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) Lakshman/s-Suggestion™

Mirisie

GINICICSsence off the financial mstability
[y __theSIS 1S vhat tiancial traumas, even on to

l’eb t=detillation mteractions, occur as a normal
BNllinctioning in a capitalist economy. This does

@
o

= Tfﬂot mean that a capitalist system is always
tottermg on the brink of disaster.”

==

H. P. Minsky, “The Financial Instability Hypothesis: A Restatement”
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VISIAAon When,to, Cry Wolfss

111ty and’ suiccess are not seli-sustaming states:
duce mereases i capital asset prices relative to
r? nt output prices and a rise in acceptable debts for
(l-ﬁ Aprospective income flow, investment, and profits.
—— =iifiese concurrent increases lead to a transformation
& Ower time of an initially robust financial structure into
a {ragile structure.”

H. P. Minsky, “The Financial Instability Hypothesis: A Restatement”
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Corollz y‘thLakshman’s SUggESHBN: s
NERVieRe Fairy Tialest..

Global Economics for Investors 22 February 2007

Onwards and upwards: our "goldilocks” word count
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Indeed, our regular "Goldilocks™ word count has kKept soaring to new record highs.
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poNOYVore Investment Peawe

SEARCH INSIDE!™ Are You Missing the Real

Estate Boom?: The Boom Will
: Not Bust and Why Property
REAL ESTATE Values Will Continue to Climb
Through the End of the
Decade - And How to Profit
From Them

Spring, 2005 Hardcover Edition
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PURIESSH s Subject to QUIGKEREVISIONT

‘ e What You Need to Know to
".' Profit in Real Estate Boom-

ALL In a Buyer’s and Seller’s
REAL ESTATE Market

AT Y5 WEED B0 RN T PROTF N AL ESTATE— ® Forthcoming, Spring, 2008
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DAVID LEREAH
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ROUISKEY MacrofinancialM@UESTIONS™

SN GUSsehold! Deficit Spending: are we on
gisUStiainable trajectory?
SUSHEanding Path: soft or hard landing?

; \lew Financial Architecture: efficient risk
dlstrlbutor or efficient incentive distorter?

~® Intelligent Responses: coherent or
Incomplete macro and policy frameworks?
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IS BUSENoIdsSectiorEinancialfBalance™

Household Spending & Income
Over a Decade of Deficit Spending
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BSNNOUSENOldNSeciorFinanciaiMsalance™

—

Household Sector Saving - Investment
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ARRarsistent Deficit Spendi,SectJ..
MUst Either:
SESEIREXISTiNGg asset Neldings to another SECLOoK

— H nrdewn liguid asset holdings
|| ;wdate less liguid asset holdings

: ssue AeEW. liabilities to another sector
= — Equity

— Debt

— Money.

"!‘
_a
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ARPIVING the:Debt Trap-Equation™

o Dagy 'r rap eguation inr discrete; fiorm:

J ‘-'1 =L +1'—g) D/Y - PFB/Y

Ca—

.

ture Debt/Income Ratio =
— (1 + Interest rate — income growth rate) x
—® Current Debt/Income Ratio —
¢ Primary Financial Balance/Income Ratio
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pOUSENGId" Debt Tap: 1sa@enaition™

Imputed Average Interest Rate on Outstanding Household Debt (in %)

Disposable Personal Income
5-year avg %Change Bil.$
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WOISENGId! Debt, Tirap: 214Eondition™

Household Financial Balance
billions

Monetary Interest Paid: Households and Nonprofit Institutions
Bil.$




.
POUSENOId- Debt/IncomesRatior™

US Household Debt Outstanding/Disposable Personal Income

(in %)
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e c')op%in the DeptSinap Equation e
EOLENENLS Provecative Questionse™ ™
ISRIENEEd Stuick withiserial asset bubbles?

PEIIaps a more usefulf guestion is how to
ESNE WIHER sUCEh an asset/credit boom does
Ol apSe. e current answer seems to be that,

BloUId Gne asset market, in this case the stock
smarket, collapse, then the right response is to

" SYecreate another asset price/credit boom in
= another market in this case the housing
market.”

Charles Goodhart, reply to BIS Working Paper
No. 137 by Barry Eichengreen




Biit thiS Strategy is'not easy tog:
MeNage on theswpside s

ot e out the possibility that destabilizing
,L nces ave’ building. ..
lc i eholds with high debt loads need to take account
i he tact that interest payments on their tloating rate
[ increase. .

Househohds and those that lend to them also cannot
count on large increases in house prices persisting.”

Fed Viee Chairman Donald Kohn, April 1, 2005
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Selinlianding or Hard La_lj_cggg}- o
BYamining 6 Stages, of Decoupling

ERIVEGOINS)INGI O NOUSINGT CONSERUCHON oM NOME Prices

SNOMIoLSING market from housing related finance

SREFconsumer spending from housing

—
g;_m-— _
= —
- — -
:_ﬂ-—'__

= 8 Of capital spending from the consumer

® Of corporate profits from expenditure growth

¢ Of global economy from US economic momentum
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IEaDECOUPIINg Debate: Homeprce s

2| r)r) Sreciation andlconstruction

The monthly data now show a declining trend, with the rate of
decline accelerating as 2006 ended.

% ch, S&P/Case Shiller home price composiie 10 index
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BEaIDecoupling: Building fromiomes

PIIE cPrECIAtION

Chart 2: Completions Always Converge on Housing Starts ... Nine-months Later
(thousand units)
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iEaldecoupling Debate: Building™
N0 ME Pricés

Housing Share of the US Economy:
A completed correction?

%
2

3
=S

6%

<
X

5
S

oo
()]
O
©
£
e
o
Z
Y
o
(D]
[l
(]
N -
(Vs

%
2

2%
1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005




DIy EUPIIng Debate: Hgf);jﬂg -

Elgbed financerom homerbuilding

WellsiEargorbuying more sub=primer mortgages
BYAE Seott Reckand, Times Staff Writer
_)deH ENS, 2006

AL ~J-= of' pinched profits in the mortgaae industry, Wells

Eaigor82 Co. IS Increasing its lending to risky borrowers —
WELAG that they will sign' up for additional services such as c ecking accounts and

() “credit cards

'._‘____,. Early last year, Wells Fargo was No. 7 in originating sub-prime
mortgages, according to National Mortgage News. The trade
publication calculated that Wells moved into the No. 1 slot by
tripling its investment in sub-prime mortgages to $43.7 billion
during the first half of this year, mostly by buying loans from other

lenders.
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ZENPECOLPliNg Debate: Housing: s

Blated finance fitom home building

ﬁ)

Conventional Subprime ARMs: 90 days Past Due, U.S.
SA, %

Conventional ARMs: 90 days Past Due, United States
SA, %
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Source: Mortgage Bankers Association /Haver Analytics
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;fc PECOUPIING Debate: Hous/iigs s
Eleted finance ffom home"bundmg

Home Equity Extraction, Net
SAAR, Bil.$

Home Equity Extraction, Net
4-qtr MovingAverage SAAR, Bil.$
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SEMPECOUPIINg: Consumer SpEREINGs
J':

WINIoUSsing activity. and finance

Personal Consumption Expenditures

SAAR, Bil.Chn.2000

Source: Bureau of Economic Analysis /Haver Analytics
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SEMPECOUPIINg: Consumer SpEREINGs
J':

WINIoUSsing activity. and finance

Retail Sales & Food Services

SA, Mil.$

Source: Census Bureau/Haver Analytics
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SEMPECOUPIINg: Consumer SpEREINGs

IEIINIOLISING actVity and finance

| Excl Motor

Vehicle & Parts Dealers
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SEMPECOUPIINg: Consumer SpEREINGs
IGIMNIGUSING activity: anafinance

Retail Sales: Building Materials, Garden Equipment & Supply Dealers
% Change - Year to Year SA, Mil.$

Real Private Residential Investment
% Change - Year to Year SAAR, Bil.Chn.2000$
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SiEPECOUpling: Consumer SpENAIng:

IEIINIOUSING| 2CtIVity andiinance

Retail Sales: Furniture & Home Furnishing Stores
% Change - Year to Year SA, Mil.$

Real Private Residential Investment
% Change - Year to Year SAAR, Bil.Chn.2000$
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SEMPECOUPIINg: Consumer SpEREINGs
IGIMNIGUSING activity: anafinance

Retail Sales: Electronics & Appliance Stores
% Change - Year to Year SA, Mil.$

Real Private Residential Investment
% Change - Year to Year SAAR, Bil.Chn.2000$
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SEMPECOUPIINg: Consumer SpEREINGs
J':

WINIoUSsing activity. and finance

Retail Sales YoY % Change
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SENDECOUPling: Consumer SpEnaings
liIIsoLSIng activity and finance

I=sTI STATE TAX EECEIPTS SURVEY
Sales Recelipts 3 Mo . Dowg.

Latest Click 238

| | |
I I I
05 =




. ‘s-—._
SEMPECOUPIINg: Consumer SpEREINGs
J':

rogsl elti]gle act|V|ty and finance

Monthly Mall Traffic Y oY
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SiEPECOUpling: Consumer SpENAIng:
J':

ronsletiiigle act|V|ty and finance

Rt il Sales & Food Servic s
Change - Year to Year SA, Mil.$

Employme th il Trade
% Change - Year to Year SA, Thous
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SiEPECOUpling: Consumer SpENAIng:
J':

ronsletiiigle act|V|ty and finance

Home Equity Extraction, Net
SAAR, Bil.$
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At coﬁ‘ﬁling: Capital spending

linIrconsUmerspending

Private Nonresidential Investment: Equipment & Software
% Change - Year to Year SAAR, Bil.$

Mfrs®' Shipments: Nondefense Capital Goods ex Aircraft
12-month Change-ann SA, Mil.$
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SEpECoUpling: Capital spendiing
ORI CONSUMErspending

Here's why caﬁéx—gro_w_th has sunk in the past six months: CEOs don't seam
o look much further than their front doors when making decisions to invest. The
Current Economic Conditions component of the Conference Board CEO
confidence has the baest correlation with capex spending with a two quarter lag

(see chart below). There was some improvemeant in the index in 10, so this might
e t=lling us that business fixed Nnvestmeaent may start to Improve this summer.

Chart 1:

CEO Bus Conf: Current Economic Cond_in Own Ind vs & Months Ago
—ily Z2-gir Moving&Awverage 0+=Positive

Real Private Monresidential Investment: EcH.Jf yment & Software [+2]
% Change - Year to Year SAAR. BIl.Chn. 200035

F5_0= = 30.

GT .5 —
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Sources: CTHFEOARD, BEA /Haver
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4t Coﬁ‘ﬁling: Capital spending:

linIrconsUmerspending

Nonfinancial Net Equity Issuances as a Share of Market Capitalization

M
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apEceUpling: Capital spendlng —

IOIICONSUMET spendlng

Retail Sa I & Food Services
6-month %C ng ann SA, Mil.$

IP: Manufactu g(SIC)




-&. " »
dulivecolpling: Capital spep_,_clmg p—

IGRICONSUMERSPERdInG

Civilian Unemployment Rate: 16 yr +
SA, %

Capacity Utilization: Manufacturing [SIC]
SA, Percent of Capacity
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SHblDECOUpling: Profits from,.
SXPENCItUre grown

Ratio: Corp Dom Profits After Tax w/IVA / Net Value Added of Corp Bus
1-qtr MovingAverage SA

Ratio of Implicit Price Deflator to Nonfarm Business Unit Labor Cost
4-qtr MovingTotal SA
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Sources: BEA/H, BLS/BEAH /Haver
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SEDECOUPIING: Profits firom.
Syenditure growth -

Five year average annual % change in US labor productivity and business investment

4.0 4 % o 11.0

Buziness fixed invesiment, S-year lead

Labor productvity
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Sourze: Thomsen Financ s Catasream
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T 'r glecki Macror Profit R‘eglalaen &

irje ‘“ ofit SharérSurnge

~d

W+T+M—I+C+G+X
RE=SNE(C-W) + (G-T) + (X-M)
"W+CI‘

R=1+Cr—Sw-FB+TB
R/Y = (I + Cr— Sw — FB + TB)/Y
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Applying the Keynes/Kaleckij -
REIFLION to therRecent Expansion

Contributions to the Corporate Profit Share Surge
2001 Q4 - 2006 Q2

1)y ST

Change in GDP Share

After Tax Quality Adjusted Nonresidential Investment Fiscal Balance Trade Balance Implied HH Deficit
Corp Profits & Inventory Change Spending Contribution
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staDECOUPling: Global growtiNiems
USECONOmMIC momentum;:

Imports, Customs Value: Goods
% Change - Year to Year SA, Mil.$

Retail Sales & Food Services
% C - ar to SA, Mil.$
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Sources: Census Bureau, Census Bureau/Haver Analytics




svecoupling: Global g_ro_v_y_,t,h e

USsfeconomic mementum

The US Current Account Deficit Primaril
the US Household Financial Balan
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WVENVadeeEonomics,like Fairyliales,
IVEStMERt Posn;, and P@ﬁa@m’aT —
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NEWSEnancialjArenitecture™

SRVBYIig away from!a commercial bank centered
firlz C|aI system

y r 0)! ard IAvestment bank and institutional
estor centered financing

jf’f-Rapld Inmovation of financial instruments
~ » Aimed at redistributing/reconfiguring risk
® Heavy reliance on quantitative techniques
® Hy's portfolio manager capitalism - on steroids
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J\Jev\ Nancial Archltecture Do y,la‘@n___...

fle ll’ M vVersion™
J PJa\/e'
IRvEstment banks (Goldman Sachs)

— H~ ISioRiund managers (GSAM)
edge tndsi (GS Global Alpha, Amaranth)

—

2 ;.-:ames and instruments:

e lleveraged buyouts/private equity
— Derivatives
— [nterest rate swaps

— Credit default swaps




T
sonlipLon of the Private Credit A qllgo,ca*tﬂ‘on'
J\/Je(“r 1I5Mm?. o

RS0 01 all mertgagerorginations by unregulated
PIeKESTWHOIare VolUmE/fee maximizers

=el hibization of mortgage loans reduces bank incentives
WONEXECULE gatekeeper role in determining
cre mNorthmess (not on my balance sheet)

BRDIVersified nature of securitized debt packages (MBS,
.-.-":' ’“‘-‘GDO) ieduces incentive of institutional investor to
= analyze creditworthiness of any one loan

~ 8" Proliferation of credit default swaps allows further
distribution of default risk away from credit originators

¢ Jn such a world, no down payment, “stated” income or
low’ decumentation, option ARMs can proliferate




e
r\n =Xample of Banks Acting y.eium_g,,

or e income Meximizers,

VAN Ie underwriting survey shows' this year should
pivenpause. [Loan standards have now eased for three
G om _; cutlve yeans. The reasons most frequently

Mare competition, often from non-bank
stors, and optimistic — perhaps too optimistic

_'expectatlons . With fewer home buyers in the
market competition among lenders appears to be
1ntens1fy1ng .that competition has extended to
weaker underwriting standards.”

-"
—

= 5'“-"'
'_h

e
—
’

Comptroller of the Currency, John Dugan, October 17t 2006 speech
to American Bankers Association
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HeRsiers Gone Wild: IMF warasiont s
tEReUality, of creditanalysistinrtie NFA

pORECredit-analysis, may itself present a concern. ..

NEOTEsOmeE mezzanme structured credit products, zero recovery.
Eates arc much more likely than on similarly rated corporate
B bonds; yet the resulting default probabilities and expected
& |osses are mapped into traditional corporate bond rating, which

ane based on recovery rates that tend to be in the 40-60%
range.”’

April 2006 Globall Financial Stability Report, IMF, ch. 2, "The Influence of
Credit Derivatives and Structured Credit Markets on Financial Stability”
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Hhanciers Gone Wild: The over o
EIENCE on guantitative MELtnods

izl proplemiwehave described s that therMIBS market
upon therstatistical predictability off mortgage
gnce, e CIDO builds upon that foundation te provide
nal liquidity. As the performance of mortgages shitts
to fundamental changes in origination and servicing
ctlces, mvestors may be surprised to find the mortgage
SClaim they purchased is based on a pool of loans with very
dlfferent statistical properties than previously experienced
or expected. .. Hence the degree of leverage inherent in CDO
wmding, along with the potential for high volatility in that
fnding, mtroduces the potential for public policy 1ssues.”

"!‘
—

I —
-
—

Mason: & Rosner
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Hhanciers Gone Wild: The over o
EIENCE on guantitative MELtnods

fleie

i i *today ane implicitlyssellimng various kmds of- detault
SITANCCH0 ZO0SC U returns, what happens iff catastrophe
_! )i may: well be that the Managers of these firms have
ficdlout the correlations between various instruments they
il ?‘ and believed they hedged. Yet...the lessons of the
immet ot 1998 following the default on Russian government

‘_‘_- = d_ebt 1S that correlations that are zero or negative in normal

E).f

m—"

= {imes can turn overnight to one...A hedged position can
become unhedged at the worst times...”

IME Director of Research, Raghuram Rajan
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Sigeneiers Gone Wild: The skewinge
giaineentives, tailfrisk, and herding

4 'o Sl marize, overall meentives! to take risk have
62 sed. In add1t1on however, incentives to take tail
saswell as incentives to herd and move prices

PWway, (tom fundamentals, have increased...The two
@ tortlons arve, however, a volatile combination. If
== Jicrd behavior moves asset prices away from
~{indamentals, the likelihood of large realignments
—precisely the kind that trigger tail losses —
Increases.”

IMF Director of Research, Raghuram Rajan
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Einenciers Gone Wild: The skewing.

sincentives, tailkrisk, and herding

Correlation across hedge fund strategies
0.7

0.6+ Excluding shorts
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Sigenciers Gone Wild: The skewingks

sincentives, tailrisk, and herding

A-Year Correlations of Selected Asset Classes to

the S&P 500
~ Year Correlations 2/28/2000  2/28/2006
B T-Bils 4% -58%
e=——= |ong-term Treasuries 7% -54%
Goldman Sachs Commodity Index -14% 13%
Russell 2000 62% 94%
MSCl EAFES 3% 95%
Hedge Funds 35% 5%

Source; Memill Lynch U.S. Strakeqgy



REnGiers Gone Wild: The desperate -
HieiElers Gone Wild: e ed%er O

BERlGh for Lncorrelated asset classes

“Tut _r)_lc Sidancers, magicians and transvestites all add
u _p LONONC; thing for Jean-Phillippe Cartier: a sound
[AVE Shment. . family controlled cabarets such as the
[ 4o ‘and Moulin Rouge fell on hard times... Now

- pEbyelle equity mvestors are snapping up clubs,

-—w

e -a—smartenmg up interiors and sending their h1gh-

,‘_

- Kicking , bare breasted dancers overseas as the latest
-~ French export.”

“Paris Dancers Pack G-Strings as Investors Send Cabarets Abroad”,
Bloomberg, April 2, 2007 story by Alan Katz




o
rmrlr arsi Gone Wild: An Inv_egment

SEIREFSTPlea TOFHEID

gihiesnarkets are really, really red hot. .. The things we
e e eing being done, both on the investment grade
Sand the non-investment grade side, are I would

2]
@9

.' -
- 53 borderhne stupid. .. There 1s just too much capital
1ng aiter too little by way of deals.”

Goeldman Sachs Chief Underwriting Officer for Europe and Asia,
Eugene Leouzon, quote in a Reuters Nov. 16, 2006 story
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ghenciers Gone Wild: A Private Equitysss

HERCIEr’S PlearforiHelp

EINICmont ot [everage available 1s just so

SueIE; Very scary, but very strong. Leverage is

G

-

avanable in record amounts. .. We’re all going
Sioisiruggle for returns.”

— i
.li;- -
e —

—

— T — &
-

Warren Hellman, chairman of private equity firm
iHellman & Friedman, quoted in S.F Business Times,

November 16, 2006
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WElRSHiEEt's Balance Sheet is Behindiuie
NEaity/iceveragerstige;, Not therFed’s

Broker/Dealer Financial Assets Relative to Federal Reserve Assets Held




Sentral Bankers may relyitoo much onja
moral hazard ridden, asset prieess™

—

NiliEIISSIon mechanism

BSPIME ODSERVErRS Worry the recent Federal
RESERVE policy, by keeping short term rates at
VERAIoW Ieve?; for an extended period, has
Sieeliraded investors to reach for yield” — that is,

SuersnIfit their portfolios toward riskier and' longer

= ielim...Indeed, behaviors of this sort transmit

= L
——

»

— — accommodative monetary policy through

- financial markets to accomplish its intended
effiect of stimulating demand.”

Fed Vice Chairman Don Kohn in "Monetary Policy
and Imbalances”, April 1, 2004

61




- .
IS immary: Entering asMinskyaMorment

IEMBLSINGIbUSE IS TIKElY torreverse HHIdeficit spending

Piohtmargins will be squeezed as a result, leading to
Eyolisiand fiurther income: growth erosion

SERVicing existing| private debt loads gets harder

oA "aelayed “creditor revulsion” may induce a credit
EGriinch episode, further restricting hh deficit spending

"Given the housing stock overbuild and low corporate

— reinvestment rates, Fed easing may be less effective
should a recession unfold

e Repuilding the public capital stock, encouraging
domestic demand led growth abroad are principal exit
strategies, but not yet on the agenda
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PENKE)Y RISK: a rapid reversion ofia.

sesouseholdfinancial balance

The US housing market and the over-extended consumer
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Pbjective: Manage the housEoIdSSs

iRanciali rebalgneing

US Financial Balances by Sector
Net Deficit Spenders Must Balance Net Savers ex Post
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SNSERCIBINARGYation) alonafWith repeated moral
'na- Z2)] d mterventlons appears to have corrupted
Je Brivatie sector credit allocation mechanism

3 nstef financial instability are beginning to
ipplerout from the subprime mortgage market
S Pnd more esoteric mortgage derivative products
~— —this is unlikely to be contained

& After this Minsky moment blooms, can financiers
(and policymakers) construct another asset
bubble to revive economic growth?

¢ Not obvious how to realign incentives in the NFA
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