EFFECT

BY L. CARLOS LARA




16 LM R OCTOBER 2018

ONE OF THE GREATEST AWAKENINGS WE
can experience happens when we recognize
that our monetary systems rest entirely on
our confidence. In other words, when ana-
lyzed from a purely materialistic viewpoint,
our beliefs in the financial strength of the
U.S. dollar and the U.S. Treasury are what
actually keeps our economy propped up. Our
trust in these monetary instruments sustains
us.

But since confidence is psychological in na-
ture it is immensely fragile and can, under
certain conditions, evaporate in the minds
of people in an instant. We have plenty of
historical evidence to back up this claim and
we don't need to go back any further than
the 2008 financial crisis to prove this to our-

selves. The idea that “?his time it will be differ-
ent” has been proven wrong time and again.

Of equal importance is understanding that
confidence in a nation’s money is built up in
a society over time and eventually becomes
a self-reinforcing mechanism. But once that
confidence is lost it’s nearly impossible to
win it back. The country of Venezuela is the
most recent example of a currency crash that
was caused by the people’s loss of trust in
their government’s money. Long before the
recent Venezuelan events in current head-
lines, its citizens had already abandoned the
bolivar and considered it to be so worthless
that they got rid of it as fast as they could by
trading it in the black market for U.S. dol-

lars.

Alternatively, the confidence the Japanese
people display toward their country’s curren-

cy is the exact opposite. The Japanese people
trust the yen so much they literally hoard it.
In fact, the Japanese savings rate is an in-
credible 51% as of June 2018! Compare this
to our meager 3.1% savings rate here in the
U.S. and we can't help but to be surprised. It
seems inexplicable that its society should be-

Since confidence is psycho-
logical in nature it is immensely
fragile and can, under certain
conditions, evaporate in the
minds of people in an instant.

have in this way especially after two decades
of continuous Quantitative Easing (QE) by
their central bank, which has by now mone-
tized half of the country’s debt, and has done
it all with negligible signs of price inflation!
What’s going on? The Japanese seem to be
of a mindset that keeps them from spend-
ing their money. Consequently, this self-en-

THE WEALTH EFFECT
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forcing mechanism may have contributed to
keeping consumer price increases in check.

It’s as though the people of Japan have ad-
justed to their economic reality of low, and
even negative interest rates, since anyone
under 40 has never really known anything
any different. To be clear, Japan’s problems

'The recognition of the frailty of

this frust factor in our monetary

systems must be front and center
in our thinking at all times.

are much more numerous and certainly more
complex than what I am stating here, but the
psychological conditioning aspect that seems
to be harnessing prices cannot be ignored.
And, because it is mental in scope, we should
also recognize that this mindset could easily
vanish in a flash, especially if the yen’s pur-
chasing power should suddenly decline.

'This brings us back to our own domestic
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affairs. No matter what our particular invest-
ment strategy may be, or what methods we
plan on using to weather the coming financial
storms, the recognition of the frailty of this
frust factor in our monetary systems must be
front and center in our thinking at all times
as we analyze the market forces that play out
daily in our own economy. If our currency
should ever fail it will be because confidence
in it has evaporated. Consequently, our over-
all financial strategy should include a rem-
edy for that particular event should it occur.

Since this is certainly an important fac-
tor in the management of our economic re-
sponsibilities I am often asked if there is one
main barometer for measuring the changing
attitudes of people regarding this confidence
issue and the currency, especially now under
our present economic environment.

UNDERSTANDING THE CONSUMER
PRICE INDEX (CPI)

Gauging the direction of the national and
global economy is the work of economists
and the number of indicators they use to
predict these directions is as varied as the
different economic schools of thought to
which they belong. But certainly one indica-
tor that has been used by all of them since it
was first established in 1913 is the Consumer
Price Index (CPI).!

The CPI is a way to measure the ‘“osz of
living,” or what is often referred to as the

purchasing power of our currency.” The CPI
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examines the weighted average of certain
prices of a basket of consumer goods and ser-
vices, like food, beverages, apparel, housing,
medical care, recreation, and transportation,
just to name a few.

But you must also be aware that the CPI
also excludes certain other prices such as in-
vestments (stocks, bonds, mutual funds, etc.),
life insurance and real estate. Due to this dis-
crimination in prices the CPI can at times be
puzzling, even to the sophisticated bankers
of the Federal Reserve because predicting its
direction is not an exact science. This may
be because individuals are subjective in their
decision-making, especially when it comes
to how they spend their money. These deci-
sions are emotional decisions.

What we can understand from the CPI is
that when CPI prices rise, it means that our
cost of living has gone up because the pur-
chasing power of our money has declined.
Obviously, this can create a very negative at-
titude among all of us and has a very direct
effect in our confidence factor toward our
money and, by extension, our government.
Hence, ‘price inflation” is dreaded by every-
one so a close watch is constantly kept on
its up or down movements, especially by the
Federal Reserve.

Recalling one event from history can em-
phasize this case in point. After President
Nixon closed the gold convertibility window
internationally ending the Bretton Woods
Agreement of 1945, inflation in the United
States and abroad soared. It reached 14.8%?
here in the U.S.in March of 1980 and threat-

ened to spiral out of control.

Federal Reserve Chairman Paul Volker
acted quickly and decisively by increasing
interest rates in order to stop price infla-
tion’s dangerous spread. His actions were
tough and literally shocked the nation into
submission, including myself in my own
personal business affairs. His actions sent

You must also be aware that

the CPI also exc/udes certain
other prices such as investments
(stocks, bonds, mutual funds,
etc.), life insurance and real
estate.

the commercial bank’s prime rate spiraling
upwards to 21%% at one point! Millions of
Americans were devastated, but eventually,
over time, the CPI settled into the 2% to
3% range as an annual increase that we now
have, and confidence in the nation’s mon-

THE WEALTH EFFECT
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etary system was eventually restored.

However, Consumer Price Inflation as re-
flected by the CPI is vastly different from
the price inflation attributed to the other as-
set classes not included in the basket of pric-
es of the Consumer Price Index. Here I refer
to stocks, bonds, mutual funds, real estate,
in fact, the entire spectrum of investments,

which are left completely out of the CPI.

Point being that the Federal Reserve’s
near-zero interest rates and QE program di-
rectly inflated these specific asset classes over
the past decade. This is where the real eco-
nomic harm has been committed and where
the real danger currently lies. When these
inflated asset prices reverse course, which is
only a matter of time before they do, it will
create immense havoc for commercial banks
as a starting point and potentially spread to
the entire financial system as a whole. This is
why Bob and I have stated repeatedly that all
that Ben Bernanke’s QE Program actually
accomplished was to set us up for a much
bigger financial meltdown than what we all

experienced in 2008.

THE WEALTH EFFECT

In Chairman’s Ben Bernanke’s Op-ed col-
umn for The Washington Post dated Novem-
ber 5, 2010° he made it perfectly clear that
his near-zero interest rate policy and QE
program would directly drive up prices in
the the stock market, and that it would be
done deliberately in order to create a wealth

Federal Reserve Chairman Paul

Volker acted quickly and deci-
sively by increasing interest rates
in order to stop price inflation’s
dangerous spread. His actions
were tough and literally shocked
the nation into submission, in-
cluding myself in my own per-
sonal business affairs.

effect that would “belp increase confidence™ in
our economy. Keep in mind that we were
struggling to emerge from a serious reces-
sion during the time of this program. More
specifically, the ongoing purchases of over
$2 trillion in U.S. Treasuries and Mortgaged
Backed Securities by the Fed, beginning in
2008 and ending in 2014, was intended to
make stock prices rise and Bernanke noticed
with approval that “long term interest rates fell
when investors began to anticipate this addi-
tional action,” on the part of the Fed each
quarter.

THE WEALTH EFFECT
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I have repeatedly watched Bob Murphy
show audiences exactly how Ben Bernanke
inflated the stock market, as well as how
other Fed Chairmen before him did the very
same thing. But not only was the stock mar-
ket artificially inflated, so was the real estate
market! As Ben Bernanke made clear, ©
Lower mortgage rates will make housing more
affordable and allow more homeowners to refi-
nance.” When interest rates are kept incred-
ibly low, real estate speculators cannot resist
the availability of cheap money and will take
actions that will naturally drive up real estate
prices on a national scale.

But the one stimulus that Ben Bernanke
says the QE program will directly impact
are bond rates. “Lower corporate bond rates
will encourage investments.” Indeed! When
yields are at nearly zero for a prolonged peri-
od of time, fixed income (bond) investors are
forced to chase after yields anywhere they
can find them, which motivates corporations
to arbitrage the cheap Fed money against the
going market rate by issuing their own cor-
porate bonds. This type of cocktail mixture
can become lethal as it stimulates the “junk
bond” market, which it has done. Unfortu-
nately, for some companies it has grown into
a potential $1 trillion dollar time bomb!

THE FED'S CHEAP MONEY CAN BE
DEADLY

During the economic recession associated
with the 2008 financial crisis, many corpo-
rations experienced weak sales growth and

anemic returns. Additionally, due to the cri-
sis, many companies stopped paying divi-
dends to their stockholders. In order to pre-
vent a sell off of their company shares many
companies used the Fed’s low interest rates
to issue their own corporate bonds and used
the cash to buy back their own corporate
shares.

By reducing the number of outstanding
shares, a company’s earnings per share (EPS)

ratio are automatically increased. This cre-
ated a quick fix to their financial statements
and made them look more attractive to stock
investors. Other corporations, however, used
the cash to buy out competitors. But many
of these corporate acquisitions may have
over leveraged these companies by carrying
two, three, and even up to five times more
debt than their company earnings (before
interest, taxes, depreciation and amortiza-
tion—EDbitda). Yet many of their bonds were
still given a BBB investment grade rating by
the rating agencies.

THE WEALTH EFFECT
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Bloomberg intelligence iden-
tified “50 of the biggest cor-
porate acquisitions over the
last five years and found that
they contributed to a surge in
debt rated bottom investment-
grade tier (BBB) bonds that
pushed their leverage to levels
typical of junk-rated peers.”
'These bonds now represent al-
most 50% of the $2.47 trillion
of U.S. corporate debt rated in
the BBB market. As Bloom-
berg analysts see it, “Any hic-
cup in the economy or exodus
of investor cash will lead to a
surge of downgrades to junk
rating. And if it were to hap-
pen en masse, it could over-
whelm the $1.3 trillion U.S.
speculative-grade debt market
and potentially cause the weak-
est borrowers to lose access
to capital.” When deprived
of cash and credit a company
cannot survive.

ASSETS ARE
COLLATERAL FOR
LENDERS

Keep in mind that assets
support loans. Consequently,
when assets are inflated in the
way they are now, not only does
everyone feel “wealthier,” but
it also promotes bigger loans.

THE WEALTH EFFECT

Levered Up
After a decade-long buying spree, many companies have pushed their leverage to levels that
are typical of junk-rated borrowers in their sectors
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Many companies used the Fed’s low in-
terest rates to issue their own corporate
bonds and used the cash to buy back their

own Corporate shares.
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But what happens when these assets deflate?
Suddenly the borrower’s collateral will no
longer cover the loan. This forces banks and
other lenders to act to seize and protect their
collateral.

Since commercial banks tend to over col-
lateralize themselves thereby becoming the
secured creditor in bankruptcy proceedings,
banks will deliberately push many compa-
nies into these courtrooms in order to get
paid. But if the rout in asset deflation occurs
en masse then banks will have a much big-
ger problem to face, which is investor panic
and bank runs. If the rout is severe enough
it can have a devastating effect on the entire
U.S. financial system due to the systemic risk
problems inherent in banks.

'This is why a program of low interest rates
and QE cannot be maintained forever and
the Federal Reserve knows this all to well.
While they can temporarily inflate asset
prices to psychologically give us that artifi-
cial wealth boost they also know it can go
too far and, in fact, it already has. This is why
they are persistently raising interest rates de-
spite President Trumps’ displeasure.

In response to these interest hikes the stock
markets are reacting wildly and real estate
sales are slowing down. The trick, of course,
is to bring these asset prices down gradually
and somehow avoid the dreaded panic that
sets off the bank runs. The problem is that
when matters get to where they are now, it’s
every man (investor) for himself and that’s
when our individual actions, when done en
masse, create the avalanche.

Are we there yet? As always this is difficult
to pinpoint precisely. For example,and just to
illustrate the varying sentiments that are tied
to stock market investing: Recently, there
were flash reports circulating from several

When assets are inflated in the

way they are now, not only does
everyone feel “wealthier,” but it
also promotes bigger loans. But
what happens when these assets
deflate? Suddenly the borrower’s
collateral will no longer cover
the loan.

news sources that individual stock investors
(that is, “Mom and Pop”investors) had for the
past several weeks been the ones buying the
“dips” after each major stock market plunge
while institutional and hedge funds were the
net sellers! (‘This is data gathered from Bank

THE WEALTH EFFECT



2 LMR OCTOBER 2018

of Americas’ Merrill Lynch Brokerage Ser-

vices.).!!

I don’t know about you, but this news
strikes me as so unbelievable that I dont
even know how to properly comment on
it except to call it pure gu/libility—a sort of
pin the tail on the donkey,” scenario. Unfor-
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If the rout in asset deflation oc-
curs en masse then banks will
have a much bigger problem to
face, which is investor panic and
bank runs.

tunately, this is nothing new. I have actually
witnessed this sort of behavior before, just
prior to the 2008 crisis, but one would think
that people would eventually learn not to do
this sort of thing.

Add to this example another case in point

of diverse investor attitudes. This one comes
from an emergency phone call that was re-
ceived by my attorney just three days ago. He
is allowing me to share it with you because it
was a message that was very hard for him to
believe since it came from his stockbroker—
and stockbrokers normally don't say this sort
of thing. Basically, he told my attorney and
I quote— ‘sell every stock position you own—
immediately!”

One thing is certain, we cannot ignore
that the stock market as well as the real es-
tate market are very emotional markets and
we never know when human sentiment to-
ward them will change all at the same time.
Nevertheless, as the stock market continues
to lose ground most sophisticated investors
are beginning to realize that they could now
lose serious money in the stock markets, so
thoughts of capital preservation are definite-
ly reaching a new high. Risk-reward strate-
gies are shifting. There is movement toward
the safety and quality found in short term
U.S. Treasuries where yields are now rising
above the CPI’s inflation barometer.

Even so, it’s still all a dicey maneuver mov-
ing capital away from risk to safety before it
all comes crashing down all around you. It’s
like a game of musical chairs and you defi-
nitely don’t want to be the last man standing.

CONCLUSION

Trying to time the stock market is impos-
sible, but as the markets rise and fall more

THE WEALTH EFFECT
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precipitously each time it’s difficult not to
begin anticipating when its time to cash out.
As long as we have an equal amount of buy-
ers and sellers the sloshing back and forth
can continue for some time, but once the di-
rection is all se//ing, each of us will know if
we acted in time, or not.

Bob’s and my strategy for these turbulent
times has not changed and has actually be-
come more relevant than ever as the time of
reckoning draws nigh. It’s a simple yet well-
balanced formula divided into three easy to
understand steps. These steps can be found in
many of our LMR articles or you can simply
watch the video How To Weather The Coming
Financial Storms, which you can find here:
https://lara-murphy.com/video0916/ to gain
an understanding of its fundamentals.

It all boils down to this. At its very essence
our economic philosophy rests in our belief
in learning to become our own bankers. To
learn the origins and theory of this amazing
concept read the book that started it all, Be-
coming Your Own Banker by R. Nelson Nash:
https://infinitebanking.org/product/becom-
ing-your-own-banker/
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Also, read our newest book that covers all
these privatized banking principles in a fresh
new light, The Case For IBC—How To Se-
cede From Our Current Monetary Regime One
Household At A Time, by R. Nelson Nash, L.
Carlos Lara and Robert P. Murphy, PhD:
https://www.amazon.com/Case-Nelson-

Carlos-Robert-Murphy/dp/0999778609

It’s not too late to get started and the posi-
tive results are incredibly quick. There is a
way out of this flawed monetary system and
the sooner you incorporate it into your own
financial affairs, the sooner you can relax.

L 444
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