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Introduction

At some point in our lives, each one of us has wandered around some
small countryside road, hopelessly lost. And when finding a local farmer
from whom to ask directions, been told: “Oh! If I were you and wanting
to go to X, I wouldn’t start from here!”

Investing can often feel that way. Which is why having some kind of
road-map is helpful. The following book is an attempt to provide just
such a roadmap in the hope that, even if our reader remains unsure of
where he is heading, at least he will know where he stands.

The following chapters represent “our roadmap”, and by ours, I mean
GaveKal’s. Indeed, although I am putting this book together, most of
the ideas in the following pages have come from our clients, or were
developed by my business partners Charles and Pierre Gave, Anatole
Kaletsky, Steven Vannelli, Alfred Ho, Ahmad Abdallah and Arthur
Kroeber - over the course of conversations, research reports and seminar
presentations. Very few of the ideas actually come from me. I am thus
deeply indebted to all my GaveKal colleagues and clients.

When we started GaveKal in 1998, the three initial partners (Charles,
Anatole and myself) agreed on little (especially politics) but one thing:
the fact that we were living in revolutionary times. For some reason, it
seems that the years at the turn of the century are prone to important
changes. Consider the following:

* A man who fell asleep in 1790 and woke up in 1820 would have
found the World a very different place: the ideals of the American
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Revolution were spreading, the French Revolution had come
and gone, Napoleon had slaughtered a whole generation of
young European males, factories and mines were springing up,
industry was replacing agriculture as the motor of the economy in
Britain....

A man who fell asleep in 1890 would have found a very different
world in 1920: the Ottoman, Hapsburg, Romanov and Qing
dynasties had all come crashing down. The United States was now
the main power in the Western World, and Japan was the main
power in the East. Germany was on its knees and France and Italy
were not doing much better....

A man who fell asleep in 1990 will already find a very different
world than the one he left behind: no more Soviet Union or
communist threat but a simmering clash of civilizations, a once
economically all-powerful Japan reduced to the rank of also-rans,
a China struggling with internal contradictions but still emerging
as the World’s second largest economic power, information
transmitted from one end of the globe to another at the press of a
button, the human genome mapped....

Reviewing our recent History further convinces me that something

deeply structural is happening in our markets. To illustrate this, I will

make an honest confession: if someone had come up to me eight years

ago and told me that we would experience:

A 75% wipeout on the Nasdagq,
9/11 and the anthrax attacks,
Wars in Afghanistan and Iraq,
Enron,

Follow-up terrorist attacks in Madrid, Istanbul, London,
Mumbai...,




« SARS & bird flu,
« Oil at US$110/bl,

*  GM debt downgraded to junk (remember that GM is the fourth
largest corporate bond issuer in the World after the US, Japanese

and Italian governments),
« Katrina,

* Refco (the biggest commodity broker) imploding in the space of a

week,

A big conflict between Israel and Hezbollah that Israel would not

win,
* The first year-on-year fall in US house prices in fifty years,

« The biggest loss in hedge fund History (Amaranth), and biggest
trading fraud (SG) on record.

« A nuclear bomb detonation in North Korea...,

e Write-offs of hundreds of billions of dollars across our financial

industries...,
* Bear stearns, Northern Rock, Countrywide, IKB...

[ would have likely concluded that the best thing to do was to head to my
lake house in Oklahoma, load up on guns, cartridges, canned goods and
bottled water and wait it out... If that same person had told me that, in
the US and in most other countries, corporate profits would be reaching
record highs and that a number of markets, including the Dow Jones,
the Hang Seng, the Indian Sensex, Brazil, Australia, Indonesia...would,
in that same period, be hitting all-time highs, while the VIX index was
hitting all-time lows, I would definitely have called for the men in white
coats with the van and the padded room.

uoidnpojuj
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But was it all a willing temporary suspension of disbelief on the part of
investors? Are the chickens finally coming home to roost? The fact that
January 2008 was the worst January ever recorded for almost all global
equity markets and the fact that real estate markets in most OECD
countries seem to now be heading south may point in that direction.
The general media is definitely full of enough doom and gloom to help
one think that the world is coming to an end.

The recent lack of stability across financial markets led legendary investor
George Soros to proclaim that we are now facing “the worst market crisis

in 60 years” (Financial Times, January 23rd 2008). In his article, George
Soros offers the clearest and most persuasive “case for the prosecution”
explaining how the world economy and financial system got into the
present crisis.

Soros’ first insight is that this crisis is more than just a typical boom-bust
cycle, of the kind often experienced by financial markets. This cycle, he
contends, marks the climax of a 60-year boom in consumer borrowing
and credit growth. This has produced excesses in banking, asset values
and financial innovation which will take years, or even decades, to
unwind. Economies addicted to easy credit will be devastated as their
banking systems now suffer a long-term decline, which is what Soros’
60-year “super-cycle” inevitably implies.

Soros’ second insight is that the reversal of “the 60-year super-boom” in
credit will damage America more than other economies and will thus
end the global dominance of the dollar and shift the balance of power
in the world economy to the creditor countries of Asia and the Middle
East. Both these points are absolutely valid, but the reversal of credit
growth, the slowdown in US consumption and the shift in economic
power towards Asia are a matter of degree. They will all undoubtedly
happen, but there is no reason to suppose—and no evidence so far-
that these shifts will be so abrupt as to cause a serious recession, still
less the greatest economic crisis of the past 60 years.




Soros’ third, and most important, insight is that the two economic
super-cycles he describes —in global credit and in US consumption - were
themselves part of an even bigger super-cycle in politics and ideology.
The excesses of financial innovation and consumer spending were
encouraged by financial deregulation, based on an ideological belief
that the market was always right and could solve its own problems.
This ideology of “market fundamentalism” ignored, in Soros’ view, the
fundamental driving force of all boom-bust cycles, a process he calls
“reflexivity”. Because markets are driven not by reality but by investors’
often misguided views about reality, prices tend to overshoot on the
way up (when everyone is too bullish) and also on the way down. But
as investors chase prices up (and then down), they change economic
reality and thereby justify their own expectations. This is the process
now threatening the world economy: the collapse of confidence in the
US banking system is changing reality and causing a recession which, in
turn, will justify investors’ fears of further catastrophic deterioration in

the banks.

This is one roadmap. Ours is different.

In The End is Not Nigh, a book published in late 2006, we concluded
with the following thoughts: “Ever since the start of the late 20th Century’s
great global expansion, many politicians, economists, and media commentators

have been issuing dire warnings about the economic retribution which surely lies
abead after so many years of overindulgence in consumption, speculation and
borrowing.

But there are many reasons for doubting such prophecies of doom... The first is
that the Prophets of Doom have predicted their day of reckoning, like Jehovah’s
Witnesses, at the beginning of almost every year since the mid-1980s. And every
time their predictions have turned out to be wrong, they have merely redoubled
their warnings about the terrifying instability of the world economy. Instead of
accepting that this argument had been refuted, they have insisted that financial or
political manipulations have simply held off the collapse, thereby guaranteeing an
even more wrathful Dies Irae when the reckoning finally arrives.

uoidnpojuj
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In arguing that postponing economic problems automatically magnifies these
dangers, the Jehovah’s Witness economists have misunderstood the most important
virtue of a liberal, competitive economy—the fact that it automatically encourages
billions of intelligent, motivated and creative individuals to seek out solutions
to whatever economic challenges the world may present. In a competitive
global economy, therefore, time is on the side of stability, not
against it. If governments refrain from tackling potential problems, in the way
in which America, for example, has refrained from tackling the “unsustainable”
trade deficits or Britain has refrained from tackling the “dangerous” level of
mortgage borrowing, this does not automatically increase the potential danger.
In a liberal, competitive world, a problem postponed is not
necessarily magnified. On the contrary, a problem postponed is a problem
well on the way to being solved.

Another, less philosophical, reason to ignore the Prophets of Doom has been their
failure to understand the underlying forces which have powered the expansion of
the global economy since the early 1990s. Specifically, there have been four:

»  Furstly, the collapse of communism, which has given three billion new
consumers and producers the opportunity to enjoy the economic benefits of
capitalism.

Secondly, the spread of free trade, which has allowed these new capitalists
to participate in the global economy for the first time.

»  Thirdly, advances in electronic technology, which have cut communication
costs almost to zero.

»  Fourthly, a revolution in finance which has given consumers the freedom
to manage both their assets and their borrowings, in a way that was once
only possible for large multinational companies.

While some of these structural changes may seem to increase the risks in financial
markets, their interaction has actually made the global economy more stable than
ever before. For example, the shift of manufacturing employment from America to
China has created huge trade imbalances. But the same globalisation process has
made global trade imbalances easier to finance, and the shift from manufacturing




to services in the US and in other advanced economies has made them more stable
than ever before. This greater stability, in turn, has reduced the risks of household
borrowing; and the freedom of households to borrow has made consumption more
stable in the face of economic shocks, such as the collapse of technology shares or the
terrorist attacks of 9/11.

Economists (ourselves included) are still far from wunderstanding the full
implications of all these changes—or of weighing them up against new long-term
dangers such as climate change, demographic decline and widening disparities
of income. We can, however, say one thing for certain: this year, the Jehovah’s
Witness economists will yet again be proven wrong. The End is Not Nigh.”

Since we penned these words, a lot has happened. For a start, and as
highlighted by George Soros in his article, the credit cycle is no longer
in an ascendance phase. Needless to say, this is a very important change.
But is it a cyclical event? Or a structural turning point?

We have argued at length over recent years that one of the driving forces
of financial markets was the “financial revolution” which was quietly
moving from the US and other Anglo-Saxon countries unto the rest
of the world. Today, this financial revolution seems to be, at the very
least, “put on hold”. So what impact should that have on our investment
decisions?

Moreover, this is not the only important change to occur to our roadmap
since we published Our Brave New World (2005) and The End is Not Nigh
(2006). As we write, we are seeing some important policy changes in the
US, Europe, but especially in Asia. These should be incorporated into
any thinking about financial markets.

Given all of the above, I thought it made sense, as much for myself
as for our research clients, to lay out my current investment roadmap.
And I do this in three very simple, and separate parts. The first part of
the book reviews what I believe are the “four revolutionary megatrends”
currently reshaping our global economy. The second part focuses on
what I believe are the very important policy changes and their impact

uoidnpoju|
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on the financial markets. The third part highlights what I think all this
means for investments over the coming quarters.

Before digging into the coming chapters, I would like to highlight two
important disclaimers and two words of caution:

The first disclaimer is that the book aggregates some of the ideas that have
been published over the years in our research. So a lot of the passages
will go through have actually been written by my colleagues Charles
Gave, Anatole Kaletsky, Arthur Kroeber and Steven Vannelli. Thus, [ am

”'

less the author of this book than its chief “cut and paster

The second disclaimer is that the section on emerging markets is really
a section about China and its impact on the global economy. In my
head, I justify this by arguing that “China is by far the most important
of emerging markets”. But the reality, of course, is that while I feel very
confident talking about China (especially thanks to all the tremendous
information and original thoughts that Arthur Kroeber passes on to
me regularly), I do not know nearly enough on Russia, Brazil, India,
Africa, Turkey, Saudi Arabia... to speak about those important countries
intelligently. Having mentioned Arthur Kroeber, I should again point
out that a lot of the work on China in this book comes directly from him
and his team at GaveKal-Dragonomics in Bejjing.

The first word of caution is that, since some of the passages in this book
have previously appeared as GaveKal or Dragonomics research reports,
some of the material presented over the coming pages will be very
familiar to our most faithful readers. For this I apologize.

The second word of caution is that, in some of the chapters below, I will
tend to use ‘we’ to describe beliefs and ideas. When I do use “we”, the
reader should see this as meaning GaveKal and not assume that I am the
most pompous author they have ever come across. In other chapters, I
will use “I”; this may be because I am relating personal experiences, or
ideas, that my colleagues do not share. I fully realize that this switching
between “I” and “we” will likely get tedious. For this I apologize. I




guess, unlike Schumpeter, I do not aim to also be the world’s best writer
(Schumpeter would ofien say: “I aim to be the world’s best economist, best writer,
best horseman and best lover”. After a pause, he would then add “I am not doing
so well with the horses™).

uoidnpoju|







PART 1

The Four Revolutionary
Mega-Trends






CHAPTER |

The Importance of the Financial
Revolution-the Theory

One of the longest running themes in our research (a theme which pre-
dates our fascination with China’s growth or the emergence of “platform-
companies” - see Our Brave New World) was that the changes in the “money
world” were having a massive impact on both our economies and our
financial markets. Basically, since the early 1990s, the Western world has
experienced nothing short of a massive financial revolution with the
birth of dozens of new financial instruments: REITS, derivatives, futures
contracts, options, credit-default swaps, re-mortgages, junk bonds... And
all these instruments, were partly at the source of the past twenty year’s
boom.

As we look at it, junk bonds and Michael Milken were really the match
that got everything started. Before Milken came around, companies
around the world typically had two avenues to obtain capital: tap the
equity markets or turn to commercial bankers and ask for a loan. When,
in the mid-1980’s, Milken invented the junk bond market, he all of a
sudden gave companies the ability to bypass banks when financing their
growth and diversify (and thus stabilize) their sources of funding.

Shortly thereafter, we started to witness a proliferation in derivatives
products that allowed companies to hedge certain risks (i.e.: exchange
rates, commodity prices, interests rates...) at a very minimal cost. In
turn, this allowed for a lower volatility of earnings. As the use of these
new financial instruments began spreading (initially just in the US, then
around the Anglo-Saxon World, and then everywhere), we started to
witness some interesting developments.
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For a start, the volatility of growth in the Western world started to fall
and the economic cycle became much smoother. In recent years, this has
been dubbed “the great moderation” and all sorts of papers have been
published on the importance of this collapse in the volatility of growth.
And sure enough, an environment where the economic cycle is tamer
is highly beneficial to companies, and to their employees. Indeed, the
lack of volatility in the cycle helps companies manage more efficiently
and invest effectively for a more stable outcome. In contrast, a volatile
economic cycle provokes bankruptcies across the board as numerous
industries are incapable of keeping up with orders in the good times
and incapable of finding business in the bad times. In turn, this creates
layoffs, redundancies, etc....

Because wild swings in the economic cycle provoke bankruptcies, the
demise of the banking multiplier has been welcome news for equity
markets, especially the weakest players (i.e.: small caps). With the threat
of bankruptcies linked to the economic cycle receding, the “equity
premium” which investors needed to hold cycle-sensitive assets or small-
caps shrank, and we experienced roaring bull markets across global equity
markets.

But it is not just in the financing of company projects that the revolution
has had a bigimpact. The financial revolution has also allowed companies
to protect their assets, and their future profits, against potential threats
- and this regardless of the size of the company. Indeed, a few years
ago, only the biggest multinationals could beat up commercial banks
into doing what they needed. Today, anyone has the ability to hedge
his exchange rate risk, his commodity risk, his interest rate risk... or
whatever risk associated with the business. This ability to hedge future
risks might help explain why, in recent cycles, corporate profit volatility
has fallen and the overall level of profits has increased. The blossoming
of the financial revolution might also help explain why, in recent years,
almost everywhere around the world, small caps have outperformed
large caps massively. Indeed it used to be that large caps had a serious
advantage over small caps: financial clout. The CFO of a large company




could call any bank and say: “I would like you to do this, that, and the
other for me”, to which the commercial banker would typically reply
“but, yes, of course”. Meanwhile, the CFO of a small company would
be told: “excuse me Sir while I put you on hold”. Now, thanks to the
financial revolution, even the smallest of tiny companies can call any
commercial bank and get a competitive price for whatever it needs done.
The financial playing field has evened out.

The financial revolution started in the mid 1980s in the US, and then
rapidly spread to the Anglo Saxon countries. And as the financial
revolution spread its wings, these countries (the US, UK, Australia and
Canada) were typically described as “living beyond their means” and set
for a “day of reckoning”... But interestingly, since 1991, three of these
four countries have not experienced a recession (though, prior to that,
they use to experience a recession every four to six years). The country
that did experience a recession, the US in 2001, ended up living through
the shallowest recession in its modern history (more importantly, the
recession would most likely have been avoided had it not been for the
terrorist attacks of 9/11). Of course, we might be drawing a causal link
where there is none. Nevertheless, the fact remains that recessions now
seem to be more infrequent, and shallower, than they did in the past.

A fall in the volatility of growth, and in the volatility of a company’s
earnings, is great news for the consumer, if for no other reason that
he gets to keep his job instead of losing it at the bottom of the cycle.
Indeed, when the cycle is very violent, all too often, labor is the variable
of adjustment; at the bottom of the economic cycle, when companies’
profits have melted away and the banks are calling in loans, companies
have little choice but to let go of employees. Today, thanks to a better
optimization of balance sheets, and a risk-management approach to
earnings, the tough redundancy decisions that most managers do not
like to take need not be taken as frequently as in the past. And this is not
the only way the consumer has benefited from the financial revolution.
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Growth in the Four Anglo-Saxon Economies
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The exciting thing in recent years has been that the emergence of
continuously more efficient information systems has allowed the benefits
of the financial revolution to accrue to the large companies as well as
smaller companies and the man in the street. Today, any individual in the
US (or Australia, Spain, the Netherlands, Sweden, the UK...) with some
assets can use them to borrow from a bank, and choose from a menu
the liability that he will put in front of this asset. An individual can
optimize his balance sheet in a way that would have been impossible
for a multinational firm one generation ago! Now this has had a massive
immediate financial impact. If assets which for years had laid dormant
and illiquid (i.e.: a house in Paris, an apartment in Hong Kong...) are
all of a sudden, thanks to new financial tools, transformed into liquid
assets, then two things occur:

« A lot of money that had previously been tied down is released to
flow into consumption, activity, financial markets...

« The attributes of real estate as an asset class change. Instead of
being a boring, highly illiquid investment, real estate becomes an
asset from which it is possible to draw liquidity quite easily. This




makes real estate far less unattractive than it used to be and the
illiquidity/risk premium attached to real estate drops... We then
witness a re-rating of real estate assets. This is what has happened

in every country where the financial revolution has taken hold,
whether the US, Australia, the UK, Spain or the Netherlands...

Of course, this was the theory. In practice, as we know today, massive
excesses took place, at least in the US but probably in Spain, Ireland,
Denmark, Holland, the UK, Australia... as well. Individuals and
companies with no balance sheets, or income, were allowed to leverage
to levels defying any common sense. Meanwhile, banks told us that
the loans provided did not reside on their balance sheets. Instead, the
loans were packaged into structured products, and sold on to yield-
seeking entities (pension funds, endowments, insurance companies,
hedge funds...) whose time-horizon, and risk appetites, matched that
of the product. Of course, we now know that this was hogwash and
that the structured products had indeed left the banks’ balance sheets,
but only to go sit in off-balance sheet vehicles while everyone thought
that such vehicles had gone out of fashion after Enron. Of course, as
trouble started and the people who should not have been lent money to
buy overvalued homes began defaulting on their loans, the “off-balance
sheet” liabilities came back very rapidly onto the books, and the banks
had to take massive write-offs.

This is where we are today. So do the excesses of recent years, and their
current unwinding, mean that the financial revolution is over?
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CHAPTER 2

Putting the Current Credit
Crunch in Context

I live in Asia. Consequently, I frequently find myself stopped in the
middle of the street by a local “entrepreneur” who offers me a Hermes
tie for US$5, or a Longines watch for US$10. I always walk away because,
deep down, I suspect that there is something wrong, and that the product
on offer might not be the genuine article. I also imagine that I am not
alone in making this assumption.

When I am not walking down the street, [ am usually studying financial
markets. And there, to my surprise, a lot of fake Hermes ties and Longines
watches have been sold as genuine articles to customers that were either
stupid, accomplices, or both, in what might have been one of the greatest
swindles of all time.

Let me explain: if instead of selling ties, my local entrepreneur had been
trying to sell me a corporate bond, he would have approached me and
said: “Look here in my bag. Underneath the cabbage, I have a beautiful
AAA bond, which yields 6.5% instead of 4.5%...” I would hope that my
alarm bells would have gone off, and that I would have suspected that
something fishy was going on. In other words, as for the Hermes ties and
the Longines watches, I would have assumed that these bonds were not
the genuine article.

As a rule, when someone tries to sell me something with a totally
abnormal profitability, given the apparent risk, I become immediately
suspicious. My suspicion turns into genuine panic if, on top of it, the
seller is willing to “guarantee” either a return significantly above the
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government bond yield, or a return of my capital regardless of what
has happened in the markets, at any time. So I knew that there was
something wrong in the subprime market, but I had better things to do
than to try to understand these very complex products (namely, make
money the old-fashioned way by buying equities and holding onto them
as if my life depended on it).

In his book Quantum Investing, my friend Steve Waite explains that there
are two kinds of risks in the markets: “Exogenous Risk,” which is risk
that comes from outside events, and “Endogenous Risk,” which is risk
that has built up internally. The terrible events of 9/11 were exogenous,
as was SARS in Hong Kong. The crash of 1987 was endogenous; as was
the TMT bust of 2000.

Most investors spend a lot of time worrying about exogenous risks. At
GaveKal, I frequently field questions on the threat of Iran, or North
Korea, or bird-flu, or climate change... all issues on which very frankly,
[ have little wisdom to share. Meanwhile, most big bear markets tend to
be the result of endogenous risk. No one yells fire in the movie theater.
It just gets too crowded. The tipping point tips. Someone moves toward
the door, and suddenly it’s too late. As my much-missed friend Hunt
Taylor put it to me once: “The final dynamic is the almost unanimous
opinion that exists prior to the event. Even when most of us know better,
we tend not to act. Stocks in ’87 and 99, the carry trade in 94 - we

knew these markets weren’t going to go on forever, but, lemminglike, we
marched steadfastly cliffward!”

Having had the opportunity of working in the financial markets for
some years, [ would have to concur with my friend Hunt. Most of the
bear markets I have witnessed (Japan, Asia, TMT, US real estate...) have
been more of an “endogenous” than “exogenous” nature. But [ would go
a step further than Steve Waite and argue that, within endogenous bear
markets, one typically finds two categories:

* The bear markets created by governments, usually because one, or
several, of what we have called in our research The Five Cardinal




Sins (protectionism, tax increases, monetary policy mistakes,
regulatory overkill or war) are committed. Japan in the 1990s
comes to mind...

* The bear markets triggered by the market participants themselves,
usually because of the belief in some kind of a “Ponzi scheme”
(Ponzi was that ingenious investor who was guaranteeing a very
high return and paid the returns to the old members by borrowing
from the new members. As long as the entries are higher than the
exits, the system grows; but then, of course, it collapses when it
moves into negative cash flows...).

The current subprime debacle falls mostly into the second category
of bear markets, though it was also partly a result of silly regulations
imposed on pension funds, insurance companies and the like. In that
respect, it resembles the turn off the century bull-bear market, which was
in large part triggered by the push towards indexation.

A good Ponzi scheme always start with an “abnormally” high rate of
return, “guaranteed” by a fairly respectable institution or individual. It
also fulfills a need. With that framework in mind, let me review the
current subprime debacle.

From 2000 to 2003, we had a huge bear market in equities, created by
the previous Ponzi scheme called indexation (see Our Brave New World,

which the reader can download for free at www.gavekal.com). As a
result of the indexation craze and the following bear market, pension
funds and insurance companies around the world found themselves
undercapitalized. The regulators, always keen to close the barn door once
the horses have fled, decided to prevent the undercapitalized institutions
from buying any more equities. This left pension funds and insurance
companies with a pressing need: how to replace equities, the high return
part of their portfolios? Since, according to the new regulations, they
could only buy bonds, they were forced, if they wanted to boost returns,
to buy very low quality bonds, offering very high immediate returns
(yields).
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The problem was of course that the regulators had told them that they
could not buy bonds below “investment grade” (whatever that was)...
and that, as a result of the massive demand for yield around the world,
the returns on investment grade bonds were far below the returns on
equities that they now had to replace.... So all of a sudden, here was a
new need: the low quality bond with a high rating.

Now the beauty of capitalism is that a demand usually does not have to
wait too long until a supply emerges. And if this is true on Main Street,
it is true in spades on Wall Street. If I have learned just one thing in my
career, it is that Wall Street will always find a way to satisfy a demand!
The supply of financial products will always rise to meet the demand, as
the elasticity of production on Wall-Street is, I believe, infinite....

In the late 1990s (the indexation bull-bear market), the work-load fell
on consultants and indexers. This time around, it fell on the rating
agencies, and the houses specialized in the financing of homes (derivative
products). As a result of this new demand, the wizards on Wall Street
started to work feverishly.

My father always tells me: “I have never met a simulation that did not
look great.” And sure enough, the mathematical geniuses in charge
of building new products started to “design” portfolios of mortgages,
mixing them in a way that, in the past, would have guaranteed the high
returns needed, and the repayment of the principal at the end.

The fact that the historical sample on which they built their computations
had nothing to do with the current issues was of course never discussed.
The ratings agencies, impressed by the soundness of the computation,
and even more by the huge fees that they were getting for rating these
(toxic) products, started to deliver “investment grade” ratings to products
that had never met a (free) market, not paying enough attention perhaps
to the slight conflict of interest that they could have. And before you
knew it, the problem was solved: we had, at last, a junk bond with a AAA
rating!




Once again, it seems that everything started with a regulatory or
political intervention, forcing a change in the asset or liability side of the
balance sheets of financial institutions, without changing the other side.
Preventing insurance companies or pension funds from buying equities
at the bottom of a bear market was a mistake of massive proportions.
This decision reduced future returns, without reducing future costs (since
they are a function of contracts, signed long before the intervention).

The reality of the capitalistic system is, however, fairly easy for all to see.
Basically, the system offers returns spread around three anchors (for a
diversified portfolio):

1% real: For those who cannot afford any kind of volatility, they
have to buy 3 month T-bills, in their own currency.

* 3% real: For those willing to take a duration risk, but no risk on the
return of capital, they have to buy long-dated government bonds.

* 6% real: For those willing to forfeit the reimbursement of their
capital (no guaranteed return of capital or oz capital), and are
willing to take the equity risk. They, over time and in the absence
of massive policy mistakes, earn a much higher return on capital.

Let us imagine an insurance company which signed contracts based on
expectations of 4.5% real returns. It will, logically, have invested 50% in
equities and 50% in long-dated bonds. Now let us imagine that, suddenly
the regulator comes in and tells our insurance company not to own any,
or at least much less, equities. Our insurance company will thus have to
either:

a) move up considerably on the risk scale in the bond market, thereby
replacing the volatility risk of equities with the default risk of junk
bonds - a terrible trade-off in my humble opinion, or

b) move up the duration scale considerably and cross its fingers that
its duration bet (at a time of very low rates) pays off.
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Of course, we now know that both options unfolded. As mentioned
above, the financial system moved in fairly quickly to satisfy the new
demand. And sure enough, returns were abnormally high in this new
and very profitable activity.

Unfortunately, however, at some point reality always sets in and Ponzi
goes to jail. Forced selling then takes over. And this, of course, is what
has been happening in recent months.

Indeed, insurance companies, banks and other financial institutions
are loaded with different kinds of financial instruments. On OECD
government bonds, there are no reserve requirements. On corporate
bonds, the requirements vary with the rankings. AAA bonds have very
low reserve requirements, junk bonds much higher. In some countries,
reserve requirements on equities are 100%, and the portfolios must be
marked to markets at the end of every year (or quarter).

Given that insurance companies and banks bought a lot of the synthetic
bonds ranked AAA by the agencies, as the agencies start downgrading
the paper, the financial companies have to sell these bonds-except
that they are not sellable! They are then forced to aggressively sell their
equities, buy government bonds and keep the cash, regardless of the
prices reached by the equities or the bonds. They need to do this solely
to satisfy their legal requirements.

For this reason, one of the golden rules of bear markets is that typically,
people sell not what they should (in today’s case, sub-prime bonds)
but what they can (today, equities). It is for this reason that old market
hands always say that the only thing that goes up in a credit crunch is
correlation.

I thus sincerely believe that the recent collapse in global equity markets
has a lot less to do with the economy or the earnings of the companies,
and everything to do with the fact that financial companies everywhere
are breaching their reserve requirements and have no choice but to




present the market with massive sell orders on equities and buy orders
on bonds.

This, of course, leaves us with a question: how many Ponzi schemes will
we need to live through before regulators and politicians stop intervening
in financial markets and institutions to “improve” the situation? On
this one, I fear that the news is not encouraging. Few politicians in the
US or Europe today seem to share the wisdom of Lord Salisbury who,
when prompted by Queen Victoria to institute various changes, replied:
“Change, Your Majesty? Don’t you think that things are bad enough
as they are?” Unfortunately, it seems that, today, there are few Lord
Salisbury’s in the halls of power. Instead, most view the current credit
crunch as a reason to expand regulation, and government control, over
the economy.

Our fear is thus not that the credit crunch means the end of the financial
revolution. But instead that the credit crunch will invite an increase in
regulation, which in turn will mean the end of the financial revolution.
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CHAPTER 3

The Financial Revolution Hits a
Road-Bump-But Will It Bounce
Back?

Following the sustained downturn of US housing and the debacle on sub-

prime loans and asset-backed commercial paper, questions are of course

being raised as to the sustainability of the securitization movement. So

have recent developments put the financial revolution at risk? Our belief

is: not a bit. And this for the following reasons:

1.

Nobody ever questions the long-term sustainability of the stock

market because, once in a while, we have a bear market in equities.
Why should it be different for the credit markets?

The populations of almost all rich nations are aging and will
thus increasingly need long-dated assets with a regular stream
of income. Simultaneously, with most Western companies in
positive cash flow (as heavy-duty capital spending gets moved to
emerging markets—-more on that later) and with more and more
governments in budget surpluses, there are reasons to think that
the usual debt-issuers will not be sufficient to meet a growing need
for fixed income. The pension needs of the future will have to be
covered by new issuers.

Which takes us to our third point: the issuers of mortgages do not
need to be in the same country as the buyers. Indeed, today, a
mortgage can be issued in Brazil, hedged into the Swedish Krona,
and bought by a Swedish pension fund. This allows Swedish
retirees to get their income from the much younger population of
Brazil.
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We believe that the financial revolution is still in its infancy, and that
the future for new structured financial products remains very bright.
In fact, the events of the past two months remind us of the beginning
of program trading in the equity markets in the middle of the 1980s.
Program trading led to the strange idea of “portfolio insurance”, which
subsequently triggered the crash of 1987. At that time, anyone who
stopped investing on the idea that program trading was doomed (because
of the crash), would have missed the indexation movement, the creation
of ETFs, the “quant” way of managing money (which, during these past
six months, some of our readers probably wish they had missed), the
growth of arbitrage funds, hedge funds, etc...

The same argument can be made for the credit markets today. We are
only at the beginning of a bewildering increase in the use and tradability
of credit products. We are undeniably facing a bear market in credit. And
bear markets can last for several quarters or even years (this one most
likely will); but just like 1987 did not mark the end for equities, August
2007 will not mark the end of the financial revolution. In fact, political
meddling and grand-standing aside, the current crisis should allow the
system to redevelop itself more soundly, around more market-based
pricing rather than the flawed model-based pricing of the past.

Going a step further, we have been through credit crunches and serious
banking crises before. In 1990-91, the US Savings & Loans industry went
belly-up. At the same time, the Japanese bear market started. In 1991-92,
numerous Scandinavian financial institutions teetered on the verge of
bankruptcy. In 1994, France’s Debit Lyonnais hit the wall. In 1997, banks
in Korea, Indonesia, Thailand flirted with insolvency. In 2000, Turkey
faced a serious financial squeeze...

Looking back at these events, it seems obvious to us that there is a simple
way to deal with a credit crunch (there is also a Japanese way—though that
one is not recommended). In essence, once its banking system seizes up,
a country should follow the following three-step plan:




Step #1: Devalue the currency massively. This makes your domestic
risk assets (real estate, equities...) attractive to foreigners and encourages
capital inflows. It also makes your goods more attractive and rapidly
leads to an increase in the trade balance. The combination of capital
inflows and improving trade balance means that the “cash crunch” can
then abate.

Step #2: Re-capitalize the banks. As Japan has nicely demonstrated over
the past fifteen years, it is very hard to have a well-functioning economy
without a well-capitalized banking system. Now if banks have handed
out a bunch of stupid loans then recapitalizing the banks may mean
wiping out the existing shareholders. So be it. This is what Sweden did
in 1992 and France did in 1994 with Credit Lyonnais. It is also what the
UK will most likely end up having to do with Northern Rock. But one
thing is important here: the recapitalization should happen quickly. The
longer one waits, the more the rot can spread.

Step #3: Put in a steep yield curve. Once recapitalized, it is not a
guarantee that the banks will go out and lend. In fact, they will most
likely be too shell-shocked by the recent credit crunch to do anything
but sit on their hands. Because of this, having a steep yield curve is
important: it encourages the banks to go out and multiply their capital
base once again.

Incidentally, when we look at the United States today, we have to say
that we are impressed by the speed at which this three-step plan is being
implemented. First the US$ has collapsed to the point where Brazilian
super-models will no longer accept to be paid in what was once the
defining currency of, if not the world, at least all of the American
continent! Secondly, US banks (whether Citigroup, Morgan Stanley,
Merrill Lynch...) have put up their hands and offered equity at preferential
terms to recapitalize their balance sheets extremely quickly and the
weekest links (ie.: Bear Stearns, Countrywide) have been absorbed by
stronger players. And thirdly, the Fed is rapidly collapsing interest rates
to bring about a mildly steep yield curve.
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So does all this mean that the US will be out of the woods in no time?
Maybe not. Over the years, we have had the chance to witness several
bubbles come and go. And, while it is obvious that two bubbles are never
the same, it seems that bubbles often show similar patterns. In fact, we
find two different kinds of bubbles. The first kind of bubble takes place
on non-productive assets (typically land & real estate, but also tulips,
or gold...). The second kind of bubble takes place on productive assets
(canals, railroads, telecom lines). In the first kind of bubble, prices are
bid higher due to a ‘rarity’ factor. In the second kind of bubble, prices
rise because investors misjudge the future returns of the assets. When the
bubbles burst, in the first case, we are left with no more land (or gold, or
oil...) then what we started with. In the second case, productive capital
has been put in place which can still be exploited, either by its current
owners, or by a new set of owners.

An example of the first kind of bubble would be the tulip-mania of 18th
century Holland. An example of the second is the US and UK railway
bubble of the 19th century or the tech and telecom bubble of the late
1990s. In Holland, when the tulip bubble burst, people were left with
their eyes to cry with. In the US and the UK, when the railway bubble
burst, the domestic economies still had trains to ride. All around the
world, when the telecom bubble burst, consumers were left with the
ability to make cheaper calls and transfer more data at a lower cost.
In turn, this led to much higher levels of productivity (i.e., the birth
of Indian and Filipino call centers), growth and a higher standard of
living.

Another very important difference between bubbles is in the way that
they are financed:

1. If the bubble is financed by banks, when the bubble bursts, the banks’

capital disappears and the velocity of money collapses (for more on
velocity, see Our Brave New World).

2. If the bubble is financed by capital markets (corporate bonds, junk
bonds and equities...), those owning the overvalued assets take a beating.




If they hold those assets on leverage, then the assets get transferred to
more financially sound owners. Otherwise, the buck stops with the
overpriced assets” owners.

So the worst possible bubble (i.e., the most recessionary) is a bubble in
unproductive assets (gold, land, tulips...) financed by banks. The best
possible kind of bubble (i.e., one that does not hurt growth too badly) is
a bubble in productive assets, financed by capital markets.

The Japanese bubble of the late 1980’s was a ‘bad’ bubble. It was mostly
in real estate and was financed by Japanese banks. By contrast, the bubble
of the late 1990’s was a ‘good’ bubble. It was mostly in technology (too
much telecom and computing expansion) and was financed by capital
markets (junk bonds and equities).

Then there is one last differentiating factor between bubbles, namely the
policy response and the ability of companies to go bankrupt. Indeed, in
order for deflation to end, productive assets have to move from weak
hands to strong hands. But unfortunately, this does not happen so
easily. For assets to move from weak hands to strong hands, one needs
to have in place the following very important elements:

« A willingness from policy makers to allow companies to go
bankrupt, regardless of the impact on local employment.

* Bankruptcy laws which permit creditors to gain control of
underperforming assets and restructure companies.

+ Efficient markets which permit the transfers of underperforming
assets from weak hands to strong hands.

If the above factors are not in place, then inefficient companies continue
to live on. They become ‘zombie companies’, waste capital (whether
human or financial), drag down the returns on invested capital for
competitors, maintain excess capacity in the system, and keep prices
low for everyone. This of course has been the main problem of Japan
since its bubble burst in 1990. It is for this very reason that my colleague
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Alfred Ho always tells me: “Remember Louis, the Japanese can produce
anything, but a profit”. This inability to transfer assets from “weak hands”
to “strong hands” is one of the explanations why Japan is still mired in a
deflationary bust, while the US economy barely shrank as it adapted to
a post-tech bubble world.

But going back to our current problem, namely the US housing bubble
and its aftermath, here is what we do know:

* The US housing bubble was the “worst kind” of bubble. It was a
bubble on unproductive goods (mostly houses in lower middle-
class neighbourhoods, secondary homes in Florida or Arizona
etc...), financed by excessive bank lending.

« Fortunately, unlike other countries, the US is rather efficient at
dealing with its financial problems. We are thus witnessing a rapid
pace of recapitalization of banks and financial companies that is
nothing short of baffling.

« The US is also rather efficient at moving assets from “weak hands”
to “strong hands”. One of the problems today, however, is that the
“strong hands” often happen to be somewhat brown, or yellow-
skinned!

Indeed a decade ago, most of the world’s savings resided in the OECD.
Within the OECD, these savings were usually managed by private (i.e.:
Fidelity, Capital Research, Axa, Harvard Endowment...) or semi-private
(i.e.: Calpers, Caisse des Depots...) shareholder-value maximising
entities. But today, the picture is a lot more confusing.

For a start, a growing pool of the world’s savings are no longer in the
OECD but instead in Asia, Russia, or the Middle-East. Secondly,
these savings are often not in private hands, but instead in very public
institutions. Of course, some of this is not new. ADIA, the GIC or the
Kuwait Investment Fund have been around for at least a generation. And
by and large, their investments in Western companies have triggered




no protectionist backlash. Of course, this may be because no-one feels
threatened by Kuwait, Abu Dhabi or Singapore.

But can the same be said of China, Russia, or even South Korea? What
will happen if, tomorrow, Russia decides to buy 10% of EADS and
requests a seat on the board? Or if China wants to purchase 25% of
Morgan Stanley? Or if South Korea accumulates a position in Toyota
or Volkswagen? Will the various OECD countries accept the presence
of shareholders on their boards whose main concerns may not be

shareholder value maximisation?

Let us make no mistake about it: with the recent flurry of activity from
the world’s new Sovereign Wealth Funds, China, Russia, and the greater
Middle East are now saying in unison to the OECD: “We are no longer
interested in accumulating your debt; we now want a piece of the action.”
But how will OECD countries react? Right now, we are in a situation of
“beggars can’t be choosers” and politicians are by and large relieved to
see China and the Gulf states recapitalize our bust banking systems.

In fact, in that respect, it could be argued that the credit crunch came in
just in time to derail what seemed to be growing protectionist tendencies
in the halls of US & EU power. Indeed, a few months ago, it seemed
as if rich countries were preparing efforts to prevent inflows of direct
investment by firms from “undesirable” countries such as China, Russia,

and Middle Eastern oil autocracies.

The reality of course is that the generation of immense-and apparently
long-lasting—current account surpluses in these “undesirable” countries
means that large flows of direct investment from them to the rich
countries are inevitable. Still flickers of resistance had started to spring
up in the US. First, in 2005, came the vitriolic Congressional reaction
to Chinese oil firm CNOOC’s proposed takeover of Unocal (which was
scuttled) and the acquisition of US port assets by Dubai Ports via its
purchase of P&O (which resulted in a divestiture of said assets).
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July 2007 saw a potentially ominous development of this theme:
the passage of legislation strengthening the Committee on Foreign
Investment in the United States (CFIUS). CFIUS, which is charged
with evaluating the national-security impact of foreign investments in
the US, was set up in 1988 in reaction to a flood of Japanese investment;
the Japanese tide receded soon thereafter, and the committee fell into
obscurity. The new legislation brought the committee back to life by
widening the scope of its reviews to include major energy assets and
any systems and assets, whether virtual or physical deemed vital to US
national security. A CFIUS review cannot block a transaction, but it can
make life so difficult for the parties that they may prefer to give up.

Americans in the 1980s hated the idea of a Japanese takeover, but grew
quite content in the 1990s with the reality of Japanese-owned car plants.
CNOOC was pushed away from Unocal, which had virtually no US
retail presence; but Russia’s Lukoil bought up second-tier oil company
Getty and has now put its own name on all the old Getty gas stations,
with no apparent consumer backlash. It may be that, after a decade or
so of getting used to the idea, Americans are now able to put up with
Chinese and Arab investment as well? If this ends up being one of the
legacies of the credit crunch, then at least all the pain and suffering
will not have been for naught... Capitalism’s invisible hand sometimes
works in mysterious ways.




CHAPTER 4

A Typical Supply-Side Cycle?

When we launched GaveKal in the fall of 1998, we attempted to build
our theoretical framework of the world we live in and wrote the following
piece which we sent to all three of our then existing clients (Alliance
Capital, Marshall-Wace, GIC). The piece was an attempt to identify
the kinds of crises the various economies around the world were going
through as, even back then, we felt that “things were different this time”.
In light of what has happened in the US in the past six months, we
thought that reproducing this piece would be of interest to the reader.
The piece pretty much reads as it should except for one big change:
where we say “Asia” (remember this was 1998!) our reader should now
input “USA”, and vice versa!

“The long debacle in Japan, followed by the collapse in the rest of Asia, has been
widely covered by a number of excellent commentators. But even for the casual
observer there is the strong feeling that the mechanics of the Asians bear markets
have been totally different from those of the post World War I1 bear markets. The
Japanese and the Asian problems have very little in common with the troubles
experienced in the Keynesian, inflationary world of 1945 to 1990. We are facing
a new animal: the very nature of the economic system has changed. Our goal is
thus to rebuild onr understanding of this new (or is it olds) environment. ..

A. A reminder: the “demand-led” economy

The demand-led economy was characterised by excess demand more or less all the
time. This excess demand found its sources in an ever-present budget deficit which
more often than not, was monetized by a central bank very seldom independent
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from the political powers. In such an economy, the analysis of liquidity is
essential.

In an excess-demand economy, the bear market in financial assets takes place
during the “liquidity crisis” phase of the cycle. During those periods we have
a contraction of money supply in real terms, an inverted yield curve, a fall in

[financial assets, and a positive correlation between the bond and the stock market.
The currency is weak entering into the liquidity crisis and strengthens only when
short rates are high enough to insure a recession and an improvement in external
trade.

B. The new (maybe old) supply-led economy, in force from the
beginning of capitalism to 1945, and from 1990 to...?

The economy is led by capital spending. New inventions and new territories create
a double impetus: the capacity to satisfy the demand for the new products (or to
develop the new territories) bas to be built together with the capacity needed to
create from scratch such a new stock of capital. As long as the return on invested
capital is percetved to be higher than the cost of money, there is no problem in the
system. ..

However, there comes a time when the returns on investments fall below the cost of
money. Sales start falling in the capital goods sector and/or in real estate. Needless
to say, given the long delays, the momentum in the capital spending sector does not
stop immediately and as such overcapacity is created.

Grven that large proportions of these investments have been financed by what was
known in the past as “an inflation of debt’, we run into a debt crisis. The creditors
are alarmed and try to call in their loans; as a result money supplies shrinks.
Banks go bankrupt. The price level goes down. The weight of the debt in real terms
goes up faster than the repayments can be made. More bankruptcies follow. In
such a world, happiness is a positive cash flow. ..

In summary, the economies move in three phases:

 The asset price inflation




o The crisis
o The debt deflation.

The asset inflation (or debt inflation) part of the cycle always takes place with
the assertion that “this time it is different’, which for most of the period is true. In
the upswing we always find two components: the belief in a new paradigm and
the use of financial leverage. Indeed, the excess returns earned on assets acquired
through leveraging lead eventually to a massive increase in borrowing, and later
on to overcapacity.

The crisis occurs when most of the market participants suddenly realize that
the cost of money is now higher than the return on invested capital. Usually the
crisis is very short. It was called by the economists of those periods “a panic”. The
chief result of the panic is to change massively the relative prices of assets between
the new paradigm sectors and the rest of the economy.

The debt deflation can then start: the cost of money moves even higher above
the return on invested capital. The prices of assets put as collateral on loans collapse.
Bankruptcies and bank failures multiply. The money supplies contract. Prices fall
across the board. Real interest rates go up, leading to more bankruptcies. ..

The end of the process takes place when the productive assets have moved from
Sfinancially weak to financially strong owners. The rate of return on invested
capital moves above the interest rates (at a very low nominal level). The next cycle
can begin.

Three characteristics of this supply-led cycle must be mentioned.
In the past the cycle took roughly ten years to unfold (Juglar).

»  The downswing (in today’s language, the recession) was much longer than
the post 1945, post Keynes, recessions (roughly twice as long).

The general price level did not change from the beginning of the crisis to the
next crisis or from the beginning of the upswing to the end of the downswing.
Price variations occurred in the asset markets, not in the general price
level.
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The financial implications of a supply led cycle are quite straightforward:

In the upswing, interest rates rise and so does the stock market. During the panic,
interest rates differentials between high-quality and low-quality borrowers widen
dramatically. The stock market tumbles. In the downswing interest rates decline,
but the demand for credit keeps falling. The stock market moves sideways at best,
in a very wide trading range, which stays in place for at least four or five years. In
other words, shares and high-quality bonds are negatively correlated: shares and
low gquality bonds outperform cash and investment grade bonds in the upswing.
In the downswing and in the panic the reverse is true.

In the expansionary phase there is a massive creation of wealth. In the contraction
there is a shift in the ownership of productive assets. In the upswing, entreprenenrs
get rich. In the downswing the well-capitalised financiers cash in.

1o quote Galbraith, is a financial genius somebody who buys when it’s going up
and has no memory, or is a financial genius somebody who has a lot of cash at
the end of a bear market? Today, the financial geniuses in the US or in Asia are

of a very different type. ..

C. A micro-economic view on elasticity

A good, or a service, is deemed to be elastic to prices if a fall in prices is more
than compensated by an increase in revenues (sales). An elasticity above 1 means
that a fall in price increases revenues whilst an elasticity below 1 means that a fall
in prices leads to a fall in sales.

A good or a service is deemed to be elastic to revenues if a rise in a
population’s disposable income leads to a rise in sales (i.e.: luxury goods, tourism
etc...). Inelasticity to revenues means that a variation in consumer income has
little impact on a product’s sales (i.e.: tobacco, food...).

Ifwe combine these two notions we can see that there are four possible combinations
for a given good or service:

1. Elastic to price & elastic to revenues: telecoms, compulters,
tourism. ..




2. Inelastic to price & elastic to revenues: luxury goods, real
estate. ..

3. Imelastic to price & inelastic to revenues: food, tobacco. ..
4. Elastic to price & inelastic to revenues: electricity, energy. ..

In a supply led cycle, growth comes from the goods that are elastic to prices
and elastic to revenues: prices falling in these sectors lead automatically to
a big increase in the volume of production and to a significant rise in employment
(revenues going up). This, in turn, allows more people to buy the goods, which
allows for further declines in prices and greater increases in volumes. ..

Howeuver, one day the decline in prices is not compensated by an increase in sales,
or an increase in disposable income. Or, alternatively, an increase in disposable
tncome does not lead to higher sales. Overcapacity sets in. The return on invested
capital falls far below expectations.

A consolidation of the sectors, which used to be the growth sectors then takes place
and we move towards a mature market. Very mature markets (scenario number
3) are profoundly indifferent to disposable income and prices. The demand is led
solely by the replacement of existing units.

D. Micro, macro & financial markets

If we try to link the macro and the microeconomic views, then we can perhaps
advance the following ideas:

»  The upswing takes place when, at the margin, the goods produced have
a high elasticity to prices or a high elasticity to rising revenues. In other
words, the growth in the economy is led by the high elasticity sectors. It
should be noted here that it also means that the forecasting or the measuring
of this growth is very difficult: the statistical apparatus almost by definition
measures the low elasticity, mature sectors. The only coincident indicator
that one can use is employment (which will be a lagging indicator in the
downswing).

p 193deyy




I sawi] Suijqnodj 104 dewpeoy y

o Thefall in elasticity typical of scenario 2 or 4 leads to the panic. The panic
1s nothing but an effort by the markets to adjust the asset prices to the new
environment. The adjustment can be very, very fast as everybody realises
at the same time that the expected returns will not materialise anymore. ..

*  Eventually, we reach scenario number 3 where replacement demand is the
main force in the economy (stable part of the downswing).

Needless to say, at any given point in time, we have all four scenarios coexisting
in the same economy. What matters is of course the relative weight of each sector
and its contribution to employment and growth.

If ome accepts this analysis, then one should invest in “stocks involved in the
growth process” of scenario number 1. On arrival into scenario 3, one should
20 for “value investing”. At the same time, the uncertainties of scenario 2 and 4
should lead the money manager to the greatest possible cantion. It is advisable to
diversify portfolios using high-quality bonds.

A practical point should be made here: when a pamnic starts, one bas
plenty of time to start “buying on dips’; in fact such a strategy
is typically a scenario 1 strategy, (as evidenced by the plight of the
Asians markets).

Asfar as currencies are concerned, in aglobal economy, one of the main determinants
of the cost of capital for a given country is the capital flows emanating from other
parts of the world (e.g. the capital flows to Asia from 1990 to 1996). As such,
the real exchange rate of a currency goes UP in scenario 1 as investors want to
participate in the extraordinary returns available.

The low price of money supports the capital- spending boom and creates the
conditions for a current account deficit. Eventually the exchange rate becomes
overvalued and the return on invested capital, on average, falls to a more normal
level, through a decline in the profitability of the sectors exposed to outside
competition. As long as the dominant sectors pull the economy, the danger is small
of a massive decline in the exchange rate. It is only when those aforementioned
sectors peak that the exchange rate is in trouble. Part of the asset price adjustment
will then take place through the exchange rate.




This brings us to a second practical remark: when the panic arrives, one
should expect to lose money not only on financial assets but
also on the currency in which those assets are denominated
(as Asia bas shown).

And this takes us to our third asset class, the bond market. In the upswing the
name of the game is to have an equity porifolio invested in the dominant sectors.
At that time, who needs the bond market?

However, when the panic hits, the best diversification is probably in high-quality

Sforeign bonds: the fall in the demand for capital leads to a worldwide decline
in nominal interest rates and the decline in the exchange rate boosts the return
available in foreign bonds. ..

E. Conclusion

In the inflationary, Keynesian world, the economic and financial system does
not change in nature from the beginning to the end of the cycle. In a supply-led
deflationary world we have two very distinctive parts, the upswing and the
downswing.

In the upswing, the stock market goes up, interest rates go up, employment goes up,
and bank shares outperform. One has to be a “growth stock manager” while the
main investment decision tools have to be built around the notion of momentum
(earnings momentum, share price momentum, sales momentum,).

In the downswing, the stock market is either flat or down, high-quality bonds go
up, money supply goes down, and credit is cheap but not available. The main
investment philosophy to follow is value-oriented (Graham-Dodd). Balance
sheet analysis becomes absolutely crucial.

Our big surprise in the last two years has been to see one-third of the world in a
deflationary bust and two-thirds in a deflationary boom. Naively, we thought that
we should have had the same dominant environment everywhere. The question
that we have now in our mind is: can this dichotomy be maintaineds”
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Ten years later, investors have to ask themselves exactly the same question
but in reverse: can one part of the world (Asia, Middle-East, Latin
America, Africa...) boom while another part of the world busts (Europe,
USA...)? And this question brings us to our second, and probably most
important, revolutionary mega-trend, namely the rise of the emerging
markets.




CHAPTER b

The Rise of the Emerging
Markets-Using China as an
Example

In the early 1990s, as [ was set to start university, my father went on a
two-week business trip around China. When he came back, he told me:
“You have to learn Chinese, because China will become very important
for the global economy. Moreover, no one there speaks English.” My
father’s advice demonstrated a fair amount of vision. And it also showed
his natural inclination to get any heavy lifting done by somebody else.
Indeed, Charles did not come back from China thinking “I have to learn
Chinese” but instead “I should get Louis to learn Chinese”.

Studying Chinese was, it turned out, no walk in the park. It was time and
labor intensive. And as a result [ was never very good at it - even after
spending eight months in China in the mid 1990s studying at Nanjing
University, my Mandarin remained very weak.

Fortunately, Charles was right: China’s economy did wonders and helped
justify the time spent on the language books and character cards. Better
yet, the Chinese economy opened so rapidly that, in the spate of a few
years, a large number of individuals in China had learnt to speak English
(contrary to what my father had experienced). This allowed me to put
the Chinese language books away and concentrate on the more exciting
bit: the economic success story which allowed for hundreds of millions
of people to move from near-starvation to middle-class in a little over a
generation.

Unfortunately, my years spent studying and focusing on China mean
that I feel more comfortable talking about this growing giant than the
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other economic success stories of the past few years (Brazil, Russia,
India, Vietnam...). As such, I hope that my readers will forgive the fact
that most of the examples I use to talk about the exciting growth of the
emerging markets are more focused on China than any other country.

The fact that I have spent a lot of time reading about China over the
past decade does not, of course, prevent me from sometimes saying
really stupid things. A case in point was our core thesis in Qur Brave
New World. In that book, we tried to show that, as Western economies
evolved from being industrial-based to being service-based, the volatility
of growth collapsed. The sharp reduction in the volatility of growth then
helped explain some of the events witnessed in recent years such as the
stronger willingness of consumers to leverage, the rise in asset prices, the
so-called unsustainable trade deficit, etc...).

In Our Brave New World we also wrote: “We have argued that the volatility
of the US economy is contracting because US companies are increasingly sending
the low-value added, high fixed costs part of their production process abroad.
But if the US is exporting its volatility, it means that someone is importing it.
This someone is usually in an ‘emerging market’ (China, Mexico, Brazil, South
Korea...). In turn, this means that, while the US worker is less likely to be fired at
the bottom of the cycle (which allows him to take on more leverage), the Emerging
Market consumer is more likely to get fired when times get lean. Which means

that, while the income of the Emerging Market consumer is rising fast, so is the
volatility of that income” (Chapter 7).

That was stupid. It was a typical case of non-sequitur logic. Or worse
yet, it was a case of looking at Emerging Markets through our Western
World prism.

On the volatility scale, an economy can do much worse than be industrial-
based: it can be agricultural-based and thus at the mercy of the elements.
Take the US as an example: one hundred fifty years ago, if hale storms
destroyed the harvest, and agricultural output fell, it made for a serious
economic downturn. Today, who monitors, and who cares how much
wheat the US produces (apart from the people who trade it)? Simply




put, agriculture no longer has an important impact on the overall US
economy. And this is a very positive development, for agriculture is
the worst of possible businesses. The world’s poor farmers simply never
know what tomorrow will be made of. Will it rain? Too little? Too much?
Will it be too hot? Too cold?

When agriculture is a big part of an economy, then the economy is
extremely volatile. Take India (where 65% of people still toil the land
for a living) as an example: despite the country’s impressive growth, the
economic cycle there remains very much tied to the harvests. When
harvests are weak, the economy feels the pinch. And when the harvests
are strong, the economy booms.

Indian GDP & Agricultural Production, YoY % Change
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Or take China: until recently, half of Chinese workers were farmers.

This high percentage of Chinese workers involved in farming could
be considered a source of concern (i.e.: low disposable income, strong
sensitivity of earnings to unforeseeable events, etc...). But that would
be a “glass half empty” type of approach. For the other side of the

g 193dey)




I sawi] Suijqnodj 104 dewpeoy y

China: Employment in Agriculture, Industry, Services
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argument is that the high percentage of the labor force involved today
in agriculture is a tremendous driver of growth for China for years to
come. And this for a simple reason: when a farm hand leaves the farm
for a job in the city, his productivity shoots up.

Productivity of Chinese Workers
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In 2004, average annual returns to labor in agriculture in China were
US$300; in services US$900, and in industry, US$3,000. Enormous
gains in China have thus been made, and will continue to be achieved,
simply by moving workers from farms into urban occupations.

One of the most important components of China’s impressive
economic growth of the past quarter century (9.4% average annual real
GDP growth between 1980-2004, by official figures) is the immense
productivity gains arising from the shift of labor from low-productivity
agriculture to higher-productivity services and industry. Of course,
this simple fact immediately raises the question of whether China will
be able to continue shifting unproductive labour from the countryside
to the cities? And the answer to this question is an unequivocal Yes!

Looking ahead at the next twenty years, one of the surer trends we can
count on is that a growing number of Chinese workers will leave the
countryside (for reasons we plan to go into later in the book, but which
include the desertification and environmental devastation of large parts

Share of Farm Workers in Overall Employment
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of the countryside, the growth in wages in manufacturing and services,
the growth in education, etc...) to move into cities. And as this happens,
we should witness the same effects that we saw in Japan, Taiwan or South
Korea a few decades ago: big productivity gains and accelerating growth.
As China continues to ‘waste’ less human capital in its fields, growth will
remain solid.

And the positive effects of China’s “de-agriculturalization” do not
stop at the productivity gains. For a start, when a country moves from
agriculture to industry, the volatility of its cycle falls; which is why we
were wrong when we wrote in Our Brave New World that volatility in the
emerging markets should rise-it should fall, as agriculture becomes an
ever-shrinking part of GDP. Looking at global GDP, a few things jump
out at us, namely that:

- Services are an ever growing part of the global economy; and
- Agriculture is an ever-shrinking part of the global economy

And the combination of those facts means that the volatility of global
growth, not just in developed markets, is set to continue falling (barring
any major policy mistakes).

A
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This is of course very true for China. As the percentage of people
working in agriculture falls, China will not only continue to register
impressive productivity gains, but will also continue to see sharp falls
in the volatility of its economic growth (since services/industry are less
cyclical than agriculture).

China, Gross Domestic Product, Constant Prices, Chg Y/Y

China, Production Approach, Gross Domestic Product, Total, growth rate, year to date, Constant Prices, Chg Y/Y 1.4 |
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Another secondary impact of the move away from agriculture and
towards industry and services is a large boost in consumption. Indeed,
even at equal annual revenues, a farmer and a factory worker will tend to
display very different consumption patterns. The farmer who earns 100
will tend to spend 50 and save 50. Why? For a start, on a farm, one can
live in a very autarkical way. But more importantly, since farming is such
an unreliable and unpredictable business, farmers always have to save
for a “non-rainy” day.... If there is no rain tomorrow, they don’t eat! By
contrast, the factory worker, and to an even greater extent, the service
worker, usually feels pretty confident that his job will still be there in a
month’s time. So his natural inclination is to take his paycheck to the
bank and say: “Look, I earn 100 a month. Can you lend me 500 to buy
a motorcycle and I'll pay you back over the next three years?” And of
course, the bank can do that for the worker (in a way that it can’t for the
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farmer), since this is a regular cash-flow that can be projected into the
future.

So along with higher productivity, and less volatility, the change from
farm hand to factory worker also implies a much stronger rate of
consumption, and a lower savings rate.

Over the past decade, China’s cities have added approximately 100
million people. Over the next ten years, estimates range from anywhere
between 150m to 300m people! Such a rapid urbanisation represents
one of the most dramatic population shifts in History. It presents China
with both challenges and opportunities.

In his final CCP address, former President Jiang focused a lot on
urbanisation and the potential liberalisation of China’s urban policies
(emigration from the country to the city has historically been difficult
because of the Hukou household registration system). He stated: “All the
institutional and policy barriers to urbanization must be removed and
the rational and orderly flow of rural labour guided.”

The current deregulation of the housing/registration policy is unleashing
a new wave of growth around China. This presents both opportunities
and huge challenges for the Chinese government. After all, China’s
urban migration requires massive capital spending: housing, schools,
sewer systems, power plants, transport systems... all of which need to be
built if China is to avoid its cities spurring shanty-towns such as Cairo,
Lagos, Calcutta etc... So far, the government has mostly responded
by accelerating deregulation (i.e., home ownership schemes, growth of
mortgage industry, deregulation of the utilities industries, relaxation
of foreign-ownership rules on logistic and transport companies,
recapitalization of banks, privatisation of property...).

Around 80% of China’s growth in the past ten years has come from its
cities. Over that period of time, China has added nearly 200 ‘new’ cities.
We can probably expect this pattern to continue for the next decade and
then some...




One last, important but rarely talked about, consequence of urbanisation:
it brings women into the workforce in ever greater numbers. This can
be a major boon to productivity, but also has other implications, most
importantly a serious fall in birth rates (more on that later).
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CHAPTER 6

Signs of Progress-Tourism &
Education

One of the most frequent questions I receive from clients is: “How

reliable is Chinese data?” This is a great question, for it has a simple,

straightforward, answer: not at all. Indeed, the inadequacies of China’s

statistical releases are so well documented that it is not that worthwhile

to dwell further into it. Nevertheless, despite the imperfect nature of

Chinese data, you will find a fair amount of it scattered around in this

book, usually in the aim to prove various theories. This reflects the fact

that:

Like Keynes said, “it is better to be approximately right, than
precisely wrong”.

Though Chinese data in and of itself might not be very reliable,
information can sometimes be detected in changes in the data.

Not all the data is massively flawed, and some of the statistics are
actually enlightening.

Everyone else throws the Chinese statistics around... so why
wouldn’t we?

And finally, like Churchill said, “Most economists use statistics
like a drunk uses a lamp-post; for support, not for light.”

Having said that, whatever statistics one wants to use to measure the

emergence of China (i.e.: adjusted for purchasing parity differences, it

is now the second largest economy in the World), one thing is obvious
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to even the most casual visitor to Beijing, Shanghai or elsewhere in
the Middle Kingdom: China is a country on the move. Consider the
following:

Infant Mortality:

China’s infant mortality rate has fallen to about 33 per 1,000, and in
large cities, such as Beijing and Shanghai, the infant mortality rate has
dropped to 5.05 per 1,000. This China city rate is comparable to the rates
achieved in the best First World countries, such as Japan or Sweden where
the mortality rate is slightly below 4 per 1,000. But most importantly,
it reflects rather favorably when compared against the mortality rates
prevalent in the 1950s (at the time of the “Great Leap Forward” and the
massive famine that ensued) of 300 per 1,000.

Life Expectancy:

With a life expectancy of over 72 years, people in China can now look
forward to nearly as long a life as people in North America or Western
Europe. What a difference thirty years have made:

Table 1
Life Expectancy in Different Countries and Regions

1950-55 1975-80 2002 2006
France 66 74 79 79.7
United Kingdom 69 73 78 78.6
India 39 53 64 54.7
China 41 65 71 72.6
Africa 38 48 50 NA
World 46 60 67 NA

Source: CIA Factbook




Literacy:

Still according to the CIA factbook, 90.9% of Chinese people today can
read and write. This is an impressive, and important, feat given the fact
that:

- A couple of generations ago, only a minority of scholars could
read and write

- Chinese characters help tie the nation together. Indeed, while
people all across the land speak different dialects (though all radio
and TV media, as well as school curriculums, are in Mandarin),
people who speak different dialects can always communicate with
each other by writing, since the characters always mean the same
words (it is their pronunciation which differs).

- Learning to read and write Chinese is a really strenuous exercise
(trust us; we tried!).

We could continue to rattle off numbers highlighting China’s growth of
recent years and thereby numb our reader to sleep. Or we could illustrate

55
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what China’s economic growth concretely means. If, as Napoleon said,
a picture is worth a thousand words, then the picture on the previous
page, illustrates accurately what is happening in China today.

The picture, taken on a weekend in the coastal city of Qingdao (most
famous for its Tsingtao beer), illustrates a simple fact: an increasing
number of Chinese are wealthy enough to take time off from the daily
grind of earning a living and are thus able to “relax” at the beach.
More than anything, the growth in Chinese tourism, and the fact that
even Germans would be incapable of finding a spot for their towels
on a Chinese beach, illustrate how far China has come over the past
decades.

Some of our Calvinist readers might take us to task for creating an
analogy between tourism/taking leisure time and progress. It could
indeed probably be argued that taking the approach that people work
to:

a) Sustain themselves and then

b) Enjoy the fruits of their labor by sitting on an overly crowded
beach is a very European approach to the question of why people
work. But, perhaps reflecting our cultural biases, it is an approach
we believe to be valid. And we thus see the rise in China’s tourist
industry as a phenomenal example of how far the country has
come... and how much more ground it will soon be covering.

Consider the following: in 1997, Japanese outward tourism reached a
peak with 17m Yen-rich, Nikon-toting Japanese going overseas. That
same year, the Chinese government for the first time allowed its citizens
to travel for leisure abroad. By 2003, in just six years, China overtook
Japan as Asia’s biggest supplier of outbound travelers. In 2004, nearly
29m Chinese traveled abroad. A bullish World Tourism Organization
(WTO) predicts that China will be the major growth engine of world
outbound tourism over the next 15 years. It estimates 50m Chinese will
go abroad by 2010, rising to 100m by 2020.




So if you think the growth of China won’t impact your daily life, you are
most probably wrong: on your next holiday to Paris/London/New York,
on your visit to the Louvre/Tate/Met, you are likely to find yourself
behind a long queue of Chinese tourists....

Value of total personal travel and -tr:l:)rllesi sector by country, 2005, US $ bn
2005 2015 forecast

United States 883.3 United States 1,633.80
Japan 286.8 Japan 382.9
Germany 196.1 China 306.5
United Kingdom 194.9 United Kingdom 252.2
France 155.6 Germany 214.6
Italy 125.4 France 195.5
Spain 125.4 Italy 159.9
China 89.9 Spain 131.9
Canada 78.6 Canada 108.5
Mexico 57.7 Mexico 96.5

Source: Wolrd Travel & Tourism Council Oxford Economic Forecasting

Hence follows our first pie