocks, bonds, and mutual funds rushed to get out before prices fell further. Stock markets dived to levels last seen early in the decade. Meanwhile, US house prices continue to fall, mortgage delinquency rates are still rising, and banks are still struggling to raise new capital to replace the losses. Moreover, the recession is bringing new losses, on top of the mortgage problems, from credit card debt, commercial real estate loans, and business loans. It was the US housing bust that triggered the financial crisis and the extent of the bust will play a large part in how bad things get.


The last decade also saw housing bubbles in other countries. In the UK, Spain, Ireland, Australia, and New Zealand among others, prices rose even more than in the US. In 2007 the cracks started to appear and now all these countries face some combination of a housing crash and an economic downturn. Each story is different in detail but the same in essence. An unsustainable bubble and now a bust, damaging the economy and hurting homeowners and investors who bought near the top.


REAL ESTATE BUBBLES ARE THE WORST


When any bubble goes bust, some people lose. Experienced speculators can be caught out, though they sometimes recognize the end of a bubble and cut their positions in time. Most importantly, they usually know how to limit their risk to a bearable level. The investors who really suffer are those who are drawn in, often at the late stages of a bubble, with very little experience of how to manage risks.


For a bubble to continue to inflate it needs more and more people to invest, risking more and more money. The end of the bubble occurs either because there is nobody left to be drawn in, or because some event makes people start to sell.


If bubbles affected only a few investors, with little impact on the overall economy, they would be of limited importance. Some bubbles are indeed like that. The bubble in classic car prices in the late 1980s, for example, had only minor repercussions. A few people made a lot of money on the way up and some lost when prices crashed at the end of the decade, but the numbers involved were small. Obviously classic cars cannot be newly manufactured so, although there were some new dealers who set up during the bubble and then closed after the bust, the wasted resources involved were small. The bubble in Impressionist paintings at the same time had a similarly limited effect, as did bubbles in silver and gold prices in the 1970s.


However, bubbles can cause major problems when they occur in an asset that is widely held. Then, not only do a large number of people suffer directly when the bubble bursts, as the bubble inflates it also interacts with the economy, creating a self-reinforcing boom and bust. Stock market bubbles are dangerous, but historically the most dangerous of all have been real estate bubbles. The difference is that a collapse in stocks is usually not enough to take down the banking system. But a collapse in real estate values undermines the collateral on which banks rely.


THREE MAJOR ISSUES


This book focuses in on three sets of questions. First, what will be the outcome of the current crisis? How bad will it get? How far will house prices fall? Will there be a major recession? Will the downturn lead to deflation or will the measures to deal with it eventually lead to inflation? Secondly, what should policy makers do? Are there ways to prevent bubbles inflating? Should they try to regulate bank lending more closely? How should they react when the bubble bursts? Finally, what should investors do? Are there clear warning signs of bubbles and busts, from valuations or other factors? How can investors protect themselves? Should they consider going back in to buy houses or stocks and at what levels?


These are the issues that will be discussed in Part III of this book. First, we need to take a look at the origins and effects of previous bubbles in Part I, and particularly at the problem of the housing bubble in Part II.





Part I
BUBBLES AND THE ECONOMY









1
AN ANATOMY OF BUBBLES



The valuation of assets plays a crucial role in the market economy. A rise in the price of one asset relative to another encourages resources to flow in that direction, whether we are talking about technology shares, houses, or tulip bulbs. But private markets also seem periodically to lose themselves in wild speculation and then equally wild pessimism: bubbles followed by busts.


The classic profile of a bubble involves several stages.1 In the beginning there is a so-called displacement, some outside event that changes the investment landscape and seems to open up a new opportunity. The displacement can be the end of a war, a new technology (canals, railways, the internet), or perhaps a large fall in interest rates. The nature of the displacement is the biggest source of variation between bubbles, and perhaps this is one of the causes of the problem. We are unlikely to see a second internet bubble, but who knows what new technology in the future could generate similar excitement?


If this displacement effect is strong enough, it generates an economic boom as investment goes into the new area. Often banks play a major role in fueling the bubble by accommodating a rapid expansion in credit. But history suggests that even if existing banks are not major participants, other sources of credit and finance come to the fore, including new banks, other types of finance companies, foreign banks, personal credit, and so on. New investment floods into the booming sector, pushing up prices and opening up still more profit opportunities.


At some stage the bubble reaches a phase variously called euphoria or mania, where speculation mounts on top of genuine investment and expectations for potential returns reach wild heights. Strong market performance is extrapolated endlessly forward and any consideration of fundamental valuation criteria is swept aside. More and more people are drawn into speculation, in the hope of making quick money. It is at this point that taxi drivers talk about the market; near the final peak everybody’s mother wants to buy too! Generally you find numerous people warning of a bubble, sometimes politicians and bankers, at other times newspaper writers. But their first warnings are usually too early and they often become discredited.


Eventually the market rise slows as some people take profits and fewer people are willing to come in. Sometimes there is a period of eerie calm, before a new event precipitates a decline in prices. This event can be a new external shock such as a war, or it may be a rise in interest rates or a slowdown in the economy as new investments have come on stream and it has become evident that there is overcapacity. The trigger does not necessarily have to be a large event; sometimes it is simply “the straw that breaks the camel’s back.”


The next stage is called “revulsion”: prices fall, financial distress rises, bankruptcies mount, and banks pull back on lending. The economy is affected by the fall in new investment and the rise in uncertainty so that perfectly good projects now fail, adding to the distress. General business confidence evaporates and everybody wants to “wait and see” before committing to new hiring or fresh investments. Consumers may also hold back on large purchases such as cars or houses, concerned that their jobs are at risk as well as their investments.


There may also be a “panic” phase, when prices fall extremely rapidly as people try to sell before everyone else and there are hardly any buyers. Liquidity may dry up. Prices fall precipitately, in a kind of reverse speculation. Eventually, either they fall so far that people decide they are now cheap, or the authorities close the market for a while hoping for the panic to subside, or use some kind of “lender of last resort” activity to restore confidence. However, it is rare to escape this phase without at least a serious economic slowdown and usually a recession.


IDENTIFYING BUBBLES


The description above is the typical pattern of a bubble in outline. In my view, it is comparatively easy to recognize a bubble when it is fully or nearly fully inflated, though some people dispute even this and argue that a bubble is only definitely confirmed afterwards, when it has burst. For an investor, recognizing a bubble is crucial if potentially large losses are to be avoided. From a public policy perspective, in terms of managing the economy it would be useful to identify a bubble or potential bubble early, before it reaches extreme valuations.


Table 1.1 presents a checklist of typical elements that have been observed in bubbles from the South Sea to the internet. Most of these are very obvious at the height of a bubble, though in the earlier stages it is more a matter of judgment.


Table 1.1
Checklist: Typical characteristics of a bubble





[image: Images] Rapidly rising prices


[image: Images] High expectations for continuing rapid rises


[image: Images] Overvaluation compared to historical averages


[image: Images] Overvaluation compared to reasonable levels (see Chapter 10)


[image: Images] Several years into an economic upswing


[image: Images] Some underlying reason or reasons for higher prices


[image: Images] A new element, e.g., technology for stocks or immigration for housing


[image: Images] Subjective “paradigm shift”


[image: Images] New investors drawn in


[image: Images] New entrepreneurs in the area


[image: Images] Considerable popular and media interest


[image: Images] Major rise in lending


[image: Images] Increase in indebtedness


[image: Images] New lenders or lending policies


[image: Images] Consumer price inflation often subdued (so central banks relaxed)


[image: Images] Relaxed monetary policy


[image: Images] Falling household savings rate


[image: Images] A strong exchange rate





Source:Author, partly based on “Bubble trouble,” HSBC Economics and Investment Strategy, July 1999.


RAPIDLY RISING PRICES


First of all, a bubble obviously involves a period of rapidly rising prices. However, a strong rise in prices in itself does not necessarily imply a bubble, because prices may start from undervalued levels. So we should only start to suspect a bubble if valuations have moved well above historical averages, on indicators such as the price-earnings ratio for stocks or the house price-earnings ratio for housing. The extent of this over-valuation probably gives us the best clue as to the exact probability of a bubble. For example, the US stock bubble in the 1990s took the price-earnings ratio on operating earnings (which excludes one-off factors) to over 30 times, well above the long-term average of about 14-16 times (see Chart 1.1)2


[image: Images]


Chart 1.1
US S&P 500 price–earnings ratio


OVERVALUATION


The issue of valuation is contentious, with many people arguing that we can never be sure that a market is really overvalued. I disagree and believe that we can identify ranges for valuations that are more or less reasonable, such that if a market goes above them, we can say that there is at least a high probability that it is a bubble. Further evidence can then be sought in other characteristics.


ECONOMIC UPSWING


Typically bubbles develop after several years of solid, encouraging economic growth and rising confidence. The traumas of past recessions and bubble crises (at least in the same market) have faded away. For example, the US 1990s stock market bubble came in the last three years of a nine-year economic expansion and following fifteen years of a relatively strong stock market. And the Asian property and stock market bubbles that burst in 1997-8 came after over a decade of breakneck expansion, which had become known as the Asian Miracle.


The US housing bubble was a little different in that it started to take off soon after the economy emerged from recession. However, it did come more than 10 years after the last (much smaller) housing bubble burst in the early 1990s and was partly the result of the low interest rates put in place to fight the effects of the bursting of the stock bubble. Meanwhile, the biggest housing bubbles in the 2000s have been in Australia, the UK, and Spain, three of only a handful of major countries that avoided a recession during 2000-3.


NEW ELEMENT


As noted earlier, another typical characteristic of a bubble is a new development or change in the economy that can reasonably justify higher prices. In the 1990s it was computers and networking technology and, more broadly, the apparent sharp acceleration in US productivity growth that led to much talk of a “new economy.” In the 1980s in Japan it was the perception that the Japanese economic model, with all its panoply of “just-in-time” inventory management, worker involvement, and “total quality control,” was going to dominate the world. The housing bubbles have been linked to increased immigration and lower interest rates.



PARADIGM SHIFT



There is often the perception of a “paradigm shift” and this is usually argued energetically by some leading opinion formers. We shall see later that people seem to have an innate tendency to believe (or want to believe) that current events are entirely different from any episodes in the past. This is a natural characteristic of younger people especially and certainly the 1990s internet boom was very much led by young people. But of course, some people have a vested interest in arguing that “it is different this time”—especially brokers, fund managers, and real estate agents.


I do not for one moment want to sound like someone who has seen it all before and believes that nothing is new under the sun. Economic performance and market behavior do change over time and periods of strong performance and weak performance can persist for a long time, often decades or more. Nevertheless, it is dangerous to extrapolate this into justifying very high valuations, at least without serious caveats.


Even if higher valuations in a market can be justified by fundamental changes in performance, we should expect this to be a one-off move, not a shift to permanently faster price increases. For example, faster growth of profits would justify higher valuations, but once valuations have moved a step higher, stock price gains should then slow down to the rate of growth of profits. It is unrealistic to expect valuation multiples to expand further. The same goes for house prices. If a higher house price-earnings ratio really is justified now, as many people argue, once the step higher has been made house price growth should return to the growth rate of earnings.


The US 1990s experience is interesting in this regard. The acceleration in productivity growth in the 1990s, part of the paradigm shift that accompanied the bubble, has been confirmed. US productivity growth since 2000—that is, after the bubble-has averaged 4 percent a year, higher than in previous decades. Similarly, the new technologies continue to permeate the economy in ways that many of the new economy enthusiasts predicted. But during the bubble a crucial point was forgotten: Faster productivity growth does not mean higher profitability in the long run. At first it brings higher profits, but this then brings more investment, more competition, and, eventually, lower prices so that the gains flow through to increased real incomes. Profits fall back to normal levels because in a market economy companies cannot hold onto them in the long run.


NEW INVESTORS AND ENTREPRENEURS


Returning to the checklist, a regular feature of bubbles is that new investors are drawn in, people who had not invested before. They are persuaded by the bulls’ arguments and also by the continuing rise in the market. Subprime mortgage borrowers, usually people who had rented previously, are a good example. Often new investors are assisted by the emergence of new entrepreneurs, for example those offering new investment vehicles, like the internet offerings in the late 1990s or the buy-to-let funds in Britain and Australia in recent years.3


POPULAR AND MEDIA INTEREST


Popular interest in the market becomes intense and this is reflected in greatly increased media coverage. Some stories emphasize the “wow” factor, as big rises in markets make people rich overnight. During stock bubbles, media stories may be tinged with envy for the lucky few, or even hostility toward “speculators.” In the case of housing markets, where often a majority of readers will be gainers, the emotional hook may be glee at the good news. A subtext may be that the reader too can get rich and some coverage will put the emphasis on how to join the party, for example providing information on stock funds or on mort-gages and property investment.


Another type of media story will focus on the risk that the market is in a bubble, warning of trouble and usually critical of speculators and, sometimes, of the authorities for allowing it. There are nearly always some commentators who forecast the demise of the bubble. For example, in the late 1990s The Economist and the Financial Times regularly returned to the bubble theme in US stocks. When the bubble burst they were justifiably pleased with themselves, although too polite to gloat. In the 2000s they turned their attention to warning about housing bubbles.
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