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Five key arguments about capitalism and government, being made in this course

Capitalism The ongoing
has radically changes driven
transformed by capitalism

human life can be very

for the painful and
better, detrimental to
over the last . those who get

300 years hurt, but are

nonetheless
absolutely
nhecessary

Capitalism You do have Capitalism
IS Inherently to be careful Is far more
unstable, about the rules = productive,
and prone you make, and far
to recurrent, but capitalism more stable,
Inevitable requires many because we've
crisis and different kinds learned to
collapse of regulation —  stabilize and
laissez-faire improve it,
doesn’t work through
at all government
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Banks — lending institutions — facilitate a large part of the
investment and growth within every market-capitalist economy

Banks are an essential foundation of capitalism

Banks are inherently, inescapably unstable businesses,
inherently unstable institutions

For this reason, as well as for several other reasons,
capitalist economies, by their very nature,
at their foundation, are unstable




By its nature, capitalism is subject to
recurrent, inevitable crisis —
sudden, unpredictable spasms of collapse,
contraction, and economic destruction

Capitalism is bipolar —
always alternating inevitably
between boom and bust
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Why do the two sides of this graph
look so different?

There are three specific ways

that government has been
making the US economy
much more stable, and with a
higher sustained growth rate,
since about 1940

1.

Stabilization of the banking sector through
government-backed deposit insurance, and the
2 . Federal Reserve acting as lender of last resort

3.

2001 201




Five key arguments about capitalism and government, being made in this course

Capitalism The ongoing
has radically changes driven
transformed by capitalism

human life can be very

for the painful and
better, detrimental to
over the last = those who get

300 years hurt, but are

nonetheless
absolutely
necessary

Capitalism

is inherently

unstable,
and prone
to recurrent,
inevitable
crisis and
collapse

You do have Capitalism
to be careful has become
about the rules far more
you make, stable,
but capitalism and far more
requires many  productive,
different kinds because

we’'ve learned
to stabilize and
improve it,
through
government

of regulation —

laissez-faire
doesn’t work
at all



Banks — lending institutions — facilitate a large part of the
investment and growth within every market-capitalist economy

Banks are an essentlal foundation of capitalism

I‘other reasons’

capitalist economies, by their very nature,
at their foundation, are unstable




» Capitalism requires banks,

credit and lending to enable
investment and growth

—Banks are inherently unstable,
Why are market- and a direct source of

capitalist economies economic instability
inherenﬂy unstable? —Credit, debt and leverage
also create risk and potential

instability for every borrower,
whether individual
or corporate




BANKING
and
LEVERAGE

Capitalism’s Accumulating Instability
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Stock Prices, Earnings, Dividends, and Recessions 1871-2012
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Stock Prices, Earnings, Dividends, and Recessions 1871-2012
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» Capitalism requires banks,

credit and lending to enable
investment and growth

—Banks are inherently unstable,
Why are market' and a direct source of economic

capitalist economies instability

: —Credit, debt and leverage
9 '
lnherenﬂy unstable? also create risk and potential

instability for every borrower,
whether individual
or corporate




Why are market-
capitalist economies
inherently unstable?

* Specialization among individuals,
companies and nations, to promote
efficiency in wealth creation,
is fundamental to the workings
of capitalism
Capitalism is therefore inherently
about constantly-increasing

technology, trade, specialization
and interdependency

— Complex and ever-growing webs
of trade and interdependency are
inevitable features of capitalism,
but are themselves the links by which
shocks and instability are transmitted
through the economy



Capitalism’s Accumulating Instability
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The growing interconnectedness of the US economy during the 19" Century

g Ny

S

» Dramatically increasing » Dramatically increasing
interconnectedness economic interdependency
In transportation and - Conspicuous and growing
communication synchronization of economic

- Dramatically increasing trends across the country —
industrialization booms and busts now

happen much more in

» Dramatically increasing intercity lockstep everywhere

and interregional trade,

+ As they become more and more
and flows of money

synchronized in occurrence
across the country, booms
and busts also become
increasingly amplified

S \g Ve
4 o o° ® “\

 Dramatic increases
In productivity, and
overall prosperity



As capltallsm develops and the economy
becomes more and more mterconnected

’ and people and companles become
more and more spec:allzed and mterdependent

all k|nds of growth and development
and progress and mcreasmg affluence
become possible '



As capltallsm develops and the economy
becomes more and more mterconnected

and people and compames become
more and more spec:allzed and mterdependent

Butalso ...



As capltallsm develops and the economy
becomes more and more mterconnected

and.people and compames become
more and more spec:ahzed and mterdependent

capitalism ineVitably (-'"produ'ces
panics and collapses of more and more
w:despread lmpact and se verlt 14



As capltallsm develops and the economy
becomes more and more mterconnected

, and people and compames become
'more and more spec:ahzed and mterdependent

all kinds of growth capitalism inevitably
and development produces panics and
and progress and collapses of more

and more widespread

Increasing affluence 4 i
impact and severity

become possible




Capitalism’s Accumulating Instability
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Why are market-
capitalist economies
inherently unstable?

» Capitalism inherently requires that
people constantly try to figure
out what other people will do —
1.€., to be continuously engaged
in expectations exercises

— Expectations exercises are
absolutely pervasive, and drive almost
all investment, but also contribute
enormously to instability

— Expectations exercises range
from the individual, to the highest
aggregate levels: the overall mood
of an economy alternates between being
predominantly confident/optimistic and
being predominantly worried/pessimistic

—Asset price bubbles are one of
the most conspicuous and destructive
manifestations of expectations exercises



Why are market-
capitalist economies
inherently unstable?

» Capitalism requires banks, credit and
lending to enable investment and growth

* Specialization among individuals,
companies and nations is fundamental
to the working of capitalism. But complex
and ever-growing webs of trade and
interdependency are the links by which
shocks and instability are transmitted

« Capitalism inherently requires that people
constantly try to figure out what other
people will do —1.e., to be continuously
engaged 1n expectations exercises




These essential elements:

Banks, Credit and Lending » Capitalism requires banks, credit and
lending to enable investment and growth

Specialization, Trade

and Interdependency
: ; * Specialization among individuals,
Expectations Exercises companies and nations is fundamental

that italist , to the working of capitalism. But complex
b e S G B W and ever-growing webs of trade and

everywhere, at all times, interdependency are the links by which
always natu ra||y alternate shocks and instability are transmitted

between boom and bust

- Capitalism inherently requires that people
Capitalist economies are constantly try to figure out what other

{e Bichiad 1 d people will do —1.e., to be continuously
0o eyer PUCEESE QW engaged 1n expectations exercises
sustained, stable growth




Expectations exercises are absolutely
everywhere, throughout market-capitalist activity

| When will demand be
. sufficient to justify building
a new dlstnbutlon center?

',,- - o
e L
e

Am | confident enough
in my job to go ahead
" and buy a new car?

: ’_o

= "V.’_-

APtk
Should I sell my shares
in XYZ Corp?

Should | do it now or
wait til later this year? *

i | ” R
£ n If we invest in this new software

How much should we solution, how should we price itand

be offering new hires market it? What will market demand be
for it during each of the next § years?
What are our competitors likely to do?

T

as a starting salary?
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Expectations exercises are absolutely [

Dow rallies more than 309 points on
everywhere, throughout market-capitalist activity [etasbibsssssidbtat

Fred Link, Yums Li
< DA Consumerconfldence postsrecord plunge O e @ £ % b &
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| When will demand be
. sufficient to justify buildin
a new dlstnbutlon center

American pessimistic about economy right now, but h ulfo

Zillow’s housing market projection
wnII fall 60%, pr|ces will dip 2-3%

YLOR SOPER

MI _1

US stocks rise on optimism over reopening economy—
Three experts on what to watch

-

If we invest in this new software
solution, how should we price it and
market it? What will market demand be
for it during each of the next § years?
What are our competitors likely to do?

S

¢

How much should we
be offering new hires

: ing salary?
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everyw

4 When
. sufficient

Expectations exercises cause every economic participant
to speculate extensively about the behavior of other participants
— both their current and their future behavior

Expectation exercises also create feedback loops
around asset prices — a massive driver
of instablility in the markets and the economy

asset

accounting: something of value that is owned

economics: something of value that is acquired
both for use and also in the expectation
of selling it later, potentially at a profit

) points on
ing

pening economy—




= % MARNKETS BUSINESS INVESTING TECH roumncs Cuec v Q

=

everyw

Expectations exercises cause every economic participant
to speculate extensively about the behavior of other participants
— both their current and their future behavior

Expectation exercises also create feedback loops
around asset prices — a massive driver
of instability in the markets and the economy

e Asset price changes are pro-cyclical: price rises tend to encourage people
to spend more and save less [the wealth effect on consumption], which drives
immediate incremental business revenues and profits, fueling further price rises;
while price drops do the opposite

» Asset price changes are pro-cyclical in another way: price rises tend to cause
businesses to increase investment, which drives immediate incremental revenues
and profits for other businesses, fueling further price rises;
while price drops do the opposite

e Asset price changes are pro-cyclical for one other overwhelmingly important
reason: price rises tend to encourage banks to increase credit and lending,
and borrowers to increase debt, thereby increasing overall leverage in the
economy, which tends to fuel further price rises...;
while price drops do the opposite: they increase loan defaults and bankruptcies,
cause banks to reduce new lending, and cause borrowers to reduce their
inclination to add debt - all of which fuels further price drops

I

) points on
ing

pening economy—
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E> Expectations exercises cause every economic participant ;npoints on
EVEryW, to speculate extensively about the behavior of other participants .
| — both their current and their future behavior

Expectation exercises also create feedback loops
around asset prices — a massive driver
of instablility in the markets and the economy

e Asset price changes are pro-cyclical: price rises tend to encourage people

to spend rives :
1 7 . . . H . pening economy—
mmediate . Capitalist economies everywhere, e
 Asset pric at all times, always naturally cause
business revenues
and profity  alternate between boom and bust
while pric
e Asset pric Capitalist economies are ortant
reason: - m.ding,
and borr not ever oriented toward in the
economy,
whil 1 H kruptcies,
P g ac sustained, stable growth F;,g;” —
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Capitalism’s Accumulating Instability
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Time to talk
about capitalism’s
premier showcase

of instability



Stock Prices, Earnings, Dividends, and Recessions 1871-2012

Efficient market theory: | BT 11 I

Market prices refiect all known,

relevant information
AL

The market knows more
than any individual investor

If you think you know better than
the market, you are probably wrong
in thinking that

It is impossible to ‘beat the market’
on any consistent basis

Nothing in current market prices
tells you anything at all, about
which direction the market will go next

§Joe

if you really do know more v |
[3

than the market, be careful: l
4%
i

the market may stay wrong,
| '. 1’ L/
ul " ' i,

longer than you can stay solvent...
1871 1881 1891 1901 1911 1921 1831 1“1 1”1 1001 1971 10‘1 1m 2001 2011




Capitalism’s wonderful world of investing: Investor X studies the company
the infinite hall of mirrors created by expectations exercises he’s thinking of buying stock in

Its business model
Its strategy, and its products and services
The nature of its customers and their wants
Its competitors
Its management
Prospects for changes to all these elements in the future

He develops his best guess at the value of the stock,
based on all these ‘fundamentals’

Then he checks the current market price, and notes
the difference between it and his own estimate of value

Then he asks himself, ‘How much might others know,
better than I do? Ordo I know better?’

Then he thinks about the direction the market price
has been trending, and guesses at what people
might be willing to pay for it in the future

He elects to either invest or not invest,
at the current market price

The price shifts continuously, in reaction to millions
of individual investors making these same judgments —
and to them watching each other make these judgments




Capitalism’s wonderful world of investing: Investor X studies the company
the infinite hall of mirrors created by expectations exercises he’s thinking of buying stock in

Its business model
Its strategy, and its products and services
The nature of its customers and their wants

Robert Shiller’s thought experiment:

Its competitors
= Its management
A share of stock can be viewed as a very simple Prospects for changes to all these elements in the future
(iaSh floy. mo e I,.fyo'u' buYJuSttOho—ld’ He develops his best guess at the value of the stock,
today’s stock price should e.qéual the present value based on all these ‘fundamentals’

of all expected future dividends — period

Then he checks the current market price, and notes
the difference between it and his own estimate of value

Then he asks himself, ‘How much might others know,
better than I do? Ordo I know better?’

Then he thinks about the direction the market price
has been trending, and guesses at what people
might be willing to pay for it in the future

He elects to either invest or not invest,
at the current market price

The price shifts continuously, in reaction to millions
of individual investors making these same judgments —
and to them watching each other make these judgments




Stock Prices, Earnings, Dividends, and Recessions 1871-2012

$10000 rem T i S0 TN i1 8

1 ] [T ] |
Robert Shiller’s thought experiment: {111
Theoretically, the price of a share of stock today ! |

should equal the present value R o b e R B 5
of the perpetually-increasing stream of dividends
you expect to receive, in exchange
for the money you hand over today,
to purchase the stock

]L_
L : . In 1947, you pay
-Thele is a simple formula $12 for 1 share
used in finance, to ealeulate the value of the S&P 500
of a growing perpetuity | ‘ﬂ

like this N

o~ NS

in exchange, you receive

this stream of dividends,

extending indefinitely
into the future

TN T
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Capitalism’s wonderful world of investing:
the infinite hall of mirrors created by expectations exercises

A share of stock can be viewed as a very simple
cash flow model: If you buy just to hold,
today’s stock price should equal the present value
of all expected future dividends — period

1. How much did a share in the stock market
pay in dividends over the past year?

example: VTSMX $1.33 Vanguard
Total Stock Market Index
$38.00 '
today
I
30-year compound $133 T e
annual growth rate: —==—""  Assumed future
4.1% : annual growth rate:
$0.40 E 4.1%
30 y.ears Palst
ago Year

2. What did a comparable share pay 30 years ago?
{using constant dollars)

3. Assume dividends will keep growing at the same ratein the
future, on average. Calculate what a share should be worth

(Using the formula for growing perpetuities, and using a discount rate of 7.6%,
the average real rate of retumn of the stock market over the past 150 years)

Investor X studies the company
he’s thinking of buying stock in

Its business model
Its strategy, and its products and services
The nature of its customers and their wants
Its competitors
Its management
Prospects for changes to all these elements in the future

He develops his best guess at the value of the stock,
based on all these ‘fundamentals’

Then he checks the current market price, and notes the
difference between it and his own estimate of value

Then he asks himself, ‘How much might others know,
better than I do? Ordo I know better?’

Then he thinks about the direction the market price
has been trending, and guesses at what people
might be willing to pay for it in the future

He elects to either invest or not invest,
at the current market price

The price shifts continuously, in reaction to millions
of individual investors making these same judgments —
and to them watching each other make these judgments




Capitalism’s wonderful world of investing:
the infinite hall of mirrors created by expectations exercises

If everyone in the investing
community agreed to approach
stock-market investing in this
simple, straightforward way:

A share of stock can be viewed as a very simple
cash flow model: If you buy just to hold,
today’s stock price should equal the present value
of all expected future dividends — period

1. How much did a share in the stock market If everyone agreed that future investment
payin dividends over the past year? returns could be counted on to turn out,
esample:  VTSMX $1.33 e on average, exactly like the past...

Total Stock Market index

If everyone agreed on the base period

One share of VTSMX
*;;;’;3‘“ we would all use (say, 30 years) ...
. :: i v And if e-veryone agreed to refrain
sl Sowt rat: - e s from reacting to any other news, and to
so:o/& N refrain from all expectations exercises...
s e Then the stock market would be
ago s very stable, with the S&P 500
2. What did a comparable share pay 30 years ago? adjusting only very slightly each day
(using constant dollars) in reaction to individual companies,
3. Assume dividends will keep growing at the same ratein the as they each announce

future, on average. Calculate what a share should be worth their latest quarte"y dividend

(Using the formula for growing perpetuities, and using a discount rate of 7.6%,
the average real rate of retumn of the stock market over the past 150 years)



Capitalism’s wonderful world of investing:
the infinite hall of mirrors created by expectations exercises

If everyone in the investing
community agreed to approach
stock-market investing in this
simple, straightforward way:

A share of stock can be viewed as a very simple
cash flow model: If you buy just to hold,
today’s stock price should equal the present value
of all expected future dividends — period

CHAPTER 1S Stocks and the Business Cycle 2 If everyone agreed that future investment
returns could be counted on to turn out,
on average, exactly like the past...

FIGURE 151
Stock Prices, Earnings, Dividends, and Recessions 1871-2012

sIfoe'veryone agreed to— =
follow this approach, If everyone agreed on the base period

then th:s jagged line that we would all use (say, 30 years) ...

repr ents stock prices . .
= ouig RELIIIE LT iR RLL Vs And if everyone agreed to refrain

thisdine that represents from reacting to any other news, and to
dividends ', refrain from all expectations exercises...

Then the stock market would be
very stable, with the S&P 500
adjusting only very slightly each day
in reaction to individual companies,

oo LI BIIERTRANE (0100 1 . as they each announce
1871 1881 1891 1001 1811 1921 1931 1841 1851 1961 1971 1981 1991 2001 2011 their Iatest quarter'y dividend

the average real rate of retumn of the stock market over the past 150 years)

" Dividends




Capitalism’s wonderful world of investing:
the infinite hall of mirrors created by expectations exercises

If everyone in the investing
community agreed to approach
stock-market investing in this
simple, straightforward way:

A share of stock can be viewed as a very simple
cash flow model: If you buy just to hold,
today’s stock price should equal the present value
of all expected future dividends — period

CHAPTER 15 Stocks and the Business Cycle : If everyone agreed that future investment
returns could be counted on to turn out,
on average, exactly like the past...

FIGURE 151
Stock Prices, Earnings, Dividends, and Recessions 1871-2012

sIfO(-z'veryone agreedtor 1 17717 =
follow this approach, If everyone agreed on the base period

then this jagged line that we would all use (say, 30 years) ...

represents stock prices - -
wgu‘lﬁ Rl smogth T RLL Vs And if everyone agreed to refrain

thisdine that represents - from reacting to any other news, and to
' dividends ', refrain from all expectations exercises...

Then the stock market would be
very stable, with the S&P 500

very slightly each day
Robert Shiller did a famous study, |individual companies,

DAL that cvaluated the stock market  |each announce
1871 1881 1891 1901 1911 1921 1931 19 quarterly dividend

using exactly this approach...

T Duvvdendl

the average real rate of retum o




Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

Robert Shiller’s ‘Dividend Projector’ Stock Valuator
CHAPTER 15 Stocks and the Business Cycle 5000

Perfect foresight price P*
endpoint based on last

ten years' dividend growth

FIGURE 151

Stock Prices, Earnings, Dividends, and Recessions 1871-2012 ‘
sIfeveryoneagreed to- 11T .4 I'] The jagged line here
foll&w this approach, is the S&P 500 index
then this jagged line with inflation stripped out
that represents stock

pri‘ es would be as S&P 500 Index

smooth as this line

that represents

500 4

Price; P and P*

Perfect foresight price P*

$10

diVidends / ¢ endpoint based on last

thirty years” dividend growth

| The smooth lines represent
s1 | Reported Eamings / | realistic real-time estimates

50 «+

160 1880 1900 1920 194 of stock values
% ¥uq Fiour by extrapolating current
$1 1L 8 il | (1

e ———————

1671 1801 1001 1001 1011 1831 1531 1941 1904161 1971 001 1he1 bey 2013 Real SE&P Composite Stock Pric dividends into the future,
with Constant Discount Rate assuming they will grow
Accruing to the I o4 the same average rate

‘If, at a given moment, you look at the va that they have in the past and

project perpetually into the future that the dividend growth rate will continue

to be exactly the average of the actual dividend growth rate as experienced over

the last 30 years [or 10 years], the resulf is the stock value shown as line P*




Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

Robert Shiller’s ‘Dividend Projector’ Stock Valuator

5000

The smooth lines represent
realistic real-time estimates
of stock values
by extrapolating current
dividends into the future,
assuming they will grow
at the same average rate
that they have in the past

P and P*

500 1

'i'he jagged line
is the actual S&P 500 index
with inflation stripped out

K

(

Perfect foresight price P*
endpoint based on last
ten years’ dividend growth

So why does the actual
stock market bounce around
so much, rather than just following
the logical extrapolation
of what stocks should be worth,
based on the established rate
of past dividend growth?

' Perfect foresight price P*
endpoint based on last
| thirty years’ dividend growth

*Actual stack prices are shoum m
constant dollars, discauntad by the
CPI Tle P linecis projeced using a
discount rai of 7.6%, the las orical

50 ‘ T T T T T
1860 | 880 1900 1920 1940 1960

i I
auerage annual real stock market return

1
l ()X() 2“”() 2”:() :“4“ simce 1871




Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

Real-world stock markets Robert Shiller’s ‘Dividend Projector’ Stock Valuator

fluctuate widely, because Perfect foresiht price P*
erfect foresight price /

Investors are constantly i _ ' endpoint based on last
he smooth lines represent -
ten years’ dividend grmxth

engaged in expectations FEETEESIEEGIHIN

exercises, speculating on of stock values
by extrapolating current

Wh?t. other people might dividends into the future, |
be willing to pay for a stock, BNl Rul RLRe e | . So why does the actual
; at the same average rate | stock market bounce around
in the future... that they have in the past | 4 so much, rather than just following
- | the logical extrapolation
' | _ of what stocks should be worth,
: : line ' based on the established rate
And — investors never | us.t 500 index ) of past dividend growth?
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discount rai of 7.6%, the las orical

always thinking about how

the future might be different,
including the possibility
of ‘black swan’ events. ..
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Capitalism’s wonderful world of investing: Investor X studies the company
the infinite hall of mirrors created by expectations exercises he’s thinking of buying stock in

Its business model

Gamestop Corp (GME) : -
2325459 [211%) 11105721 sl Its strategy, and its products and services
INTERACTIVE CHART foe £, Nov 5, 2021 My Chars) Hens ) Waeenfy et () The nature of its customers and their wants
e Its compehtors
. — Its management
Bange: 10,50 1M M 64 SN Y 20 31 ST 01 20 MAK. Frequency: Doy v | IV v Dute ) Prospects for changes to all these elements in the future

[ Extended Hours (nraza;] [ Real-Time (Cose £24)

He develops his best guess at the value of the stock,
based on all these ‘fundamentals’

~

m "~
e

Then he checks the current market price, and notes the
difference between it and his own estimate of value

> 3¢
S

~

Then he asks himself, ‘How much might others know,
better than I do? Ordo I know better?’

e

o
\:/I
X%
e
A

(= =
o=

Then he thinks about the direction the market price
has been trending, and guesses at what people
might be willing to pay for it in the future

He elects to either invest or not invest,
at the current market price

The price shifts continuously, in reaction to millions
of individual investors making these same judgments —
and to them watching each other make these judgments




Capitalism’s wonderful world of investing:

the infinite hall of mirrors created by expectations exercises

Gamestop Corp
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A huge amount of stock-market
buying and selling happens,
not because people are doing
any kind of reasoned analysis
like this,
but instead because people
are watching prices move,
spotting what they think
are trends, and then guessing
at whether the stock
IS going to keep heading
In the same direction, or not

Investor X studies the company
he’s thinking of buying stock in

Its business model
Its strategy, and its products and services
The nature of its customers and their wants
Its competitors
Its management
Prospects for changes to all these elements in the future

He develops his best guess at the value of the stock,
based on all these ‘fundamentals’

Then he checks the current market price, and notes the
difference between it and his own estimate of value

Then he asks himself, ‘How much might others know,
better than I do? Ordo I know better?’

Then he thinks about the direction the market price
has been trending, and guesses at what people
might be willing to pay for it in the future

He elects to either invest or not invest,
at the current market price

The price shifts continuously, in reaction to millions
of individual investors making these same judgments —
and to them watching each other make these judgments
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Expectations exercises cause every economic participant
to speculate extensively about the behavior of other participants
— both their current and their future behavior

Expectation exercises also create feedback loops
around asset prices — a massive driver
of instability in the markets and the economy:

e Asset price changes are pro-cyclical: price rises tend to encourage people
to spend more and save less [the wealth effect on consumption], which drives
immediate incremental business revenues and profits, fueling further price rises;
while price drops do the opposite

» Asset price changes are pro-cyclical in another way: price rises tend to cause
businesses to increase investment, which drives immediate incremental revenues
and profits for other businesses, fueling further price rises;
while price drops do the opposite

e Asset price changes are pro-cyclical for one other overwhelmingly important
reason: price rises tend to encourage banks to increase credit and lending,
and borrowers to increase debt, thereby increasing overall leverage in the
economy, which tends to fuel further price rises...;
while price drops do the opposite: they increase loan defaults and bankruptcies,
cause banks to reduce new lending, and cause borrowers to reduce their
inclination to add debt - all of which fuels further price drops

) points on
ing

pening economy—
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E> Expectations exercises cause every economic participant ;npoints on
EVEryW, to speculate extensively about the behavior of other participants .
— both their current and their future behavior

Expectation exercises also create feedback loops
around asset prices — a massive driver
of instability in the markets and the economy:

e Asset price changes are pro-cyclical: price rises tend to encourage people

The most fundamental feedback loop es; pening economy—
around asset prices:

Generally, when people see the price of an asset ["Y*®
going up, they expect it to keep going up

Generally, when people see the price of an asset [
going down, they expect it to keep going down Lﬁge

while price drops do the opposite: y ankrupitcies,
cause banks to reduce new lending, and cause borrowers to reduce their
inclination to add debt - all of which fuels further price drops

I
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E> Expectations exercises cause every economic participant ;npoints on
eVeryw, to speculate extensively about the behavior of other participants [
~ — both their current and their future behavior

Expectation exercises also create feedback loops
around asset prices — a massive driver
of instability in the markets and the economy:

e Asset
02p Capitalist economies everywhere, 3 pening economy—
yiig at all times, are always bipolar:
3 et they are always alternating e
angP!  back and forth, between boom and bust
g Capitalist economies are i
s not ever oriented toward .

while
caus
inclin

sustained, stable growth
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Compare with: the economies of medieval Europe
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Very low, st atlc levels of technology 2 Specialization, trade and interdependency
Every person is born into a lifelong station that comes P manﬂn)gnui:ﬁ:;vnéns; :vl\ilel;l hietdoms;

' with predefined economic privileges and obligations

- Wealth is produced and distributed based on those i ‘Markets play a peripheral role in the economy;
' privileges and obligations, not by market forces assets are generally not bought or sold

70-90% of population is employed in agriculture - Minimal to nonexistent banking,
credit and lending

Other economic activities include construction,
hunting and fishing, basic manufacturing, Minimal to nonexistent expectations exercises
simple personal services with regard to economic activity



Compare with: the economies of medleval Europe

Virtually zero endogenously -’-dﬂ'()eﬂ Varmtlons i economic output
fluctuations in the ‘economy’ — from year to year are driven
no booms, no:busts by exogenous fuctors:

eather, blights and plagues,
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Very low static levels of technology ' Specialization, trade and interdependency
exist mainly just within individual fiefdoms;

Every person is born into a lifelong station that comes
' with predefined economic privileges and obligations

©  Wealth is produced and distributed based on those i Markets play a peripheral role in the economy;
' privileges and obligations, not by market forces assets are generally not bought or sold

70-90% of population is employed in agriculture ‘ Minimal to nonexistent banking,
credit and lending

minimal travel between

Other economic activities include construction,
hunting and fishing, basic manufacturing, Minimal to nonexistent expectations exercises
simple personal services with regard to economic activity



Compare with: the economies of medieval Europe

Virtually zero endogenously-driven Variations in economic output
fluctuations in the ‘economy’ — from year to year are driven
no booms, no:busts by exogenous fuctors:
eather, blights and plagues,
’{, war
The transition to capitalism required three fundamental changes: in Europe:
| =The end of feudalism / manornialism, replaced by free markets 1500s-1800s -
N | (including labor markets), banking, and joint stock companies Pt
Very| . Egstablishment of ‘supportive,’ less-extractive nation-state-scale 1500s-1800s _ endency
alve orsgll government, which unified larger regions and facilitated specialization jefdoms;
1 Iyp and trade within (and between) these much larger spaces
'~ with predefiy
« The advent of science: experimental, evidence-based approaches 1600s-1800s :
: Wealth is pr|  to investigating reality, released from traditional reliance on faith LLONOIILY)
. privileges and on deference to authority or sold
70-90% of population is employed in agriculture Minimal to nonexistent banking,

\ AW : credit and lending
Other economic activities include construction,

hunting and fishing, basic manufacturing, Minimal to nonexistent expectations exercises
simple personal services with regard to economic activity
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Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

The effects of expectations exercises are absolutely pervasive,
and they contribute enormously to the instability of capitalism

Stock markets and other asset markets are inherently Teslalnc (TSLA)
2 1,222.09-7.82 (-0.64%) 21 [NASDRQ
always about fundamental valuation and also always 1200082 T200BHY FOSTMAREET 2015 A4 168) 1136

. o - x;«‘f;mmcmr‘-~- Nov XA, 202
about expectations exercises, simultaneously

— But, asset prices can never be dissected .
conclusively, so as to confidently ascertain 0 tended Hours sy O Reabimecuce 24
the weighting of fundamentals
vs expectations exercises

-
~ ~ ~

Expectations exercises as they manifest

in the functioning of asset markets involve elements
of reflexivity — people’s perceptions being influenced
by the example of other people’s perceptions,

as suggested by current market prices
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— Reflexivity tends to foster feedback loops that
drive asset pricing instability, which itself can be
a major driver of the instability of capitalism

Asset price bubbles are the most dangerous and
extreme phenomena produced by expectations exercises

Data as of November 5, 2021



Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

asset price bubble axercises are absolutely pervasive,

usly to the instability of capitalism
An asset price bubble is an unsustainable rise y ty P

in an asset’s market price, well in excess of Tesla e (TSLA)
its fundamental value, driven by speculation bl il S D,
and the belief that prices will keep rising, ’“"““““‘“é'f' e ——— HomQ i ek wrd
TSEA Fhv || Study| | Toois| | Settings | | Compare| | )| | Grid Vi tematares || priee | Giear | 2
eventually leading to a sharp, often Maoge: 10150 1 3W 6 4 11 20 3 51 10 20 kY Froueney 09 v 2 v o[ Btueril 5

devastating crash, when confidence collapses D Estended o s O R Time e

vs expectations exercises

« Expectations exercises as they manifest
in the functioning of asset markets involve elements
of reflexivity — people’s perceptions being influenced
by the example of other people’s perceptions,
as suggested by current market prices

W |
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— Reflexivity tends to foster feedback loops that ‘
drive asset pricing instability, which itself can be .ﬂ }ﬁlr.w%'
a major driver of the instability of capitalism ‘

» Asset price bubbles are the most dangerous and
extreme phenomena produced by expectations exercises

Data as of November 5, 2021



Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

asset price bubble axercises are absolutely pervasive,
. . , _ usly to the instability of capitalism
An asset price bubble is an unsustainable rise y . ‘
i . i . Rank * Name *  Market Cap © Price © Today * Price (30 days) Country
.ln an asset’'s market pFIC?, well in excess_ of | e S00000units .
its fundamental value, driven by speculation =+ soldin 2020 ’
: : ) A 9,500,000 units _ 4 .
and the belief that prices will keep rising, 2 @ vl SN 000 SS068  $17928 121 » Japan
eventually leading to a sharp, often Volkswagen $149058  $22297  271% o

devastating crash, when confidence collapses =2
Bossssr $140.32 8B $49.05 38% en China

Vs expectations exercises Dailer $108318  $10125  0.69% o Germany

« Expectations exercises as they manifest General Motors
in the functioning of asset markets involve elements
of reflexivity — people’s perceptions being influenced
by the example of other people’s perceptions, . Great Wall Mdtors
as suggested by current market prices

$8496 8 $58.52 -0.20% us USA

Ford $75.728  $1929  -0.67% us USA

§73848 $9.82 -0.27% cn China

_N_lo $69.29 8 $42.29 1.92% ¢n China

— Reflexivity tends to foster feedback loops that
drive asset pricing instability, which itself can be @) BMW 60088  $106.18 ok G
a major driver of the instability of capitalism -

l:UhCId Motors $66.88 B $41.80 us USA

» Asset price bubbles are the most dangerous and
- - ! F i
extreme phenomena produced by expectations exercises | $64758  $262.52 r italy

Stellantis $6437B  $2043  029% Nt Netherlands

Data as of November 5, 2021




Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

asset price bubble axercises are absolutely pervasive,

usly to the instability of capitalism
An asset price bubble is an unsustainable rise y ty P

in an asset’'s market price, well in excess of B
its fundamental value, driven by speculation
and the belief that prices will keep rising, s By iy A8 YA T
eventually leading to a sharp, often —
devastating crash, when confidence collapses

vs expectations exercises

« Expectations exercises as they manifest
in the functioning of asset markets involve elements
of reflexivity — people’s perceptions being influenced
by the example of other people’s perceptions,

as suggested by current market prices
In the following

— Reflexivity tends to foster feedback loops that o 14 months. Tesla lost
drive asset pricing instability, which itself can be chart, with two-thirds of its value |

a major driver of the instability of capitalism end date |
Nov 5, 2021 . .1 8 I

» Asset price bubbles are the most dangerous and | (YT | |
extreme phenomena produced by expectations exercises

Data as of January 20, 2023




Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

asset price bubble axercises are absolutely pervasive,
usly to the instability of capitalism

Na

An asset price bubble is an unsustainable rise
in an asset’'s market price, well in excess of

b (e But, in the

its fundamental value, driven by speculation —— three years
and the belief that prices will keep rising, . since that

eventually leading to a sharp, often 3 ms BYD ‘bubble’
devastating crash, when confidence collapses . @ X eSS
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vs expectations exercises s @gp Hyunda Soated

back up

- Expectations exercises as they manifest s [gm) GenewdiMotos  to even

in the functioning of asset markets involve elements greater

2 EMW

of reflexivity — people’s perceptions being influenced i heights
by the example of other people’s perceptions, o () Volkswagen I
as suggested by current market prices

(L) Mercedes-Benz

200,758

— Reflexivity tends to foster feedback loops that
drive asset pricing instability, which itself can be o & Fermar sss018  $33347

a major driver of the instability of capitalism i

» Asset price bubbles are the most dangerous and
extreme phenomena produced by expectations exercises
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Capitalism’s wonderful world of investing: the infinite hall of mirrors created by expectations exercises

asset price bubble axercises are absolutely pervasive,
usly to the instability of capitalism

*  Name

An asset price bubble is an unsustainable rise
in an asset’'s market price, well in excess of
its fundamental value, driven by speculation

Teska But, in the $1.6157
three years

Toyota - et

and the belief that prices will keep rising, " since that
eventually leading to a sharp, often 3 men 81D bubble’
- deflated,
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vs expectations exercises s @ Hyunda Soateg
back up
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Asset price bubbles as rational and inevitable phenomena in capitalist economies
Richard Posner, 2009

[t is not irrational, though often thoughtto be,
to allow oneself to be influenced
by what other people are doing.

You may doubt that the price of some tradable
asset will continue to rise, but the fact that

it is rising means that other people disagree
with you. They may know something you don't.
Often they do.



Asset price bubbles as rational and inevitable phenomena in capitalist economies
Richard Posner, 2009

[t is risky but not irrational to follow the herd.
(It can also be risky to abandon the safety
of the herd - ask any wildebeest.)

That is why buying a stock or other asset
because others are buying itand thus
forcing up its price, is not irrational.



Asset price bubbles as rational and inevitable phenomena in capitalist economies
Richard Posner, 2009

An asset price bubble sounds like something

irrational. But of course one cannot know
that one is in a bubble, until after it has burst.

And actually, bubbles often tend to be rational
responses to uncertainty about the possible
effects of a major innovation.



Asset price bubbles as rational and inevitable phenomena in capitalist economies
Richard Posner, 2009

In the 1920s, with the rapid growth in productivity
in manufacturing, and the development of

new methods of credit-and borrowing, there

was reason to believe that the nation had entered

a long era of rapid, sustained economic growth.

Suppose investors were properly sober -
they thought the nation might be

at such a threshold, not [certain] that it was.



Asset price bubbles as rational and inevitable phenomena in capitalist economies
Richard Posner, 2009

Such uncertainty still increases the expected
value of a company’s stock, particularly

a new company, because the sky is the limit
(think Google), while your potential loss is

cut off at zero. So go for it - reach for the stars.

The same thing was true in the 1990s,

with the Internet revolution, widely heralded
as the beginning of a new era - and again,
there was a stock bubble.



Asset price bubbles as rational and inevitable phenomena in capitalist economies
Richard Posner, 2009

And again in the 2000s, there seemed to be

a new era in finance, as a result of the widespread
securitization of mortgage debt, and a global
capital surplus that was expected to keep interest
rates low indefinitely - the Federal Reserve having
been thought to have discovered how to keep
interest rates low without spawning inflation.

The housing bubble, and the credit bubble, were
responses to the promise of these innovations.



Asset price bubbles as rational and inevitable phenomena in capitalist economies
Richard Posner, 2009

In each era, a bubble began as a sensible bet on a bright
though uncertain future; it continued to expand, even as
fears began to be voiced that it might indeed be a bubble.

And it burst when the markets realized that
the expectations for a new era had once again been
overestimated, or perhaps perceived prematurely.

At no stage need irrationality be posited,
to explain what happened.

A Failure of Capitalism: The Crisis of ‘08 and the Descent into Depression
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Asset price bubbles are enormously destructive,
and inevitable phenomena in market-capitalist economies

» Asset price bubbles are often accompanied by, and intensified by, the use
of credit and leverage, which fuels the ongoing expansion of the price bubble

* During the period when an asset price bubble is in progress, capitalism
tends to reward people for behaving irresponsibly, and during
price bubbles that are fed by a simultaneous boom in credit and lending,
capitalism rewards certain types of irresponsible behavior very richly

 Credit-fueled asset price bubbles are, by far,
the most dangerous and destructive economic phenomena
produced by capitalism — and capitalism produces them inevitably
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Capitalism’s Accumulating Instability
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Asset price bubbles are enormously destructive,
and inevitable phenomena in market-capitalist economies

Asset price bubbles are often accompanied by, and intensified by, the use of credit
and leverage, which fuels the ongoing expansion of the price bubble

During the period when an asset price bubble is in progress, capitalism tends to reward
people for behaving irresponsibly, and during price bubbles that are fed by a simultaneous
boom in credit and lending, capitalism rewards certain types of irresponsible behavior very
richly

Credit-fueled asset price bubbles are, by far,
the most dangerous and destructive economic phenomena produced by capitalism —
and capitalism produces them inevitably

The use of law and government is essential, to regulate and limit the use of credit

and leverage in an economy, and to therefore either prevent or (thinking more realistically)
limit and mitigate the destruction caused by asset price bubbles. Effective

government regulation of the banking and financial sector is therefore absolutely vital




Dangerous asset price bubbles happen more often than you might think...

Robert Shiller’s ‘Dividend Projector’ Stock Valuator
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Japan’s stock market and real estate bubble of the 1980s
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MUST YOU CHEW GUM
WHEN THE BOARD IS DISCUSSING
THE HOUSING BOOM...




Capitalism,
Government,
Money,

and the
Future of
the World

Finding
and Keeping
the Right Balance
m
Market-Capitalist
Democracies
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