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Stevens is from Mars, Bernanke is from Venus?

Chart of the Month: Who's Having a Housing Bubble then?
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A SMH article claimed that 17 out of 19 economists surveyed expected the RBA to increase
rates in response to the January CPI figure ("Dollar inches towards US90 cents on rates expectation":
http://business.smh.com.au/dollar-inches-towards-us90-cents-on-rates-expectation/20080201-1pg
2.html).

In that case, count me as number 18 of 20. But unlike the other 17, I believe that a rate rise now
would be a mistake. The real danger to the Australian economy is not a mild resurgence in inflation, but
financial fragility, caused by excessive debt--the phenomenon that is leading the US's Federal Reserve
to move rates aggressively in precisely the opposite direction.

In fact, the disconnect between Australian and American interest rate policies is once again so
extreme, that it seems the two Central Banks reside on different planets. Australia's "Rambo" RBA is
still waging the war against inflation, while the "Sensitive New Age" Federal Reserve is clearly trying to
soothe the troubled financial markets. In mid-2006, Reserve rates had converged to differ by a mere
0.5%; now, they are 3.75% apart after the Fed's dramatic January pre-meeting rate cut of 0.75%, and
subsequent meeting cut of another 0.5%. Australia's reserve rates are now 2.25 times those of the
USA's.

In 2002-06, when there was last such a policy disconnect, the difference was justified by clearly
divergent economic conditions. The USA was severely affected by the bursting of the Internet Bubble,
while Australia had escaped relatively unscathed. Then, the USA's rate of growth fell to a barely positive
0.2%, while Australia's real rate of economic growth slowed, but remained above 1.5% p.a.

This time, a similar gap has opened up after the bursting of yet another bubble--the so-called
Subprime Lending Crisis. To date, our RBA seems to have taken a punt that history will repeat itself,
and the negative effects of this bubble's collapse will also be confined to the USA.

But what if the wrong history repeats: what if, rather than replicating the 2000 experience, we
replicate the 1990s?

"The market can remain irrational longer
than you can remain solvent" (Keynes)
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Note to Subscribers: I have been on study leave in Europe for the last month, and get back to
Sydney late on Monday February 4th. I will be available for comment from the morning of Tuesday
February 5th.
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Figure Three
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Then, both countries experienced a stock market bubble and crash, followed in short order by
a commercial property market bubble and crash.The Australian government increased interest rates far
more aggressively that the US government, in an attempt to rein in both inflation and the rampant
property market.

It was excessively successful: not only was inflation driven out of the system, but growth
collapsed as well. Australia's rate of economic growth tumbled from more than 2 percent above the
USA to over 3 percent below it. The 1990s recession in Australia lasted longer than in the USA, and
drove unemployment higher. The Australian government was forced to rapidly change tack on interest
rates, dropping them from 18 percent to under 5 percent over the next 3 years.

Which way should rates go?

Today, the US Fed clearly believes that rates have to fall substantially to avert a serious
financial crisis and a possible recession, whereas the RBA believes rates have to rise to control
inflation. Both Central Banks can't be right, unless the fundamentals in the two economies are
fundamentally different. So just how different are they?

Economic Growth

The difference in rates of economic growth are exaggerated by the US practice of multiplying
the current quarter's rate of growth by four to estimate the annual rate of growth; Australia, on the other
hand, uses the rolling sum of the last 4 quarters to estimate the annual rate of growth. When the less
volatile Australian standard is applied to both economies, Australia's economy still appears to be
growing more rapidly than the USA, but the current gap is just one percent.
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Figure Four
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Inflation

The rates of inflation are almost identical today, and well below the mean for the last two
decades, when generally Australian inflation was two percent higher than the USA's. Today, as
measured by the CPI, our inflation rate is the same as America's.

So rates of economic growth are similar, and rates of inflation are almost identical. How
different then are asset markets?

Figure Six

www.debtdeflation.com/blogs Page 5 www.debunkingeconomics.com



Steve Keen's DebtWatch February 2008

1985 1990 1995 2000 2005 2010
3-
2-
1-
0
1
2
3
4
5
6
7
8
9

10
USA
Australia

Inflation

Figure Seven
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Asset Markets

Since the Subprime Crisis broke, the Federal Reserve has clearly been concerned that the
collapse in US house prices will drive its economy into recession--and the precipitous fall in the US
stock market since the beginning of 2008 has only added to the worries that a serious "credit crunch"
is taking place. It is ignoring signs of a resurgence in inflation--driven by rising global energy
prices--and driving interest rates down aggressively.

The Australian RBA, on the other hand, has been outwardly confident that there is no local
parallel to the Subprime Crisis, and more worried that a fast growing economy is inducing rising
inflation. They seem to believe that Australian asset markets--both stocks and housing--are not as
fragile as their US counterparts. They therefore regard the pain that higher interest rates might
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