HOW TO SURVIVE THE CRISIS

AND PROSPER IN THE PROCESS

TIME OF THE VULTURE

SECTION V
THE REAL DEBATE

INFLATION OR DEFLATION

TRAPPED BETWEEN TWO NIGHTMARES

Topic 22
It is in the beginning that the reason for the end can usually be found. When the dot.com bubble burst in 2000, it was deflation that Greenspan feared. Now, interrupted by an intervening property and investment bubble, irrespective of what the pundits say, it is not inflation, but deflation that keeps Central Bankers worrying and awake at night. The nightmare is not yet over. It has not yet even begun.

The discussion in financial columns is focused on inflation. The two reasons are: (1) inflation is perceived to be the immediate threat to the economy, determining whether or not interest rates will rise, and (2) the possibility of deflation is so fundamentally threatening, Central Bankers discuss it only in private, out of the public eye. Deflation is the elephant in the room which no one will acknowledge.

In our credit-money system, price inflation is the inevitable consequence of constantly increasing flows of debt. In such a system, expansion is followed by contraction, ad infinitum. As money is but debt-in-motion, over time, debt levels will eventually attain such heights that they can no longer be sustained. At that time the expansion will turn into a contraction commonly referred to as a recession.

A particularly apt description of this expansion/contraction process follows, excerpted from an article titled Ponzi Economy, posted July 10, 2006 at www.dailyreckoning.com.

PONZI ECONOMY

Everybody likes a credit boom. They all believe they have more money. This is the dirty little secret of modern central banking. It only works by stealth and fraud – silently debauching the currency so that people make mistakes.

The businessman believes there is more demand for his products than there really is. The consumer believes he has more purchasing power than he really has. The lender believes the borrower is a better risk than he really is. All these mistaken judgments lead to spending, investing and lending – which look to all the world like a bona-fide boom. 

But it is an ersatz boom, a public spectacle, founded on fraud, expanded into farce, and ending ultimately in disaster. Eventually, everyone gets too stretched out on credit.

Then, the bubble finally finds a pin somewhere, and the air wheezes out. That's the part that no one cares for, because it is when people discover that they've made mistakes, that they've over-reached, and that they’ve been had.

If, as we believe, we're at the beginning of the disaster stage, the Fed's real enemy is not inflation at all; it's deflation. Typically, a credit contraction shrinks everything down with it. Earnings go down. Consumer spending is reduced. GDP growth falls...or even goes negative. And prices for most financial assets dive.

When a deflationary collapse is severe enough—when the preceding bubble is large enough—it becomes a depression. Fortunately, such occurrences are as rare as they are severe. In the 20th century it happened only once, in the aftermath of the 1920s US speculative stock market bubble—until that time, the largest speculative bubble in history.

Two larger bubbles have collapsed since then. The first was the Japanese Nikkei, Japan’s stock market in 1990. The second was the US dot.com bubble in 2000. Now a third, the largest in history, is about to deflate.

The third such deflation will be the US and global real estate bubble; the effect of the implosion of these three trillion-dollar bubbles will then culminate in the mother of all deflationary collapses—the time of the vulture.
When the Japanese bubble collapsed in 1990, the Nikkei lost 80 % of its value and drove down the prices of residential and commercial property in the process. This collapse of equity and housing prices subsequently unleashed deflationary forces in Japan still in effect today.

Much like a stubborn and malignant cancer, deflation has been eating away at the Japanese economy ever since its appearance in 1990. In spite of 0 % interest rates from 1999 to mid-2006, statistics compiled by The Economist Magazine show what deflation is still doing in Japan.
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+ 192 %
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+ 252 %

South Africa




+ 327 %

Japan





-    32 %
DO YOU STILL WONDER WHY GREENSPAN WORRIED

ABOUT A SPECULATIVE BUBBLE FORMING IN THE US?

If deflation occurs in the US , it will be far worse than what happened to Japan. The Japanese economy did not slide into a deflationary depression because during the 1990s, the US economy, in a credit-driven expansion, imported billions of dollars of Japanese products.

The American expansion occurred exactly as the Japanese economy was contracting and because the Japanese economy is export driven, the US expansion kept Japan from slipping down the slope that all Central Bankers fear, the slope that ends in a deflationary depression.

Such will not be the case if the US succumbs to deflationary forces. The US no longer is an export economy, but is now a very large importer. No longer capable of exporting itself out of deflation, the US is particularly bereft of options as it approaches the time of the vulture.

This is why Greenspan issued his warning in the fall of 1996, warning the US and Congress that irrational exuberance in the markets might lead to dire consequences.

…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?

Greenspan was warning specifically about deflation and what had occurred in Japan. When the US bubble was allowed to grow until it collapsed in March 2000, US markets began to deflate as Greenspan had predicted forcing the Fed to slash rates in order to stop deflationary forces from turning into a deflationary depression.

What the 1 % interest rates set in motion, however—a multi-trillion dollar real estate bubble—may in fact cause the very deflationary depression Greenspan hoped to avoid; a depression that would affect not only the US, but the entire world.

Beginning October 2006, over 1.4 million adjustable-rate real estate loans worth in excess of $2 trillion were due to be “re-adjusted”. The US now has over 5 million adjustable-rate real estate mortgages and 25 % of those loans are now due to be re-adjusted upwards.

It is estimated that monthly mortgage payments on these loans will increase by 50 % or more. An increase of this magnitude will send a significant number of those loans directly into foreclosure.

The deflating real estate bubble will not only cause a wave of foreclosures, it will also wreak havoc on the millions of homeowners who refinanced their homes during the bubble. Since 2001, over one trillion dollars has been extracted from homeowner equity by refinancing.

The problem is that much of that equity was never real; it was only bubble equity temporarily inflated by the availability of low cost loans. Now that loan costs are higher, home prices will drop, as will existing valuations, but the money spent and now owed will remain. Many homeowners will find themselves with negative equity, owing more than their homes are worth.

Many homeowners will choose to walk away rather than make payments in excess of what their homes are worth. If they do, they will then discover they cannot do so easily. Because they refinanced their homes, they will discover that their refinanced mortgages are now categorized as recourse loans, instead of the non-recourse loans they originally were.

A NON-RECOURSE LOAN ALLOWS

THE LENDER TO REPOSSESS THE HOUSE 

A RECOURSE LOAN ALLOWS THE LENDER

TO REPOSSESS THE HOUSE AND ATTACH

ALL ASSETS OWNED BY THE DEBTOR

ONLY THE BANKERS WILL HAVE RECOURSE

THE BORROWERS WILL HAVE NONE

When a homeowner has refinanced his home, in case of default the bank can take back the house, but can also attach all wages, bank accounts, cars, etc.  This is the position in which many homeowners will soon find themselves.
BUT THE

GREATEST DANGER 

IS THAT THE COLLAPSE OF

THE GLOBAL REAL ESTATE BUBBLE

WILL AWAKEN GLOBAL DEFLATIONARY FORCES

A deflationary recession in the US could plunge Japan back into the deflation it has been struggling to overcome since 1990; and with both the US and Japan in the grip of deflationary forces, the world economy will be at risk as never before—at least not since the 1930s.

A WORLDWIDE DEFLATIONARY DEPRESSION IS AS THREATENING AS IT IS NOW POSSIBLE—AND THAT’S THE REASON NO ONE IS TALKING ABOUT IT 
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