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THUS SPAKE MR. GREENSPAN

The Clash Of The Titans. One of the most memorable news photos taken during the
Tianenman Square uprising in China during June 1989 showed a lone unarmed civilian
standing in the middle of a street blocking the path of a column of menacing tanks. I don’t
recall if the press ever reported the outcome of the confrontation between the brave
Chinese fellow and the tanks, but I presume that the tanks reached their destination and
that the brave man survived the standoff.
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On December 5, 1996, Fed Chairman Alan Greenspan placed himself in the path of the
world’s parade of supercharged stock markets, which have been fiercely rumbling into
new, record territory. In the current clash between Mr. Greenspan and the global bull
stock markets, if the Fed Chairman holds his ground, the advance of stock prices could be
halted for the next three-to-six months. He is armed: If stock prices continue to soar, he
might raise interest rates.

Nothing To Fear But Greed Itself–And The Fed. On December 5, Mr. Greenspan for
the first time publicly suggested that he is concerned that stock prices are rising too
rapidly. He is clearly worrying about a possible speculative bubble. He doesn’t want to
repeat the mistake made by the Japanese central bank during the late 1980s, when easy
money stimulated rampant stock market speculation, which led to a big crash and
depression during the first half of the 1990s (Exhibit 1 on page 3).

The S&P 500 index is up 60% over the past 24 months through November, the best
performance since September 1987. The Dow is up a blistering 67% over this period, also
the best since September 1987 (Exhibit 2). The 24-month comparison for the Nikkei stock
price index was 68% during December 1989, when the Nikkei hit an all-time level high of
38,915 (Exhibit 3).

Mr. Greenspan is jawboning. His remarks were obviously intended as a warning to
speculators. If they just don’t get it, he might tighten credit conditions; that is the implicit
message in his remarks.

I anticipated this scenario following the bullish results of the November 5 elections.
Almost a month ago, in the Weekly Economic Analysis dated November 11, and titled
“Nothing To Fear But Greed Itself,” I wrote:

There is nothing to worry about anymore. That has me worried. I’m worried that
the Dow will achieve my forecast of 7000 by the end of March rather than by the
end of 1997. I still expect that slower growth and low inflation will cause the Fed
to lower interest rates early next year. However, the monetary authorities might
have to raise rates instead for a short while to break the back of a speculative
mania in the stock market, if one develops.

In the November 25 issue of WEA, I started to kiss goodbye my forecast of a Fed easing
during the first quarter of 1997.

Don’t Play Chicken With The Fed. I now think that if stock prices remain in the 6000
to 6500 range over the next few months, the Fed won’t ease even if economic activity
turns weaker. If the Dow continues to rumble toward 7000 over the next few months, the
Fed will most likely tighten. In this scenario, I would suggest you sell some stocks on the
way up as the market plays chicken with the Fed because the Fed undoubtedly will win. A
fast move up to 7000 could set the stage for a fast move back down to 6000.
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#1 Fed doesn’t want a repeat of Japanese stock mania and crash to happen in US.

NIKKEI

JAPANESE DISCOUNT RATE

Very Bullish In The Long Run. None of this changes my target of 10,000 by 2000. On
the contrary, I believe that Mr. Greenspan’s threatened or actual intervention to discipline
the stock market is very bullish for my long-term story. The worst scenario would be a
stock market bubble that bursts and causes a recession, which might unleash a wave of
deflation. (See my Topical Study #32, “The Undefeated Forces Of Deflation,” October
28, 1996.)

“Irrational Exuberance.”  On December 5, at the annual dinner of the American
Enterprise Institute in his honor, Mr. Greenspan delivered the speech that rocked global
stock markets.  It was titled “The Challenge of Central Banking in a Democratic Society.”
The copy of the speech I obtained from the Fed is 18 pages double spaced. On page 14 is
the paragraph that caused stock markets around the world to plunge that evening and the
next day:

Clearly, sustained low inflation implies less uncertainty about the future, and
lower risk premiums imply higher prices of stocks and other earning assets. We
can see that in the inverse relationship exhibited by price/earnings ratios and the
rate of inflation in the past. But how do we know when irrational exuberance has
unduly escalated asset values, which then become subject to unexpected and
prolonged contractions as they have in Japan over the past decade? And how do
we factor that assessment into monetary policy? We as central bankers need not be
concerned if a collapsing financial asset bubble does not threaten to impair the real
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economy, its production, jobs, and price stability. Indeed, the sharp stock market
break of 1987 had few negative consequences for the economy. But we should not
underestimate or become complacent about the complexity of the interactions of
asset markets and the economy. Thus, evaluating shifts in balance sheets
generally, and asset prices particularly, must be an integral part of the
development of monetary policy.

In other words, the performance of the stock market will have an important influence on
Fed policy over the coming months. It wasn’t long ago, in early 1994, when the monetary
officials raised interest rates because of concerns at the Fed about excessive speculation in
the markets for bonds and financial derivatives. Hopefully, Mr. Greenspan’s warning will
be sufficient to limit the “irrational exuberance” of stock investors.

ANY EVIDENCE OF GLOBAL BOOM?

Not In Commodity Prices.  The biggest immediate risk to the global stock market boom
is that it will turn into a speculative mania and force the Federal Reserve and other central
bankers to raise interest rates even if global economic activity remains weak. Another risk
is that the stock market boom, along with low interest rates, triggers a global economic
boom that pushes interest rates back up, which would be bearish for stocks.

I have no way to judge whether the stock market rally is about to turn into a mania. I
suspect that it might, especially given the devil-may-care response of US stock prices to
Mr. Greenspan’s recent warning, as detailed above. What I do know is that the global
economy is growing, but at a very lackluster pace. One of the best ways to gauge this is by
monitoring the CRB index of 13 raw industrial commodity spot prices. They are highly
sensitive to and correlated with the growth of industrial production in the seven major
(G7) industrial economies (Exhibits 4 and 5). This index is currently unchanged from a
year ago, which in the past has been associated with virtually no growth in G7 output on a
year-over-year basis.

US Picture Still Bright. The latest batch of economic indicators suggest that the US
economy is still growing at a moderate rate.  November’s Consumer Sentiment Index was
the highest since June 1986. In the past, this index correlated quite closely with the three-
month change in payroll employment, which has been in fact quite weak through
November (Exhibit 6).  Apparently, rising real wages and soaring stock prices are more
than enough to keep consumers happy.

Maybe so, but there doesn’t seem to be much upside potential left for consumer spending
on motor vehicles.  Light truck sales did rise to record levels in October and November,
with the help of incentives.  However, this category simply gained market share from cars
(Exhibit 7). I don’t expect that the level of motor vehicle sales can rise much, if at all,
from here.
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Still, overall production seems to be expanding.  The production index compiled by the
National Association of Purchasing Management rose from 56.6 in October to 58.6 in
November, the highest reading since January 1995 (Exhibit 8). Some of this strength is
attributable to the high-tech sector, which is clearly booming. Indeed, during October,
orders for electronic and other electrical durable goods soared an astonishing 17.3%. This
category has been the fastest growing one in the durable goods orders series (Exhibit 9).

Germany’s Home Market Remains Depressed. Germany’s real GDP rose at an
annualized 3.2% rate during the third quarter, down from the second quarter’s 6.0% rate.
The economy is clearly recovering.  However, growth is mostly coming from foreign
orders and exports. Domestic demand has been relatively flat. Over the past eight quarters,
real GDP is up 4.0% and 1.7% with and without exports, respectively (Exhibits 10 and
11). The strength in exports has boosted output of capital goods.  But consumer goods
production has been virtually flat since 1993 at a level roughly 5% below 1991 output
(Exhibits 12 and 13).

Japan’s Recovery Is Fragile. In Japan real GDP was up only 0.4% during the third
quarter, and this is at an annual rate.  There is concern that the increase in the
consumption tax to 5% in April and the end of the two-year old special income-tax rebates
might kill what little recovery there is during the first half of next year. Consumer spending
was flat during the third quarter and overwhelmed some strength in capital spending
(Exhibits 14 and 15).
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CRB RAW INDUSTRIALS SPOT PRICE INDEX
(1967=100)

* Weekly Tuesday data. Includes copper scrap, lead scrap, steel, tin, zinc, burlap, cotton, print 
  cloth, wool tops, hides, rosin, rubber, tallow.
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boom in industrial 
commodity prices.

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
-30

-20

-10

0

10

20

30

40

50

60

-6

-4

-2

0

2

4

6

8

10

12

Aug

12/3

G7 PRODUCTION & CRB
(yearly percent change)

G7 Industrial Production*

CRB Raw Industrials
Spot Price Index

* Includes United States, Japan, Germany, United Kingdom, Canada, France and Italy.

#5#5

- Commodity Prices -

Deutsche Morgan Grenfell Weekly Economic Analysis / December 9, 1996 / Page 7



1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
-1.5

-1.0

-.5

.0

.5

1.0

1.5

2.0

50

55

60

65

70

75

80

85

90

95

100

105

Nov

Nov

JOBS & SENTIMENT

Consumer Sentiment Index*

Payroll Employment
(three-month change, millions, sa)

  Source: Survey Research Center, University of Michigan.

#6

Puzzling divergence 
between consumer 
sentiment and 
payroll job gains.

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
1.0
1.5
2.0
2.5
3.0
3.5
4.0
4.5
5.0
5.5
6.0
6.5
7.0
7.5
8.0
8.5
9.0
9.5
10.0
10.5
11.0
11.5
12.0
12.5
13.0

1.0
1.5
2.0
2.5
3.0
3.5
4.0
4.5
5.0
5.5
6.0
6.5
7.0
7.5
8.0
8.5
9.0
9.5

10.0
10.5
11.0
11.5
12.0
12.5
13.0

Nov

MOTOR VEHICLE SALES: DOMESTIC MODELS
(million units, saar)

Cars

Light Trucks

#7

Light truck sales 
could soon surpass 
car sales.

- US Indicators -

Page 8 / December 9, 1996 / Deutsche Morgan Grenfell Weekly Economic Analysis 



1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
25

30

35

40

45

50

55

60

65

70

75

80

85

25

30

35

40

45

50

55

60

65

70

75

80

85

Nov

NAPM PRODUCTION INDEX

Source: National Association of Purchasing Management.

#8

NAPM production 
index suggests solid 
industrial activity.

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
700

800

900

1000

1100

1200

1300

1400

1500

1600

1700

1800

1900

2000

2100

2200

700

800

900

1000

1100

1200

1300

1400

1500

1600

1700

1800

1900

2000

2100

2200

Oct

Oct

DURABLE GOODS ORDERS
(billions of dollars, saar)

Total

Ex electronic & other electrical equipment

#9

Much of recent 
strength in durable 
goods orders 
coming from 
high-tech sector.

- US Indicators -

Deutsche Morgan Grenfell Weekly Economic Analysis / December 9, 1996 / Page 9



1991 1992 1993 1994 1995 1996 1997
85

90

95

100

105

110

115

120

85

90

95

100

105

110

115

120

Oct

Oct

GERMANY: MANUFACTURING ORDERS INDEX
(1991=100, 2-month m.a.)

Domestic Orders

Foreign Orders

#10

German recovery is 
weak, especially 
excluding foreign 
orders and exports.

700

720

740

760

780

700

720

740

760

780

Q3

1991 1992 1993 1994 1995 1996 1997
520

530

540

550

560

570

520

530

540

550

560

570

Q3

GERMANY: REAL GDP
(billions of 1991 deutsche marks, sa)

Ex Exports
of Goods & Services

#11#11

- Germany Indicators -

Page 10 / December 9, 1996 / Deutsche Morgan Grenfell Weekly Economic Analysis 



1991 1992 1993 1994 1995 1996 1997
91

93

95

97

99

101

103

105

91

93

95

97

99

101

103

105

Oct

GERMANY: INDUSTRIAL PRODUCTION
(1991=100)

Total

#12

Germany’s recovery 
is lackluster.

1991 1992 1993 1994 1995 1996 1997
80

85

90

95

100

105

110

80

85

90

95

100

105

110

Oct

GERMANY: INDUSTRIAL PRODUCTION
(1991=100)

Capital Goods

Consumer Goods

#13#13

- Germany Indicators -

Deutsche Morgan Grenfell Weekly Economic Analysis / December 9, 1996 / Page 11



1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
1100

1200

1300

1400

1500

1600

1700

1800

1900

2000

1100

1200

1300

1400

1500

1600

1700

1800

1900

2000

Q3

JAPAN: REAL GDP
(trillions of 1990 yen, saar)

Total

#14

Japan’s recovery is 
weak despite lots of 
fiscal stimulus and 
robust capital 
spending.

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
80

100

120

140

160

180

200

220

240

260

280

300

320

340

360

380

400

80

100

120

140

160

180

200

220

240

260

280

300

320

340

360

380

400

Q3

Q3

JAPAN: REAL GDP
(trillions of 1990 yen, saar)

Government Spending:
Fixed Capital*

Capital Spending

* Includes spending on public works projects.

#15#15

- Japan Indicators -

Page 12 / December 9, 1996 / Deutsche Morgan Grenfell Weekly Economic Analysis 



Copyright (C) Deutsche Morgan Grenfell Inc. 1996. All rights reserved. The
information contained herein has been obtained from sources believed
to be reliable, but is not necessarily complete and its accuracy cannot be
guaranteed. Any opinions expressed are subject to change without notice.
Deutsche Morgan Grenfell Inc. and its affiliated companies and/or individuals
may, from time to time, own, have positions in, or options on the securities
discussed herein and may also perform financial advisory services, and/or
have lending or other credit relationships with those companies. This material
has been approved for distribution in the United Kingdom, to professional
investors who fall within the exemptions contained within the UK Financial
Services Act 1986 - Investment Advertisement Exemptions Order 1988, by
Deutsche Bank AG London, 6 Bishopsgate, London EC2P 2AT. Member of
the LSE and regulated by SFA, Tel: (171) 545-4900, Fax: (171) 545-4988.
Orders placed by UK persons directly with Deutsche Morgan Grenfell Inc. will
not be governed by all investor protection provisions of the UK Financial
Services Act 1986.    Additional Information Available on Request.


