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The start of the 21st century, for all the geopolitical instability and terrorist shocks, has been a period of extraordinary prosperity for the world economy. The remarkable growth and even more remarkable stability of the world economy and of financial assets is the most important influence on everything you have discussed about the property business, urban development,  social demographics and other issues you have discussed here today. 

Rather than trying to tell you about property development, which you all know much more about than I do, I will play to my comparative advantage – which as you will see is a main theme of this talk - and describe what I see as the main driving forces of the global economic expansion and try to suggest how long they might last. 

To do this, I will start by simply listing five great historic changes which have transformed the way the world economy works since early 1991. You will see immediately why I have chosen this start date when I name the first of these changes:  

Firstly, the collapse of communism and secondly the rise of Asia. Between them, these two related but distinct events have given 3 billion new consumers and producers the opportunity to enjoy the economic benefits of capitalism and the market system. Thirdly, the combination of free trade and almost free high-speed communications, has allowed all countries to participate as never before in a globalised economy. With more and more countries and regions exploiting their comparative advantage and specialising in the tasks which they do best, we have seen productivity growth in service industries of a kind previously only enjoyed in the manufacturing sector. Fourthly, a revolution in finance which has offered to consumers the opportunities to borrow against their future income and assets previously only enjoyed by the biggest multinational companies. Finally, the rediscovery of active demand management, which has allowed central banks and governments to control inflation while minimising unemployment and keeping economies as close as possible to their long-run productive potential. 

While economists and policymakers have long discussed these structural changes, they have not, until recently, begun to understand how they could all reinforce one another to make the global economy more stable and create the conditions for rapid non-inflationary growth – and that’s what I mainly want to discuss in the rest of this speech. But around every trend there’s a cycle and however confident we may be about the favourable long-term trends, we all know that these can be overwhelmed, at least for a year or two, by the ebbs and flows of the economic cycle. So I will also discuss whether cyclical vulnerabilities for the global and European economies are growing, or whether it is plain sailing ahead. 

Let me start with the obviously good news, by giving you some more detail about the interaction between those historic transformations: end of communism, rise of Asia, free trade, financial deregulation, monetary policy revolution. Just to confuse them, I am going to re-group these historic changes as four global economic trend: 

Slide: Four mega-trends

Let me explain these points. 

Economies are more stable

My first argument, which links globalisation with economic stability may seem like a paradox. Globalisation is generally often associated in public debate with economic insecurity and business uncertainty. Since this is a point made so often by politicians, you might guess that the opposite was true – and you would be right. Globalisation is in fact the most fundamental source of the remarkable decline in economic and financial volatility which Ben Bernanke has dubbed “The Great Moderation”. 

Globalisation and technology have driven a transformation in the business model of international companies. More and more companies are realising that the traditional value chain of any business consists of three quite distinct links – first, the conception and design of a product or service; second, its manufacture or preparation; third, its delivery and marketing. The traditional business model stressed the second link in this chain – the manufacturing process. This was the point where businesses located their key competitive advantage – the most famous example being Henry Ford and his ability to build a car more quickly and cheaper than anyone else. 

But globalisation and technology have totally transformed this analysis. The production part of the value chain is the part most susceptible to low-cost competition from emerging markets. This has made manufacturing a mug’s game. America, British and European companies have therefore outsourced the manufacturing of their products and sometimes even the preparation of their services (say basic accountancy, number crunching investment research or routine customer relations) to emerging markets. When companies do this they convert themselves from multinationals such as Ford or Unilever, which sell everywhere and produce everywhere, to become what we call Platform Companies: businesses like IKEA, Nokia, Dell, Nike or even Coca-Cola, which sell everywhere, but produce nowhere. Platform companies no longer see their core competence in the middle (production) part of the value chain. Instead they create a platform  on which they place products or services which they have designed or invented, but then bought in cheaply from EM producers. And they use these platforms to distribute their products and services at much higher prices to relatively affluent consumers, first in Europe and America but increasingly also in the emerging world. 

This outsourcing process has been well understood from a business management perspective but it has huge macroeconomic implications which haven’t been considered very much. So much so that last year Barron’s devoted its cover story to our platform company concept. That was obviously good news for us at GaveKal. The bad news was the date on that Barron’s cover – December 25. Anyway, what are these macro implications? The part of production outsourced has usually been the most volatile part – industrial employment, capital spending and inventories. So with the outsourcing of labour and capital from America and Europe, a lot of economic volatility has also been outsourced. In effect, cyclical fluctuations have been transferred to the Third World from America and Europe. But this is not a zero sum game, because this globalisation process has enabled developing countries, most obviously China, to transform themselves amazingly quickly into industrial, rather than agricultural  economies. So while they have imported industrial volatility from America and Europe, they have reduced the overall volatility of their economies by making themselves less dependent on primitive farming – the most unstable business of all. You can see that this reduction in volatility is not just some hypothetical speculation form this chart, which shows the standard deviation of changes in US industrial production since 1950. As you can see, the volatility spikes have dramatically diminished, especially in the past 15 years – and I could show you many different charts illustrating the same effect. 

Slide: US IP

Slide: China’s GDP

Now let’s consider another key result of this greater stability: the effects on leverage and the financial system. 

Slide: Financial Revolution

Workers in America and Europe are less exposed to cyclical unemployment than ever before. This incidentally is true even in relatively stagnant countries like France and Germany, where total unemployment may be high, but its variability has diminished just as it has in America and Britain. Workers who are less likely to be fired can afford to take on more debt and have more money to spend. Moreover this credit is much more readily available because of financial deregulation. 

Deregulation, combined with low interest rates, has resulted in a revolution in the availability of credit and other more sophisticated financial products. Small businesses and individuals can now manage both their assets and liabilities in a way that was only possible for large multinationals 20 years ago ago. Households can now hedge exchange risk, interest rate risk, unemployment risk; they can finance themselves as perpetual institutions instead of paying off their debts. And they can treat previously illiquid assets, as fully liquid – especially housing. As a result the equilibrium price of these is much higher today than it was in past decades, when interest rates were high and liquidity did not exist. The house-price and borrowing booms have been the main drivers of European economies and they still have a long way to go. 

And borrowers can enjoy credit at much lower costs because of the third great structural shift: 

Slide: Low inflation and monetary counter-revolution

Globalisation has meant very low inflation –  and the key benefit of low inflation for property and all financial assets has been interest rates remaining almost unimaginably low. Even more importantly, low inflation has permitted another great structural change: the revolution in macroeconomic policy 

Central banks can now actively support economic growth instead of using all their monetary firepower against inflation. I call this the monetary counter-counter-revolution  because it has reversed the monetarist counter-revolution against Keynesian demand management in the 1980s. Since Alan Greenspan took over at the Fed, central banks have been fine-tuning economic growth with a precision that no 1960s Keynesian would have imagined possible, because they have used monetary instead of fiscal policy to manage demand.  

The financial and monetary policy revolutions have had an equally profound international impact. Risk has been sliced and diced and spread out, as never before, around the world. Capital flows have completely overwhelmed trade flows and this has allowed previously unthinkable current account imbalances to be financed with ease and with no evidence of strain on banking systems or capital markets. 

The obvious beneficiaries have been the US and Britain. Both have been able to run enormous current account deficits, enjoying higher consumption and economic growth than they otherwise could have enjoyed (and thereby helping to make adjustments to globalisation less painful). They have also become the hubs of the world’s fastest growing and most profitable industries – global financial intermediation. 

Even bigger beneficiaries have been emerging economies, since they are no longer constrained by trade deficits, fixed exchange rates, past defaults and so on. 

And that leads me to my final reason for long-term optimism: 

Slide: Emerging markets. 

Emerging markets, which for most investors in the late 1990s were actually submerging markets, finally are emerging. This incredible dynamism, summarised by that phrase I have already used “3 billion new capitalists” is now undeniable and a permanent fact of life. 

Slide: GDP

Slide: Atlantic

Slide: Pacific

***

These four great trends – the intensifying division of labour through outsourcing and the platform-company model, the financial revolution, the counter-revolution in monetary policy and the emergence of Asia -  all have many more years, probably decades, to run. It is no coincidence that the world’s most prosperous economies and  cities – are the ones that find themselves at the  confluence of all or several of these trends. 

But around every trend there is a cycle.  So let me now consider where we are in the economic cycle and here we come to the bad news – at least as most economists and investors currently perceive things. 
I have been predicting since late 2005 that global economic growth would decelerate in response to the tightening of monetary policy, but until a few months ago there were widespread doubts about whether the world economy was slowing at all. That question has now been settled and what investors debate today is not whether the world economy is slowing but whether 2007 will see a full scale recession or just what we call a mid-cycle slowdown, a significant but modest reduction in growth, which has typically occurred at around this stage of previous economic cycles. 

Slide: MCS 

A MCS is very different from a recession. For the real economy, it is not marked by a sharp rise in unemployment or bankruptcies. For the financial markets it has totally opposite implications: In a recession you want to sell equities and buy government bonds. In a MCS you want to sell bonds and buy equities, especially companies with strong market positions, reliable cash generation and clear prospects for long-term growth. For property, the implications are more ambiguous – the rise in bond yields after a mid-cycle slowdown is obviously bad news, but strong growth in incomes can be quite favourable. Sometimes property has done well late in the economic cycle – eg late 1980s and late 1960s. In the last cycle, however, property lagged badly in the boom of the late 1990s and then taken off with the reduction in interest rates in the early years of this decade. You are better placed than I am to judge what will happen in the next cycle, but my hunch is that property now depends more on the continuation of low interest rates and inflation than it does on economic growth. 

So is it a MCS or a full-scale recession that now lies ahead? 

So why I am so sure that this is a MCS and not a full-scale recession? Largely because this slowdown has followed exactly the roadmap of previous economic cycles - not least the UK economic slowdown in 2004-5. It was triggered – exactly as expected – by a weakening of the US housing market, which occurred exactly 18 months after the Fed started raising interest rates in July 2004. 

Slide: US housing 

Slide: Not the end of the world

We have  now seen so many of these housing booms and busts in other countries – Britain, Australia, Ireland, Sweden, Holland – that we can predict with reasonable confidence how they tend to evolve. The clear message of history is that housing booms in the new world of globalisation and free financial markets end with a whimper, not a bang. But surely the US is different? After all the US housing boom has been described as the greatest financial bubble of all time. Well not quite. This next chart may surprise you, but actually American property inflation has been very tame in comparison with housing cycles in virtually every other major economy: 

Slide: US and European housing cycles

Each of these other housing cycles ended in a soft landing – and all the evidence suggests that the same will be true of the US. One reason for these relatively benign housing cycles is presented in the next chart. This shows the connection between house prices and trade deficits. When property markets fall, so does a nation’s trade deficit and in a big way: 

Slide: Housing and trade

To judge by this chart the US trade deficit could narrow by as much as 3% of GDP – that’s $400 billion – in the next two years. 

This means that the biggest impact of the US housing slump may not be on America but on its trading partners – especially oil and commodity producers, but also the marginal producers of consumer goods. At this point most people think of China and Japan, but they are probably wrong. The yen and the RMB and most other Asian currencies are today so cheap, especially against the euro, that the marginal producers for the American market are likely to be in Europe, not Asia – think of VW and Philips, not Toyota or Sony. Which brings me to the one area where I am less optimistic than consensus about the cyclical outlook: Europe
I think that Europe will again prove quite vulnerable to a US slowdown, as it did in 2001-03. I am not denying that there have been great structural improvements in the European economy, and this is why I think that business confidence is currently so high. But the present mood of euphoria seems to be ignoring big cyclical risks: We have not yet seen the combined impact of ECB tightening, the strong euro and the near-record tax hikes in Germany and Italy which came into effect only this January. 

I know that European businesses and policymakers are very confident today, 

Slide: IFO

But there are signs that domestic demand is weakening:

And there was an alarming precedent for the present policy mix, especially in Germany if we look at what happened ten years ago in Japan:

Slide: Remember Japan 

Slide: Remember Japan 

I’m not saying that history will repeat itself – there are some very powerful engines for growth today in central Europe and Russia (although the same was true 10 years ago of China, not to mention the US technology boom). I do think, there are reasons for caution in the next year or so. 

The fact is that Europe in the past few years has had two growth engines, the first of which is running out of steam and the second is being shut down deliberately by the German government and the ECB. The first engine is German exports, which are obviously very vulnerable to a global economic slowdown. The second, which is actually much more important, is a house-price and mortgage boom in the Mediterranean countries, starting in Spain, spreading to France and Italy. 

You can see the contrast in the following slides; 

Slide: Germany exports; France consumes

Slide: Britain consumption led

Slide: Spain has a fiesta

Reason for the difference shown in the next two slides;

Slide: Bank lending 

Now this process could still go a long way further. The financial revolution that I mentioned at the start has only just begun in Europe:  

Slide: Mortgage loans to GDP

So Europe has strong growth prospects in the long-term, but these are based not on exports but on leveraging-up of consumer balance sheets which has begun in a big way in Spain. This process will run for at least another decade, but with interest rates rising and the ECB on the warpath - determined to deflate the house prices/mortgage boom – is this process more likely to take a pause or to accelerate in 2007? 

In the great scheme of things, though, a slowdown in Europe is not that important. What really matters is that by 2008, the US will be accelerating out of its mid-cycle slowdown. Europe, which is only just moving into its slowdown, will start to recover in the second half of 2008. Meanwhile, China, Japan and Britain will be going strong. 

The result is that by late 2008 the whole world economy will probably be in a coordinated boom – firing on all cylinders. And the peak of this upswing will probably not be seen until sometime in 2010. 
Thus I believe there is literally no risk of a global recession before the end of the decade, even though we may well see a temporary slowdown in Europe. The  one serious risk that does exist is of the opposite kind. From 2009 onwards, the global economy could face a serious inflation problem. 

But given the high level of central bank credibility around the world and the short-term focus of most bond investors, inflation is unlikely to be a problem for the markets until 2009/10. 

Which brings me back to the trend and cycle – and a few final words about the property business, which you all know far more about than do I. 

While all the long-term trends remain favourable, especially for countries and cities at the confluence of these four mega-trends –globalisation, outsourcing, financial revolution and emerging markets - the cyclical environment is getting tougher. 

Even the fairly mild MCS I anticipate could prove quite damaging to cyclically-sensitive industries and assets which are now priced for perfection. On the other hand, a MCS should be very favourable to financially strong, platform businesses and service industries, which are the main long-term beneficiaries of globalisation but have been less popular with investors. 

Although many commentators still warn of the risks of a property crash – especially in residential, but also in commercial property, I believe this is very unlikely. Such a crash would only happen in one of two conditions – either a major retrenchment in economic growth, not just a slowdown but a deep recession; or a large increase in interest rates which, in turn, would only occur in response to some very powerful inflationary pressure or shock. In the next year or two I see no prospect of either – although inflation may threaten the world economy by the end of the decade. 

Having said this, property does face some much stronger headwinds than it has for most of the past decade. Interest rates may not soar but they will rise. Meanwhile prices, which were absurdly cheap in 2000, especially given the level of cap rates and gild yields, are no longer particularly attractive. Although it seems to me that many properties are now near fair value and some might argue that a great bull market like the one we’ve seen this decade will not come to an end until the asset is absurdly over-priced, with rental yields well below bond yields., This, of course, is a situation that already prevails in parts of the residential market and may indicate that trouble lies ahead as interest rates continue to ratchet up.  

In short, I think the outright boom in global property markets is likely to come to an end in 2007. And there may be significant price corrections in some markets, particularly those where income producing potential is weak. As in the equity market, I think investors will switch from highly volatile and speculative assets to the ones with stronger and more predictable income streams; indeed this may explain the recent boom in infrastructure/utilities investment. 

Beyond that, there are great structural counter-trends which will eventually come into play against the bullish trends which I have described in the world economy. The most obvious are demographics, growing income inequality and climate change. These could obviously be the subject of many more hours of lectures or entire conferences. 

Until then, let me round off with one final thought. The opportunities for investors should remain considerable. But we won’t any longer be in a bull market in which the rising tide of liquidity and global growth lifts all boats – especially the flimsiest and most unstable. To make money in the next phase of the bull market, you will have to be in the right assets, in the right markets, at the right time. And how to do that is your decision – not mine. 
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