BOOM, GLOOM AND THE NEW NORMAL

Chapter 2

The financial crisis
as the key event

SUMMARY

The Western financial crisis that began in 2008 was not an unpredictable ‘black swan’-type event, but
an accident waiting to happen. The cause was policy makers’ failure to learn the right lessons from
Japan. Three years after the start of the crisis, it seems these lessons have still not been understood.

Japan’s baby boomers were mainly born between 1940 and 1952. They had therefore begun to enter
the 25-54 age range in 1965 and were all in this range between 1977 and 1994, before the oldest entered
the 55+ age range. In turn, this led to an explosion in asset prices during the 1980s. House and stock
market values rose to extreme levels, as demand surged.

Equally, once the bubble began to burst, major stimulus programmes had little impact, apart from
driving up government debt levels. As more and more baby boomers entered the 55+ age range, interest
rates also began to fall, as people worried more about future income.

The US’s baby boomers arrived a few years later, mainly between 1946 and 1964. And they took the
US economy on the same path, just a decade later. They were all in the 25-54 age range between 1989
and 2000, with the oldest entering the 55+ range in 2001. The US thus saw a similar peak in asset val-
ues and similar myopia from policy makers. They chose to ignore the influence of demographics and
instead focused on trying to maintain asset values at artificially high levels — even though they knew
these could not be sustained.

The trillions of dollars of global stimulus programmes since 2008 have shown that Western policy
makers have still failed to learn the right lesson from Japan. It is not a question of trying to return to the
‘Golden Age’, but of adapting to the new world. And sadly, China seems to have followed the Western
path: in its desperation to preserve employment levels as export demand growth slows, it has been
busy inflating its own domestic asset bubble in housing.

These stimulus programmes have had a major impact on the chemical industry. They have en-
couraged major new investment to take place over the past few years, mainly in the Middle East and
Asia, driven by governments operating on a social agenda focused on job creation. More capacities

www.icis.com ICIS Publications | 15



THE FINANCIAL CRISIS AS THE KEY EVENT DIVIDING THE OLD NORMAL FROM THE NEW NORMAL

are still being planned, while some financial analysts are suggesting a new ‘SuperCycle’ may
be under way.

Thus, attention has been distracted away from the opportunities that exist to create a new and
more robust growth cycle not based on stimulus programmes. This new wave of global growth needs
to be based on tackling the key megatrend issues, such as increasing food production and water
availability, while reducing carbon footprint and meeting the future needs of the ageing Western
baby boomers.

THE HOUSING BUBBLES IN JAPAN AND THE US

The rise of the G7 baby boomers has created several different challenges for policy makers over the past
half century. At first, because the increase in birth rates was so unexpected, they were entitled to be
confused about what was happening. But since the Second World War, births have normally been re-
ported accurately and on a timely basis. And once babies have been born, the implications in terms of
future population trends should be obvious.

So the confusion among policy makers since the 1970s is much less excusable. By 1970, data was
readily available to show that a 15% increase had taken place overall in the number of G7 births (and
even more in some key countries such as the US). In turn, it should have been possible to develop poli-
cies on the assumptions that:

e This increase was already leading to major pressure on schools and education provi-
sion, particularly in those countries still recovering from the Second World War.

¢ Then it would create major pressure on jobs.

e Next, as the boomers moved into the 25-54 age group, they would increase
consumption.

¢ They would also put pressure on housing supply and associated areas.

* Equally, as they moved into their 30s and 40s, they would begin to invest more (via pen-
sion schemes and mutual funds, for example), thus putting pressure on stock markets.

e Finally, as they began to retire, they would increase their savings and put downward
pressure on interest rates.

All of these things have, of course, now happened — earlier in some countries such as Japan, and later
in others, such as the UK, where the baby boom was more extended. Maybe it is too easy with hindsight
to say that they should all have been foreseen at the time. Certainly, the constraints of the electoral
cycle in the G7 meant that politicians never looked beyond the next three to four years. And their myo-
pia continued even when they were able to look forward comfortably to a likely second-term victory.

But it should not have been a surprise, for example, that unemployment and inflation rose during the
1970s, given the number of G7 babies then jostling for their first jobs and starting to consume global re-
sources on a larger scale than ever before. Nor should it have been a surprise that stock markets began
to rise quite sharply in the 1980s, with price-earnings ratios in the US increasing from just 8 in 1982 to
a peak of 32 in 2000, as supply fell short of demand.
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Of course, housing was in the eye of the storm. All these babies not only wanted to have their own
place to live, but also were encouraged by greater affluence to have larger homes and more separate
existences. Pre-war families had tended to stay together, for mutual support in hard times. But
the boomers couldn’t wait to declare their independence by moving out of the parental home as soon
as possible.

Equally unsurprisingly, this supply/demand imbalance led prices to increase. Thus, as the boomers
grew into their 40s, after 1986, property began to be seen not only as a home, but also as an investment.
Indeed, when Western stock markets declined after 2000, many baby boomers came to regard their
home as their pension fund. This encouraged them to maintain their spending, even though wages
were also stagnating.

Thus, according to the US Federal Reserve, Americans withdrew an average of $564bn a year in
mortgage equity between 2001 and 2005, versus just $126bn a year between 1991 and 2000. This
amounted to a 6.7% boost to their disposable income, compared with the earlier 2.1%. Equally, the
savings rate dropped from 4.7% to just 1.6%. It seemed a magical time, as the overall value of US hous-
ing doubled from $10 trillion to nearly $20 trillion between 2000 and 2005.

The awful warning of Japan’s experience post-1990 was simply brushed aside, although it was wide-
ly known that Japan’s baby boomers were ageing ahead of those in the West. Instead, Japan’s experience
was simply described as the product of failed policies that had led to a ‘lost decade’ of growth. By con-
trast, Western policy makers congratulated themselves on how they had learnt to fine-tune the econo-
my to eliminate cycles by creating, as the Bank of England described it, the NICE decade (Non-Infla-
tionary Constant Expansion).

Given this inability to see the wood for the trees, it is perhaps no surprise that when demand patterns
began to change in the 2000s, policy makers instead reached for the same policy switches as before:

¢ Neo-Keynesianism continued to be pursued, under which lower interest rates were
used through the early 2000s to re-stimulate consumption.

e In particular there was a focus on boosting consumption through encouraging house
price inflation.

In the US, the chairman of the US Federal Reserve, Alan Greenspan, published a widely praised
paper in 2005 that emphasised how house prices had never declined on a national basis since the De-
pression. He also argued continually that while central banks could not spot asset ‘bubbles’ developing
in advance, they had all the tools necessary to successfully mop up after them. As late as July 2007,
when a financial crisis had become inevitable, his successor Ben Bernanke suggested to the US Con-
gress that sub-prime losses would not amount to more than $100bn.

Equally, in revealing evidence to the UK parliament in March 2007, the then recently retired Gover-
nor of the Bank of England, Lord Eddie George (‘Steady Eddie’, as he was nicknamed), explained UK
policy since 2000 as follows: “When we were in an environment of global economic weakness at the
beginning of the decade it meant that external demand was declining... One had only two alternatives
in sustaining demand and keeping the economy moving forward: one was public spending and the
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other was consumption. It is true that taxation and public spending can influence the demand climate
and consumer spending, but confronted with what we saw, we knew that we had to stimulate con-
sumer spending. We knew that we had pushed it up to levels that could not possibly be sustained in
the medium and longer term, but for the time being if we had not done that the UK economy would
have gone into recession, just like the economies of the United States, Germany and other major indus-
trial countries. That pushed up house prices and increased household debt. That problem has been a
legacy to my successors; they have to sort it out.”

Since the financial Crisis hit in 2008, it has of course been claimed that ‘nobody could have seen it
coming’. Equally, the idea of unpredictable ‘black swans’ has been popularised, to suggest that it was
beyond the normal range of expectations.

Neither argument is supported by analysis of the facts. As we shall see, Japan’s experience from 1990
onwards provided a very clear example of what happens when baby boomers start to age in large num-
bers. Equally, the authors of this book (as well as many others) were very active in the 2006—08 period
in warning that a US housing crisis was becoming inevitable.

In September 2007, for example, Paul Hodges wrote in the Financial Times that “unfortunately,
the myth behind the US housing mania is likely to become increasingly transparent, as the fallout
from it widens”. And a year earlier, in November 2006, he had warned in the same paper that “‘be-

39

ware lending institutions bearing gifts’” might be the most appropriate advice to those tempted to
take on property loans.
The problem was, of course, compounded by human nature. At the end of a very long-lasting Super-

Cycle, nobody wanted to listen as:

¢ Policy makers did not want to put forward hard choices, such as cutting back on ex-
penditure, or raising taxes (or both). Like Lord George, they preferred to ignore the
probability that demand was now on a declining, rather than rising trend, and that
short-term stimulation wouldn’t bring it back to trend, but would just create a short-
term upwards ‘blip’.

e Similarly, the emerging economies of Asia and other regions had committed them-
selves to an export-driven model of economic development. Countries such as China
were reducing the share of domestic consumption as a percentage of GDP, and instead
investing in factories and infrastructure to manufacture goods for Western consumers.

Thus nothing was done to head off the crisis. And since then, although the New Normal is now
clearly well under way, most policy makers prefer to believe it is a crisis of liquidity, rather than
solvency. And so they have developed yet more, and even larger, stimulus programmes, as well as
multi-phase quantitative easing programmes.

But these treat the symptoms, not the causes, and only serve to increase public debt still further,
rather than returning economies to former growth patterns.

PIMCO, the world’s largest bond fund managers, were particularly active in their warnings about
the dangers of the policies being pursued in order to inflate the SuperCycle bubble.
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They not only established a special team in 2006 to investigate what was happening in the US sub-
prime housing market; Managing Director Paul McCulley, who headed their team focusing on the
global central banks, explained on several occasions why the work of Hyman Minsky was key to un-
derstanding how credit cycles begin, and end.

Minsky (pictured) argued that long periods of stability, such as that
experienced during the NICE decade, eventually lead to major instabil-
ity. This is because investors forget that higher reward equals higher
risk.

Instead, they come to believe that a new paradigm has developed,
where high leverage and ‘balance sheet efficiency’ should be the
norm. They therefore take on high levels of debt, in order to finance
ever more speculative investments.

In the housing sector, this meant that lenders initially applied the
usual strict criteria to their loans to the baby boomers in the 1980s and
early 1990s. But during the later 1990s, as defaults seemed rare, they

instead began to lend on the basis that only interest costs needed to be
covered by regular repayments.

The idea was that the loan was still ‘safe’, as the capital value was secure, and so the home could
always be re-sold at a profit if the borrower defaulted.

Finally, in the late stages of the cycle, they tried to sustain the SuperCycle by offering ‘teaser loans’
at very low interest rates, and with high multiples of loan to value, sometimes at seven or eight times
earnings (double previous standards).

The belief was now that house prices would always rise, and so the borrower could either sell up at
a profit when the ‘teaser loan’ ended after a couple of years, or simply refinance again. In many cases,
‘liar loans’ were made, whereby applicants claimed much higher income levels in order to meet for-
mal loan criteria, with no checks being made

Eventually, however, PIMCO argued that a ‘Minsky moment’ would occur. In the housing market,
prices would start to fall, rather than rise. Equally, in capital markets, earnings from the new invest-
ments would prove too low to pay the interest due on the debt.

Confidence in the ‘new paradigm’ would then disappear and, with it, market liquidity. Investors
would find themselves unable to sell the under-performing asset and would suddenly realise they
have over-paid. In turn, this would prompt a rush for the exits. Prices would then begin to drop quite
sharply as ‘distress sales’ took place.

PIMCO argued from 2006 onwards that housing markets would be the first to experience the ‘Min-
sky moment’. At first, it would impact those who had financed the housing boom. Then, they sug-
gested that we would reverse the previous direction, with “asset prices falling, risk premiums moving
higher, leverage getting scaled back and economic growth getting squeezed”.

Some policy makers also expressed their doubts about the policies being pursued by their col-
leagues. Kevin Warsh, then a Federal Reserve Governor and later head of the New York Federal Re-
serve Bank, warned in March 2007 that “liquidity should not be mistaken for capital”.
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More recently, he argued in June 2010 that it was essential to “debunk some popular truths that
have become part of the crisis narrative:
¢ Subprime mortgages were not the core of the global crisis, they were only indicative of
the dramatic mispricing of virtually every asset everywhere in the world.
e The volatility in financial markets is not the source of the problem, but a critical signpost.
e Excessive growth in government spending is not the economy’s salvation, but a principal foe.
¢ The European sovereign debt crisis is not upsetting the stability in financial markets; it
is demonstrating how far we remain from a sustainable equilibrium.
e Turning private-sector liabilities into public-sector obligations may effectively buy
time, but it alone buys neither stability nor prosperity over the horizon.”

He concluded that today’s problems are not “a series of unrelated, unpredictable, unfortunate finan-

cial shocks”. He argued that instead of continuing to focus on short-term ‘fixes’ to problems, “we
should take the necessary measures to ensure that our economy is strong over the long term”.
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Chart 18: Japan births 1921-2009

JAPAN’S EXPERIENCE SINCE 1990
Japan’s baby boom took place earlier — between 1940 and 1952 — and was more concentrated than in
the rest of the G7. And so Japan’s experience of its progression is a potentially excellent model for what
has begun to occur since 2000 across the rest of the G7.

As Chart 18 shows, Japan’s births rose by 14% between 1940 and 1952, versus the 1921-39 period,
and averaged 2.4m each year. This meant that:

e Its oldest baby boomer was 25 years old in 1965 and 55 years old in 1995
e Its median baby boomer was born in 1946, and became 25 in 1971 and 55 in 2001
e All its baby boomers were in the 25-54 age group between 1977 and 1994
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Chart 19: Japan Nikkei 225 Index
1970-2010 (monthly close)

Unsurprisingly, with these demographics, the 1980s was the heyday of the Japan story’. With all
of its baby boomers in the years of peak consumption, and creating unprecedented levels of demand,
numerous books and articles were published on why Japan was about to take over the world. In par-
ticular, its property market had moved into an amazing boom. By 1987, when Paul Hodges first vis-
ited Tokyo, its land values were the talk of the globe. Like most first-time visitors, he was taken to
stand in front of the Imperial Palace in Tokyo, and told that the land on which it stood was worth
more than all the land in California.

Meanwhile, as Chart 19 shows, Japan’s main stock market index, the Nikkei 225, was reaching a
similar stratospheric peak. Price/earnings ratios of 30 or more were common, with many over 100.
Most analysts spent their time explaining why this was quite reasonable, due to the cross-holdings
that were then common between each major company. Some complex mathematics were then em-
ployed, in an effort to show that price/earnings ratios were really quite ‘normal’, once these holdings
were stripped away.

Of course, it was not only being powered by demographics. Japan had developed a number of
innovative industrial techniques, particularly the principles of Total Quality Management adapted
in the 1950s from Western thinkers such as W Edwards Deming, whose famous ‘14 Points’ led to the
transformation of manufacturing operations. But even here, Japan’s advantage was beginning to wane
by the late 1980s, as Deming began to be adopted by leading Western companies such as DuPont
and ICL.

Instead, it was the laws of supply and demand, as determined by demographics, that were about to
abort Japan’s seemingly relentless rise, even though these were unrealised at the time. The Nikkei 225
index reached its all-time peak of 38,916 on 29 December 1989, only to then embark on a multi-year
fall, accompanied of course by occasional rallies. Its most recent low was 7,054 on 19 March 2003, by
when it had fallen 82%. This took it back to its levels of 1980 (when it had already trebled from the
early 1970s as the early baby boomers began to step up their savings and investments).
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Interestingly, however, just as the Nikkei was hitting its peak, so government bond yields were also
peaking. They topped out in the summer of 1991 at around 8%, very similar to the yields then being
offered by US 10-year Treasury bonds. But as Chart 20 shows, they have since been in a steady decline,
as bond prices rose. By the end of 1993, for example, yields had fallen to 3%, and even though they
then increased temporarily as global economic recovery began after the 1990-93 downturn, they soon
resumed their decline. US Treasuries, however, went back to 8% during 1994 and remained consist-
ently higher than Japanese bonds for the rest of the decade.

In the West, where the baby boomers were still in their peak consumption cohort, Japan’s continuing
decline made little sense. Instead, a progression of experts appeared, bearing the message that the sup-
posedly ‘strange behaviour’ of Japan’s stock and bond markets was simply due to Japanese policy mak-
ers having failed to implement the right policies to restore demand to previous levels.

For example, in a widely reported speech as late as May 2003, Ben Bernanke, soon to became Chair-
man of the US Federal Reserve Bank, took aim at virtually all aspects of Japanese government and
central bank policy. He argued that its deflation and lack of growth were due to lack of a target level for
inflation (“a price-level target”) combined with a lack of co-ordinated policies (such as tax cuts and
quantitative easing) by government and central bank that would aim “to create an environment of com-
bined monetary and fiscal ease”.

US DEMOGRAPHICS START TO FOLLOW THE JAPANESE PATH

This inability to learn the right lessons from Japan was to prove very costly to the West as the new mil-
lennium got under way. The US, in particular, had been badly scarred by the depression years of the
1930s. And as Chart 21 shows, its post-War baby boom was then easily the most dramatic of any G7
country. It peaked between 1946 and 1964, when births rose by 48% compared with the 1921 to 1945
period, to average 4m a year.

Unsurprisingly, this level of fecundity meant its share of G7 births rose from 31% to 40% over the
same period. And as these babies grew up, the phrase “if the US sneezes, the rest of the world catches a
cold” became widely accepted as a guide to developments in global economic growth.

Its demographics meant:

e Its oldest baby boomer was 25 years old in 1971 and 55 years old in 2001
e Its median baby boomer was born in 1955, and became 25 in 1980 and 55 in 2010
¢ All of its baby boomers were in the 25-54 age group between 1989 and 2001

Clearly, the post-war experiences of the US and Japan have been different in a number of important
respects. But in terms of underlying demographics, one key parallel stands out in terms of the impact of
their respective baby booms:

¢ As we have seen, all of Japan’s baby boomers were in the 25-54 age group between
1977 and 1994, when (a) its stock market reached its fabulous peak, and then (b) its
interest rates embarked on an equally dramatic fall.
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Chart 20: Japanese government bond yields
1990-2010 (monthly close)

USA BIRTHS

MILLIONS 1921 - 2009

5.00 THE USA SAW A 48% INCREASE IN BIRTHS
1946-64 versus 1921-45

4.50
4.00
3.50
3.00
2.50
2.00
1.50
1.00
0.50
0.00 -HAELEEEELLL T T TR T T T R EEEEEE s

1921 1931 1941 1951 1961 1971 1981 1991 2001

Chart 21: The US baby boom of 1946-64 was the most
dramatic in the G7

www.icis.com ICIS Publications |23



THE FINANCIAL CRISIS AS THE KEY EVENT DIVIDING THE OLD NORMAL FROM THE NEW NORMAL
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Chart 22: Intriguing parallels between the Nikkei 225
and the S&P 500 (end month)

¢ All of the US’s baby boomers were in the 25—54 age group around a decade later, be-
tween 1989 and 2001, when its stock market reached its own fabulous peak, after
which there has been an equally dramatic fall in interest rates.

This is shown by the intriguing Chart 22, which updates Chart 19 and shows the Nikkei 225 index
(black line) from 1970 to 1992, with the S&P 500’s (red line) performance between 1980 and 2002. It is
drawn to match the peaks of the two indices (December 1989 for the Nikkei, August 2000 for the S&P).
And it highlights their very similar performance over the previous 20 years, as well as in the immediate
aftermath of the peaks. (NB: Nikkei dates are at the bottom, S&P 500 dates in red at top.)

The Nikkei and S&P indices both trebled in the initial decade — between 1970 and 1980 for the
Nikkei, and 1980 and 1990 for the S&P. The Nikkei’s peak was then more explosive, however, as it rose
six-fold to December 1989, compared with the S&P’s four-fold rise to its March 2000 peak of 1,527. But
both then fell around 45% within three years of their respective peaks. This is strong, prima facie evi-
dence to suggest that similar demographic influences may have been at work.

A second piece of evidence for the importance of demographics is Chart 23, which compares what
happened to Japanese Government Bond yields in Japan (JGB, black line) and in the US (red line) in the
period following the respective stock market peaks. Both have clearly moved in very similar directions.
In fact, if we had chosen to show the movement for shorter-dated US bonds alone, then the parallels
would have been extremely close indeed, as the US two-year Treasury bond yield fell to around 0.5%.
(Again, JGB dates are at the bottom and US dates are in red at the top.)

POLICY MAKERS TRY TO ENSURE THAT ‘THIS TIME, IT’S DIFFERENT’

However, stopping our discussion of stock market performance in 2003 would not give the complete
picture. As we have already seen, prominent US policy makers were seemingly unaware of the poten-
tial for demographics to drive stock and bond market directions. Instead, when confronted with the
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Chart 23: Intriguing parallels between Japanese bond yields
and US 10-year bond yields

evidence from Japan, they convinced themselves that better policies, better implemented, were the key
to restoring growth in the post-2000 environment in the West. This, it was confidently believed, would
help the rest of the G7 avoid Japan'’s ‘lost decade’ of growth since the 1990s.

Their rationale was summed up by Lord George in the evidence cited earlier to the UK parliament.
His view was widely shared by his G7 colleagues. A valedictory speech in September 2005 by Alan
Greenspan, then retiring as chairman of the US Federal Reserve, showed that he was fully aware of the
risks involved by his efforts to stimulate consumption by seeking to encourage higher house and stock
prices. He noted: “It is difficult to dismiss the conclusion that a significant amount of consumption is
driven by capital gains on some combination of both stocks and residences, with the latter being fi-
nanced predominantly by home equity extraction.”

And he also fully accepted that “we can have little doubt that the exceptionally low level of home mort-
gage interest rates has been a major driver of the recent surge of homebuilding and home turnover and the
steep climb in home prices.”

But, crucially, he went on to argue that although these rises in US house prices created a risk of a fu-
ture “shock”, this should not be a concern for his successors as “in a highly flexible economy, such as
the United States, shocks should be largely absorbed by changes in prices, interest rates and exchange
rates, rather than by wrenching declines in output and employment, a more likely outcome in a less
flexible economy.”

Sadly, of course, Greenspan was proved wrong with this assumption. Inflation has indeed remained
low by historical standards, confounding those many experts who failed to understand that demo-
graphic drivers have a far more powerful influence than policy makers on the laws of supply and de-
mand, which in turn determine whether prices rise or fall.

But employment has also fallen sharply, particularly in the US. Greenspan’s policies, and those of
his successors, succeeded in extending the demographic SuperCycle of the 1980s/90s into the 2000s,
and employment rose to a peak of 138 million in November 2007. But two years after the financial cri-
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sis began, in 2010, only 130m Americans were employed, the lowest average of the 2001-10 period.

Equally, Chart 24 shows how GDP tends to suffer for an extended period after a financial crisis of the
kind through which we are now living. It comes from an International Monetary Fund/Bank of England
study of the impacts of previous financial crises. They found that credit becomes more difficult to ob-
tain and lower activity depresses investment, as does a loss of confidence. Equally, fewer new firms are
formed, bankruptcies increase and, as we have seen, unemployment rises.

The US had still not recovered its previous level of GDP at the end of 2010, while other G7 countries
such as the UK were well below it. And this was despite G7 governments having provided unprece-
dented levels of stimulus and also having bailed out, or nationalised, many large banks that were
thought to be ‘too big to fail’, as their failure would have caused the economy to collapse.

We can see the impact of Greenspan’s policies, and those of his colleagues, in Chart 25, which takes
forward the performance of the Nikkei 225 index and the S&P 500 since 2002. The policy of continued
low interest rates boosted asset values, just as Greenspan intended, and allowed consumption levels to
soar on the back of borrowed money. Equally, the collapse during the 2008 crisis is clearly shown,
which seemed to return the S&P 500 to the level one might have ‘expected’ if it was still paralleling the
Nikkei’s path following its 1990 peak.

Since then, policy makers have again restored to extreme measures — the US has undertaken two per-
iods of quantitative easing, amounting to $1.7 trillion in 2008/09 and a further $600bn in 2010/11, plus
two stimulus packages in 2008 and 2010, each worth around $850bn. China, struggling due to the loss
of its export markets, has undertaken even more extreme measures to support demand, including a
doubling of bank lending to $1.4 trillion in 2009 (equal to one third of its GDP) and a $560bn stimulus
programme worth another 13% of GDP, plus a further $1.2 trillion of bank lending in 2010.

The aim, once again, has been to try to ensure that ‘this time, it’s different’ from Japan’s experience.

But as Einstein wisely said, repeating the same action and expecting a different result is a good defi-
nition of lunacy. We do not believe that the underlying demographics, as described earlier in Chapter
1, can be changed by programmes of quantitative easing or short-term fiscal stimulus. Nor should natu-
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Chart 25: Parallels and discontinuities between the
performance of the Nikkei and S&P 500

ral events such as demographic changes be viewed as disasters. Such changes are inevitable, and there
is no reason not to welcome one which would appear to involve a shift in focus from the wealthy West-
ern few, to the poorer many of the emerging world.

THE IMPACT ON THE CHEMICAL INDUSTRY

Sadly, however, policy makers’ misguided policies have, so far, made the problem worse rather than
better. By stoking the housing bubble after 2000, and then having to spend trillions of dollars of taxpay-
ers’ money in bailing out the banks which they had allowed to become ‘too big to fail’, they have in-
creased the debt burden on the G7 populations. And they have done this just at the moment when the
potential earnings power of the overall G7 population is declining, as its baby boom generation reaches
the 55+ age range.

Equally, by artificially stimulating consumer demand in the West during the SuperCycle of the
2000s, they have led to resources being squandered on building excess capacity which will never be
needed. It is a repetition, but on a much larger and more global scale, of the dot-com boom of the late
1990s, when billions of miles of fibre optic cable was laid, but never actually ‘lit’, due to demand fore-
casts having been wrong by orders of magnitude.

Thus millions of houses and apartments have been built, and often partially furnished, that will
never actually be used. This is true not only of parts of the US, such as Florida and Nevada, but also
European countries such as Spain and Ireland. While in China, which was desperate to maintain em-
ployment once the export bubble burst, the National Academy of Social Sciences surveyed electricity
usage during 2010 and estimated that 64.5m homes were, in fact, empty.

The housing mania also led companies and investors to misinterpret real demand levels. In the US, for
example, auto sales had moved into a steady range of 15—17m a year from 1995, as the baby boomers had all
reached peak consumption age. And after 2000, they were a prime beneficiary of the mortgage equity with-
drawal phenomenon, as families often used their surplus cash to buy a new car. Thus the 15-17m level con-
tinued until 2007, worth around $50bn in chemical sales as the use of plastics, coatings etc increased.
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ETHYLENE STEAM CRACKER CAPACITY AND ANNOUNCED PROJECTS
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Chart 26: Ethylene capacity expansions 2006-14

Equally, central banks had grown complacent during the surge of baby boomer demand from 1985 to
2000. This had considerably simplified the role of interest rate policy in regulating the Western econo-
my. If demand was growing too quickly, central banks could increase interest rates, secure in the
knowledge that this would then create ‘pent-up’ demand to drive the economy again when rates were
later reduced.

These factors combined in the chemical industry, for example, to create the belief that a seven-year
cycle would typically develop. This would begin with a mild two-year downturn, followed by a dra-
matic and highly profitable recovery, as pent-up consumer demand was released when central banks
eased interest rates again. This would last for another two years, and was then followed by three years
of more stable growth, before central banks begin to worry about rising inflation and began raising inter-
est rates again to begin a new cycle.

This pattern was quite different from the erratic management of the earlier post-war period in the
West, when governments would often embark on what become known as a ‘dash for growth’, which
caused boom to be followed by bust, just as day follows night.

Thus by the 2000s, policy makers claimed to have tamed the cycle. And by 2005, the consumer
boom seemed not to be over-heating as before, but simply continuing to grow in strength, while interest
rates stayed quiescent.

The lure of this supposedly NICE decade led emerging countries, in particular, to redouble their
focus on export-development models, aimed at supplying more and more goods to feed the seemingly
insatiable appetite of the Western consumer. The petrochemical industry was a classic example of this
frenzy, as shown in Chart 26, which highlights how capacity for its leading product, ethylene, began to
soar from 2006 onwards.

These plants typically take between five and seven years from initial proposal to completion, and
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Chart 27: Ethylene demand is consumer driven

require major financing packages to be arranged because of their high cost (usually $3bn—5bn for a
full complex with associated downstream processing plants and utilities such as power stations).
Between 2006-9, for example, 14m tonnes of capacity were added, with a further 12m tonnes arriv-
ing in 2010. Overall, capacity expanded from 126m tonnes in 2006 to 152m tonnes in 2010, well
ahead of demand, with a further 27m tonnes planned by 2014.

And as can be seen, the main activity was in the emerging economies, not the West. The Middle East
was seeking to capitalise on its local supplies of cheap raw materials produced as a byproduct from its
oil and gas production. Asian and Latin American countries were hoping to create more employment.
Both had a strong social agenda, which went far beyond the idea of immediate profit.

But easy liquidity, and low interest rates, fostered by the central banks, meant that investors often
preferred to overlook potential problems ‘over the horizon’, in order to avoid the low returns on offer
from ‘boring’ Japanese or US government bonds.

Thus nobody asked serious questions about where all this product would be used. Ethylene is a
mature product, being used as shown in Chart 27 to make packaging materials, as well as polymers
such as polyethylene, PVC and polystyrene, and PET bottles. So demand for it grows, overall, at about
the same pace as global GDP. While demand might rise strongly in one sector of the market, or region of
the world, this is usually balanced by slower growth elsewhere.

Similar ‘errors of optimism’ have been made in many other areas. Iron and steel demand, for exam-
ple, is forecast to grow to the moon as a result of China’s supposedly insatiable demand for new infra-
structure.

And so the same investors who committed the ‘error of pessimism’ during the early part of the 2000s
and shied away from mining companies, have since bid up prices to stratospheric levels on the basis
that a new ‘SuperCycle’ is now under way.
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CHANGING PATTERNS OF INDUSTRIALISATION IN THE EMERGING ECONOMIES

Some years ago, our friend Rajen Udeshi of India’s Reliance Industries, introduced us to the work of the
development economist Sir Arthur Lewis, and his insight into how economies industrialise. Lewis
(pictured) studied at the London School of Economics in 1939-40 and became fascinated with the
question of why some countries had managed to industrialise more
successfully than others.

His research during the 1940s—50s led him to the conclusion one
essential ingredient was the supply of ‘free labour’, in the sense that
when people moved from the land to the cities, agricultural output was
maintained as productivity rose. He developed his theory from a study
of the UK’s Industrial Revolution when he became a professor at Man-
chester University, and it has been seen as an important insight since.
It won him the Nobel Prize for Economics in 1979.

Chart 28, developed by Reliance and shown at our Asian Conference

in 2005, shows Lewis’s view of industrial development as it applies to
Asia. Its horizontal axis shows the number of years from the start of
‘economic progress’, and its vertical axis shows how GDP/capita has risen in terms of purchasing
power parity.

Thus in 2005, India was around 10 years from the start of its economic reforms, which had taken
place in the 1990s, and its GDP/capita was less than $5k (even using the higher values associated with
the Purchasing Power Parity metric). By contrast, at the other end of the scale, Japan and Hong Kong
had been industrialising since the 1950s and had GDP/capita of over $30k.

Lewis’s insight became known as the ‘Lewis Curve’, which is clearly evident in the path shown by
the various countries as their development continued. He identified that:

e The first stage was a period of around 20 years, when ‘free labour’ was available to kick-
start industrialisation. By this, he meant that there were plenty of surplus workers on
the land, and so agricultural output was unaffected when some of them began to mi-
grate to the cities, lured by the thought of higher and more regular wages.

¢ As can be seen, China in 2005 was approaching the end of this ‘free ride’ period.
Lewis’s theory predicted that it would soon have to move to more labour intensive
manufacturing, from its early focus on primary production.

¢ And in time, say another 10 years, a growing shortage of labour would lead it to follow
the path of South Korea and Taiwan, into becoming more capital-intensive.

More recently, of course, we have seen that Lewis was absolutely right. The past year has seen Fox-
conn and a number of other major Chinese industrial firms having to increase wages by up to 50% in
order to attract labour. Foxconn employs over 1m Chinese, and is a leading manufacturer of Apple
products, such as the iPod, iPad and the iPhone. Its problems gathered worldwide attention following
a spate of suicides at its plants in early 2010. And since then it has also announced plans to move its
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factories into rural areas over the next five years.

Clearly, they have indeed reached the point at which the ‘free ride’ has ended. Equally, rising stand-
ards of living in China mean that its demand for food is increasing. The transition is marked, as in the
industrialised world, by a move to eat more meat — which, in turn, leads to more grains and other prod-
ucts being required to feed livestock. So the end result, just as Lewis would have predicted, is that the
economy is now starting to move up the curve and will need to use its labour more intensively if it is to
supply the population’s needs.

This is a quite dramatic change, and one which we shall look at in greater detail in Chapter 6. India, of
course, still has a few years to go before it reaches China’s point in the curve. But its destiny, too, is very clear.

THE NEW NORMAL IS BUSY ARRIVING, EVEN IF WESTERN POLICY MAKERS CHOOSE TO IGNORE IT
Western policy makers have made enormous efforts both to stabilise the global economy following the
onset of the financial Crisis and to try to return it to earlier growth paths. The first objective was clearly
essential if the economy was to continue to function. But as has been widely discussed elsewhere, it
would have been unnecessary had regulators done the job with which they were entrusted. The prob-
lem was that everyone knew what was happening, but only very few people worried about what might
happen afterwards, and they were often dismissed as ‘doomsters’.

There are plenty of examples to hand of what is happening now. Housing, for example, continues to
be the eye of the storm. In the US, the US Census Bureau had reported that the total value of US hous-
ing had soared from $10 trillion in 2000 to nearly $20 trillion in 2005. Since then, however, as Chart 29
shows, average home prices according to the S&P Case-Shiller Index have fallen 30% from their 2006
peak. And in December 2010, the chairman of the Index committee, David Blitzer, forecast that despite
massive government intervention over the past two years, “the double-dip is almost here, as six cities
set new lows for the period since the 2006 peaks”.
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Chart 28: China’s manufacturing is becoming more capital intensive
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We can see the same picture in Chart 30, showing historical levels of US housing starts. It shows the
jagged saw-tooth impact of earlier periods of ‘boom and bust’ before the 1990s, and then the smooth
line to the 2006 peak of 2.2m. Since then, however, something quite dramatic has happened, with starts
falling below any level seen between 1959 and 2007. They are now down below 600,000.

The value destroyed is not limited to the construction industry, where many firms are already
bankrupt. The American Chemistry Council has calculated that each new home uses an average
$16,000 of coatings, furnishings and other products, making it up to a $35bn chemical market in the
boom years. Now it is worth just $10bn, a considerable drop in sales for all those formerly involved
in selling to the industry.

Plus, of course, the demographic changes have much further to go as we enter the New Normal.
The Census Bureau has identified an upswing in family consolidation as a result of the crisis. This
has now jumped to 13.2% of the population, or 54m people, the highest level since records began in
1968. Young people can no longer afford to move out. Older people are also moving back with their
parents, as they worry about losing a job. And their parents worry about the rising costs of health
care. As a result, all those forecasts of ever-increasing need for more home construction probably
need to be torn up.

Equally, it is unlikely that US consumers will be repeating their extraction of $564bn a year of mort-
gage equity from their homes anytime soon. Sadly, for many, fear of foreclosure is a more pressing
concern, with 2.1m homes already in foreclosure and forecasts that this could double if employment
continues to struggle, with unsold home inventory up 50% in 2010 versus 2009 levels.

Similarly, European consumers have also entered the New Normal. Chart 31 shows auto sales by
year from 2005. 2009 (blue dotted line) saw major stimulus programmes put in place by European gov-
ernments to protect car sales. This enabled the EU to maintain sales within their traditional 14—16m
range, surpassing the US for the first time and enabling it to become the largest regional car market. Its
sales of 14.4m compared with 13.6m in China and 10.4m in the US.

But 2010 (brown line) was a different story, with sales weakening throughout the year, despite con-
tinuing stimulus measures in some countries. They totalled just 13m, well below previous levels. 2011
(red line) seems to be following this pattern. And with many EU governments now moving from stimu-
lus to austerity programmes, it seems unlikely that consumers will be opening their wallets to buy
record numbers of new cars again for a while.

UNDERSTANDING THE OPPORTUNITIES OF THE NEW NORMAL
There are some things in life about which one can do very little. As Margaret Mitchell wrote in Gone
with the Wind in 1936: ‘Death, taxes and childbirth — there’s never a convenient time for any of them”.
Equally, trying to change a country’s demographic profile, as has been tried in countries such as France
and Spain, by encouraging mothers to have more children, has proved less than successful. And even
if it were to be successful, there are inevitable time-lags before the new babies will enter the years of
prime consumption.

The issue, put simply, is that we are now going through another period of major transition, similar to
that seen in 1970s—80s, when the boomers moved into the 25-54 age group. It, too, was a time of tu-
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Chart 31: New car sales in the EU, 2005-11
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mult, confusion and financial crisis. But like all things, it passed. And the world then began a process
of successful adjustment which led to the largest increase ever in the wealth of the planet, and the
highest-ever standards of living for the largest-ever number of people.

Now, as must happen, the Western baby boomers are moving into the 55+ age bracket. And the signs
are that many of them will remain in it for a long time. The concept of working until around 65 years,
and then dying after a brief retirement, seems to belong to history and the Old Normal. Instead, many of
us in the West can look forward to a life where up to a third of our lives may be spent in retirement.
And this retirement will be unlike that of our parents’ and grandparents’ generation, as we can expect
reasonable health and physical well-being, thanks to the advances being made in understanding diet
and in medical science.

Equally, although the export-development economic model of the emerging economies is now on
the way out, as Western consumption slows, so a greater domestic focus is emerging. This has the po-
tential to bring greater affluence and living standards to the majority of the world’s population, and so
cannot be seen as some sort of ‘second-best’. But domestic demand cannot suddenly jump sufficiently
to replace slowing export growth, and so there will inevitably be a ‘demand-growth gap’ in emerging
economies, as this transition takes place, as we discuss in Chapters 4 and 6.

This chapter has aimed to explain the rationale behind the concept of the New Normal and its inevi-
tability because of demographic changes. We now take a wider look at some of the implications of the
journey on which the world is now embarked.
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