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Troubles spreading to the US

In a piece called “Kondratieff Long Waves Unsynchronized---KLUWs---at Last?” (8 April 2001) (Tsang 2001), I proposed the “new” hypothesis that the pillars of world capitalism (Germany, Japan and the US) enter the downwave one by one, in an unsynchronized manner. I explained the irony by looking at the dynamics of technological dominance and the global supply-demand imbalance. “A leading country with economic and technological superiority can seemingly do whatever it likes in the short run, until its finds its own environmental constraints and biting limits! That may well be the fate befalling the US.”
I also blamed international fund flows. “….worldwide fluid flows of hot money and warm funds would tend to segregate more brutally winners from losers on the international scene. In the calmer times of the 19th century and early 20th century, all the four factors of the long wave (i.e. investment, consumption, population and technology) played out without the over-zealous attention of international fund managers……... In other words, capitalist economies then moved more in tandem under less choosy eyes. Who then could have transferred millions of pounds across the Atlantic to speculate against the relative prospects of the UK and the US as the leader in the upwave or the main loser in the downwave? Kondratieff was presumably observing and theorizing about the capitalist world in such a “less impulsive” (T plus n-years) environment.
Now with the choosy eyes finally turned on the US economy, is it possible that the last pillar of the world economy has also entered the downwave?” 

One year on, with the great crash of 2002 in the stock market, the probability of the “new” hypothesis seems enhanced. The fear of “double dip” is paralleled by that of a prolonged period of economic stagnation and deflation----Japanese style. Since the mid-1990s, the US economy, which accounts for a quarter of world GDP, has on average contributed half of global growth (Roach, 2002), thanks to the euphoria about the “new economy”. A recession or, worse still, a depression in the US would have very serious worldwide consequences. No wonder more and more commentators are alluding to the 1930s.  

A Japanese-style malaise?

The US Fed has responded very aggressively by cutting interest rates at historically unprecedented speed and by awesome magnitude. With the Fed Funds Target Rate at 1.75%, there is still some room to manoeuvre. But that is not a very comfortable degree of freedom. Japan cut interest rates to virtual zeros, then pumped a lot of liquidity in the interbank system, so much so that the monetary base increased at an annual rate of over 30%, still the economy has failed to respond. Admittedly, the situation in the US is not as bad as Japan in the early 1990s. But it is also a much larger economy and the global leader, as well as the “borrower and buyer of the last resort”. A 50% Japanese malaise occurring in the US would constitute a very severe threat to the world. 

What has made the Japan syndrome particularly troublesome is of course the spectre of persistent deflation. First it was asset deflation, marked by the burst of the stock bubble, and followed by the collapse of the property market one to two years later. So it was financial asset deflation, and then physical asset deflation. The time gap could be explained by the flow of funds: people departed the stock market and moved into the “safer”, more “tangible” investments such as housing; and macroeconomic variables, e.g. lower interest rates and hence cheaper costs of refinancing. Eventually, the housing bubble also burst and forms of general deflation---wholesale and retail/consumer deflation---set in. The economy was caught in the doldrums and failed to revive.

No Great Depression……yet

Mind you, this is nothing compared with the Great Depression in the US, when the Dow Jones fell from its high of 386.10 in September 1929 to the low of 40.60 on 29 July 1932. Meanwhile, prices were down by a quarter of their former levels and real GDP plunged 35%, as unemployment rocketed to 25%. According to the International Financial Statistics (IFS) of the IMF, general prices in Japan started to fall only from 1995 onwards, with the speed picking up after 1999. The GDP deflator and wholesale price index were 5%-6% below their 1995 levels, but consumer prices have hardly changed despite mild ups and downs. At least on average and as far as the consumer is concerned, it has been disinflation (to the tune of zero inflation) more than outright deflation. 

US: housing and consumption bubbles?

The US stock market peaked in 2000. As yet, more than two years afterwards, the housing market is still rising. The recent rebounds in some corporate results and the stock market may also give market participants a certain sense of relief. So is the US economy avoiding the second facet of asset deflation? Quite a few commentators are not so optimistic. They point out that the historically unprecedented aggressiveness with which the US Fed cut interest rates was the major delaying factor. Consumers have found it very cheap to refinance their mortgages and therefore spend the extra money on other durables or non-durables. In other words, the housing bubble and the consumer bubble have offset to a relatively significant extent the negative effects of the stock market bust.

However, there is a limit to this. As pointed out by Ian Morris, chief economist of HSBC Securities USA, the ratio of home prices to disposable income, which is similar to the price-earnings ratio for houses, is 1.6 --- virtually identical to levels when U.S. home prices peaked in 1989, two years after the stock market crash of 1987 (Morris, 2002). Further expansion will lead to a bigger bubble that may have dangerous consequences.

From disinflation to deflation in the US

Deflation can be “good” or “bad”. If falling prices are caused by faster productivity growth, it can go hand in hand with robust growth. But if deflation is a result of excess capacity and weak demand, it would brew great troubles. There is certainly a mix of both “good” and “bad” elements in the US now, but signs are that the “bad” elements are enlarging.

Globalization also contributes in an unexpected way. Worldwide sourcing and supply chain management lead to a general lowering of supply prices. While that can be taken as a good thing: producers can raise productivity and cut costs, it also results in an expansion of production capacity. Now that China is aspiring to “the world’s factory”, excess supply will spread from garments, electronics, and automobiles to many other fields in the not too distant future. Even if demand is not “weakened”, it will be outstripped by increases in supply. But demand should be weakened at least in the developed countries under the process of “equalization of factor prices” (just look at the situation in Hong Kong given a permeable economic border with Mainland China). Further technological breakthroughs may not save the day as it depends on the relative strengths of the expansion effects versus the displacement effect (Tsang, 1999; 2000).

Many products and services in the US, from clothes to cars, and from airfare to hotel charges, are already cheaper than they were a year ago (Business Week, 2002). However outright deflation means a persistent fall in the overall price level. The recent decline in the prices of durable goods has been offset by prices of services that have kept on increasing, albeit at the slowest pace for decades. As measured by the GDP deflator, the best economy-wide gauge, America's inflation rate has slipped to 1.1%, the lowest for 40 years. Its consumer-price index has risen by 1.8% over the past 12 months, but prices have fallen in half of its 16 main product categories—the biggest proportion since the current series started (Economist, 2002b). 
Moreover, upstream troubles are emerging in the US. Estimates by Morgan Stanley’s Stephen Roach showed that in July 2002, the Producer Price Index for finished goods was down 1.1 percent from a year ago, prices of intermediate goods decreased by 1.5 percent over the same period, while the prices of crude materials goods fell by 6.2 percent. These declines mean that “a little less than half the US economy is now in the throes of outright deflation.” (Beams, 2002) 

According to Dresdner Kleinwort Wasserstein, corporate America is already facing deflation. The implicit price deflator of the non-financial business sector (including services as well as manufacturing) declined by 0.6% in the year to the second quarter of 2002. It was the first fall in the US since the Second World War (Economist, 2002a).
Debt situation worse than Great Depression

The debt situation in the US and indeed in the world as a whole is worse than when deflation was last experienced in the 1930s, thanks to the developments of financial capitalism. 
In Table 3 of Tsang (2001), I showed that the debt ratios of the US kept on rising, especially private debts which accelerated in the 1990s (the public debt prospect does not look good now, given the Bush Administration’s tax cuts and military plans). Economist (2002c) sounded the same warning, as US private debt-to-disposable income ratio soared from about 100% in 1960 to over 170% in the past few years.

Japan is also under a very heavy debt burden, but it is largely a domestic phenomenon. Unlike Japan, the US owes huge amounts of foreign debts: it is the largest borrowing country in the world. Any redressing of the situation is going to have much wider global repercussions.    

Deflation causes the real value of debts to swell, debtors may have to cut spending and sell assets to meet their payments, thus causing a vicious circle of falling incomes, asset prices and rising real debt. This is the gist of Irving Fisher’s “debt-deflation theory” of great depressions (Fisher, 1933), which was modernized by Hyman Minsky (1982). Attempts by individuals and firms to reduce their debt burden by curbing spending and costs would paradoxically further weaken demands, sabotaging the desired improvements in profit and incomes, leading to another round of cuts and putting more downward pressure on prices. So, as Fisher put it, “the more the debtors pay, the more they owe”! The monetary authorities can at best cut interest rates to zero levels and pump up interbank liquidity, like what the Bank of Japan has done. But given deflation, the real interest rates would still be too high. Moreover, the problem can be more than a “liquidity trap”: it may simply be a “debt trap” (Tsang, 1999).

As said, US's corporate sector is already living with deflation, with the price deflator of non-financial businesses falling for the first time since the Second World War. Many firms that borrowed heavily in the late 1990s, expecting rapid revenue growth to finance their debts, are now in trouble. There are signs that a credit crunch may be emerging in the US: low new-issue volumes for corporate securities, both debt and equity; falling amounts of loans extended by commercial banks; and a higher price for borrowing. It is a process that started with the riskiest securities, i.e., junk bonds (a mere $600m of junk debt is now being issued each month, one-eighth the amount of a year ago) and new issues of share. However, the process is now spreading to the safer parts of the credit markets, including those for bank loans and for high-grade corporate bonds (Economist, 2002d). 
Unsynchronized waves converging? 

Disinflation is one thing, deflation another. And from deflation to debt-deflation generated great depression, a big gap exists. Not even Japan can be said to be caught in the last type of ill fate (Katz, 2002), not to mention the US, as yet.

There is nothing new under the sun, but history will not repeat itself exactly. In Tsang (2001), I tried to demonstrate the differences in the long wave pattern this time: unsynchronized down waves. If Japan’s experience is of any historical value, it is that the national government and the central bank may do something to avert disaster, perhaps in the short run, but not to dramatically change the directions of trends built up over many years and generated by very complicated factors. A slow-motion decline could also be very painful.

If deflation does befall the US and a Japanese-style malaise, albeit a “discounted” version, emerges, the implications to global economic outlook can be serious enough. 

Moreover, the bigger trouble is, the unsynchronized patterns may not last! Germany entered the downwave first, followed by Japan and it could now be the US’s turn. But by most recognition, Germany and Europe are not out of the doldrums, as they are enmeshed in a new trap of their own: the economic and monetary union and the strict rules and pacts. The light at the end of the tunnel is elusive for Japan as well, as the authorities have to contemplate very unconventional methods (including the Bank of Japan buying shares from the commercial banks). Should the US really slip down the deflationary path, it would be very difficult to say whether the three pillars of the developed economic world would interact adversely with one another, and a perverse kind of synchronicity---a worldwide process of deflationary spiral cum debt default---may finally unfold!

We can only wait and see.
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