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Drug addicts get only a temporary high. America's economy, addicted to asset appreciation and debt, is no different 

WHEN The Economist sounded the alarm about America's bubble economy in the late 1990s, what concerned us most was that share prices were no longer just a mirror that reflected the underlying economy, they had become its major driving force: soaring share prices encouraged a borrowing and spending binge. Although the stockmarket is lower today, in some respects the "economic bubble" has still not burst. The value of households' total wealth (in financial assets and homes) is well above its level before share prices started to slide in early 2000—and the American economy is more dependent than ever on asset appreciation. 

America's economy has survived the bursting of the bubble better than had been expected largely because policy-makers have pursued what is possibly the biggest fiscal and monetary stimulus in history. This week, even Alan Greenspan, chairman of the Federal Reserve, expressed concern about spiralling deficits. Tax cuts have given consumers more to spend. More importantly, historically low interest rates have inflated the prices of homes (and more recently shares again), encouraging households to pile up more debt. 

This has allowed consumers to keep spending even as wages and salaries have stagnated. Strikingly, although GDP has grown by a robust 4.3% over the past year, wage income rose by barely 1% in real terms. According to Kurt Richebächer, an independent economist who publishes a monthly newsletter, wages and salaries have, on average, increased by 9% in real terms in the first two years of previous post-war recoveries, but have been almost flat over the past two years, thanks to the sickly jobs market. Despite this, consumer spending has continued to boom, at an annual rate of 4.7% in the second half of last year. The gap between stagnant wages and rising spending has largely been filled by tax cuts and rising asset prices.

Since 1999, the rise in the value of Americans' homes has more than offset the loss on their shares—and the latter have also recovered about half their losses. As a result, economic growth is once again being driven more by wealth than income. Over the year to the third quarter of 2003 (the latest figures available), the total value of homes, shares and other assets owned by households rose by $4.5 trillion, not that far off the $5.5 trillion jump in 1999 (see chart). Over the same period in 2003, personal disposable income increased by about $400 billion, to $8.3 trillion.

Moreover, compared with 1999, a bigger slice of those capital gains has, in effect, been turned into cash by households borrowing against the higher value of their homes. Total household debt increased by more than $900 billion last year, almost twice as much as in 1999. Mr Richebächer claims that America is experiencing the biggest credit bubble in history: total debt (public and private) has increased by a hefty $6.5 trillion since 2000. 

Consumers can spend more than they earn by borrowing against their expanding wealth or running down savings, but for how long? If (still a big if) hiring by firms picks up sharply in coming months, pushing up incomes, then consumers will become less reliant on asset appreciation and debt, and the recovery will become more soundly based. Even so, their debts will hang around for a long while.

Although concerned about budget deficits, Mr Greenspan argued this week that the recent surge in household debt is relatively harmless for the very reason that it has been accompanied by big gains in household assets. According to such an interpretation, the drop in household saving, to only 1.5% of personal income in December, is no cause for alarm: households no longer need to save, because rising wealth in shares and homes will do it for them. 

The snag is that the "wealth" being built up is partly phoney. In a recent report, the Bank of England argued that rising house prices do not create genuine wealth in aggregate. Those who have yet to buy a home suffer a loss of purchasing power, so rising prices redistribute wealth, they do not create it. More serious is that the price of homes or shares can fall, while debts are fixed in value. In the long run, the only way to create genuine wealth is to consume less than income, and to invest in real income-creating assets. 

America (and other economies) have been enjoying a very different sort of wealth creation: the Fed is in effect printing it. Not only has it held interest rates unusually low, but the excesses of an asset-driven economy are being fuelled by artificially low bond yields (helped by huge purchases from Asian central banks trying to suppress the rise in their currencies) and hence mortgage rates. 

Stephen Roach, the chief economist at Morgan Stanley, has long argued that the Fed is a "serial bubble blower". Its cheap money is stimulating another round of irrational exuberance. America's property market certainly looks pricey: the ratio of house prices to incomes is currently at a record high, and about a fifth above its 30-year average. Share prices still look overvalued by many measures. Undaunted, investors have regained their appetite for shares with something approaching indecent haste. A net $60 billion was invested in American equity mutual funds in January, beating the previous record, which as it happens was set in February 2000, just before the stockmarket peaked. 

Foaming asset prices are reviving the debate about whether the Federal Reserve should raise interest rates to cool down asset-price inflation. In January Mr Greenspan declared himself fully vindicated in his decision not to prick the stockmarket bubble in the late 1990s, but instead to wait for it to burst and then cut rates sharply to cushion the consequences. Mr Greenspan argues that it is hard to be sure what constitutes a bubble. Raising official interest rates sufficiently to prick what may or may not be one could itself trigger a deep recession. The Fed is also determined not to repeat Japan's mistake in the 1990s, by tightening monetary policy too soon.

That, however, runs the risk that the Fed is cushioning the impact of the bursting of one bubble by inflating another—in housing. This is hardly a sound basis for a sustainable recovery. So addicted has the economy become to debt, that this will make it harder for the Fed to raise interest rates when it needs to do so. 

Other central banks seem to be breaking ranks with the Fed. Officials at the European Central Bank, the Bank of England, the Reserve Bank of Australia and the Bank for International Settlements (the central banks' central bank) have given some support to the view that monetary policy should sometimes lean against a rapid growth in asset prices and build-up of debt, even if consumer-price inflation is low. The Bank of England and the Reserve Bank of Australia both recently raised rates because of such concerns.

The current dilemma for the Fed is that inflation is presently too low for comfort, which argues for holding interest rates down. But low interest rates, in turn, risk further fuelling asset-price inflation. Still, a small rise in interest rates would still leave monetary policy very loose, while serving as a warning to investors and homeowners that shares and house prices cannot keep rising for ever. 

In a recent article in the Wall Street Journal, Otmar Issing, the chief economist at the European Central Bank, argued that central banks cannot afford to ignore asset prices. This, he said, is one reason why they should keep a close eye on excessive growth in money or credit as well as on their inflation target. He also suggested that central bankers should avoid contributing to unsustainable collective euphoria and should perhaps signal concerns about asset values. Mr Greenspan, alas, shows no sign of taking his advice. 

