
LMR
Build ing The  10%

S E P T E M B E R • 2 0 1 0

PULSE ON THE 
M A R K E T

THE
TRUST
FACTOR

LEVERAGE: BANKING
VS. INSURERS
A n  I n t e r v i e w  w i t h 

MORGAN STANLEY’S
CAITLIN LONG

MISES
SAW THIS
COMING

L A R A - M U R P H Y  R E P O R T

IN
AUGURAL 

IS
SUE O

F

LMR!

Fe
at

ur
e 

St
or

y 
• 

Pa
ge

 6

Fe
at

ur
e 

St
or

y 
• 

Pa
ge

 1
0

Pa
ge

 1
6

Pa
ge

 4



L M R  S e p t e m b e r  2 0 1 0LMR September 20102

+

Fund Your Own
Bailout.

If you don’t like giving large sums of money to banks and mortgage companies to finance your cars, homes, boats, capital 
expenditures for business needs or any thing else you need to finance, then you are going to really like this alternative.  The 
rebirth of P r i vat i z e d  B a n k i n g is underway.  You can take advantage of the years of experience that these three authors in these two 
books are offering you.  Go to: www.usatrustonline.com click: store  and look for both of these books among the other fine books.
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the trust Factor
Some say you should trust “no one” but yourself.  

That may not be the best thinking when it
comes to estate planning. BY L. CARLOS LARA 

mises  saw this coming
“No one could predict a market bust”. Really? If he was 
here today we just might hear him say, “I don’t want to 

say I told you so, but...” BY DR. ROBERT P. MURPHY

pulse on the market
Gold • More Gold • Prices • 

No Exit • Double Dip 

Overview
In This Inaugural Issue

leverage: Banks vs. insurers 
an interview  with morgan stanley’s

caitlin long 
An industry insider talks about banks, insurers, pen-

sions...and how the Fed is wrecking everything. 

events & engagements
You may want to learn more in person from Lara, Murphy, 

and other Austrian economists.    
Here is where they will be in the coming months.
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companies in financial 
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runs his own consulting 
business and maintains 
an economics blog at 
ConsultingByRPM.com.  
He is the author of several 
economics books for the 
layperson, including The 

Politically Incorrect Guide to the Great Depression and the 
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S e p t e m b e r  2 0 1 0  L M RL M R  S e p t e m b e r  2 0 1 0 3“It is the masses that determine the course of history, but its initial movement must start with the individual.”
- How Privatized Banking 
Really Works

Lara-Murphy report
September 2010

Dear Readers,

Picture if you can a full-throated rooster, cock-a doodling at the top of his lungs as he announces to the world a brand new day 
and you will get a sense of the excitement we feel in launching this new publication. The timing could not have been better. It 
comes on the heels of a tremendous surge of enthusiasm from Infinite Banking Concept (IBC) practitioners that have caught 
the vision of how integrating Austrian Economics with IBC can rewrite history.  The building of the 10% is on its way and 
there is no stopping it now. If this new medium, along with our new book, and our Night of Clarity seminars can be used as 
tools to assist all those who are with us on this journey, then we have indeed succeeded in our purpose.

Right away you will notice that the Lara-Murphy Report is unique. Here you will find the relevant economic facts that can 
provide the much-needed perspective required to make decisions that will have a major impact in your business and personal 
affairs. Above all, its top priority will be to help spread the message of Austrian Economics, The Sound Money Solution and 
Privatized Banking, as described by R. Nelson Nash’s Infinite Banking Concept. There is no other economic report like it 
anywhere.

The crux of the matter is simply this. According to the Austrians, the United States is in store for an even bigger plunge in 
the near future. However, we must not be paralyzed by fear. There could still be months, even years, before the next worldwide 
crisis hits. Now is the time to act. There is much work to be done in educating the public of our plan. Ours is a conservative 
strategy for minimizing your household’s exposure to the volatile financial sector, and in a manner that neutralizes the harmful 
effects of fractional reserve banking. Not only does the switch to insurance financing make sense at the individual level, but 
it also contributes toward the ultimate solution—to remove government intervention from money and banking altogether. 
All we need is 10% of the population on our side and we can make it happen. The good news is that we’re on the move to do 
just that.

Thank you for your show of support by becoming one of our very first subscribers.

Yours very truly,

Carlos and Bob
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PULSE ON THE MARKET

PULSE
ON THE
MARKET

Recent 
developments 

that may be 
of interest to 

readers of the 
Lara-Murphy 

Report…
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PULSE ON THE MARKET

The price of gold has been setting new records again. This is a very interesting—and disturbing—trend. Looking at 
some conventional measures, such as long-term bond yields, many economists think that “the market” expects little 
price inflation in the coming years. On the other hand, the price of gold (and to a lesser extent, other commodities) is 
flashing alarms that the dollar is in danger. We will study this issue carefully in upcoming issues, but for now part of 
the answer may be that investors the world over are hedging their bets. They want to lock in a guaranteed cashflow, 
and so are buying fixed-income assets, thus pushing down bond yields. On the other hand, they are also acquiring large 
holdings of gold and silver, in case price inflation returns in force. We also can’t ignore the distortions caused by the 
Federal Reserve and other central banks buying trillions of dollars of U.S. Treasury debt. When “the market” for bonds 
includes these players, the market price (i.e. long-term bond yields) may no longer be an accurate signal.

G
old

Speaking of central bank interventions, the Federal Reserve announced a major policy shift in early August. Ever 
since Bernanke began his unprecedented interventions to prop up the housing market and bail out the big banks, the 
official Fed line has been that these measures would “naturally unwind.” Well, on second thought, that’s not what the 
Fed is going to do. On August 10, the Federal Open Market Committee announced that the Fed would replace its 
maturing mortgage-backed securities with new purchases of U.S. Treasury debt. In other words, the Fed wouldn’t let 
its bloated balance sheet shrink down to pre-crisis levels, but would maintain its current size by adding new holdings 
of government debt. This new development shows two things: First, we should never believe politicians (or central 
bankers) when they tell us something is an “emergency measure.” Two, we really can’t look at yields on Treasury debt 
as “the market’s” estimate of future price inflation, since everyone expects the Fed to step in and buy as much debt as 
necessary to suppress interest rates in the name of “stimulus.”

N
o E

xit

Speaking of gold: Those looking to stock up on the yellow metal should do so quickly before it’s illegal. The feds 
are methodically putting in place new roadblocks and regulations for those looking to flee the dollar into the free-
market money. For example, the health care “reform” bill contained a provision requiring gold dealers (starting in 2012) 
to report anyone spending more than $600 in a single transaction. And just recently, U.S. Representative Anthony 
Weiner (D-NY) is opening an investigation of Goldline, the gold dealer that heavily advertises on right-wing radio 
talk shows such as Glenn Beck. Of course, the official government line is that the first measure is simply a way to collect 
extra income tax in order to pay for health care reform, while Weiner claims that Goldline is defrauding its customers 
by charging large mark-ups on its coins. We are not so sure, and suspect the moves are laying the groundwork for 
further interventions against gold. Remember, in 1933 FDR seized all Americans’ gold under threat of a huge fine and 
imprisonment. This was actually the reason the gold depository at Fort Knox was constructed—if you steal everyone’s 
gold, you have to put it somewhere!

M
ore G

old

The most recent price releases from the Bureau of Labor Statistics—or Department of B.S. as some analysts abbreviate 
it—show a mixed message. On the one hand, the Consumer Price Index is still growing modestly, rising only 1.1% 
from August 2009 through August 2010. On the other hand, the Producer Price Index for all commodities has risen 
5.4% over the same time frame. This underscores the complexities of macroeconomics: People who are expecting 
deflation can find data to point at, while those worrying about large-scale inflation can do the same.

Prices

Even though they still remain sharply divided on the relative danger of inflation versus deflation, more and more 
analysts are agreeing that the U.S. economic “recovery” is held together by chewing gum and Ben Bernanke’s 
charm—which is to say, not much. Throughout the crisis, the Austrian economists have been warning that 0% interest 
rates and trillion-dollar deficits aren’t the way to help a battered economy. As the sluggishness drags on, more and more 
mainstream economists are starting to agree. Now it is commonplace to warn of a forthcoming “double dip recession,” 
and market-watchers are increasingly fearful of another sharp “correction” in the S&P 500. Of course, this is all far less 
dramatic for those who have moved their savings out of 401(k)s and other equity vehicles, and into whole life insurance 
policies.

D
ouble D

ip
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T H E  T R U S T  F A C T O R
B Y  L . C A R L O S  L A R A

“Who do you trust?” These 
days, especially when it comes 
to our money, this is not such an 
unusual question. In fact, millions 
of people have recently had their 
trust completely shattered due to 
the worldwide financial crisis. To 
them, this question is profound. This 
is because “trust” always involves 
the willingness of one party (the 
“trustor”) to become vulnerable to 
another party (the “trustee”). The 
trustee, however, does not really have 
a choice in the matter. Just because 
he is being selected as trustworthy 
does not necessarily mean that he 
will actually pull through on behalf 
of the trusting person. 

Trust, therefore, is a risk and 
can be quite dangerous. And yet, 
trust has always been a factor in all 
of our social dealings dating back 
to times when trade first began in 
earnest. Trust applies not only to 
money and wealth, but also to many 
other areas of life where promises 
or oaths are made between parties. 
For this reason, covenants (sacred 
agreements), or contracts, came 
into being in society. Without these 
instruments, exchanges could only 
be conducted with people you knew 
very well. This limits the expansion 
of civilization. Therefore, one very 
important aspect of human existence 
is the use of contracts.

History

One unique type of contract 
exemplifies the traits of trust 
and trustworthiness are what we 
commonly refer to as “trusts.” These 
special instruments date back to 
ancient Egypt, circa 4000 B.C.  

Other prototypes of trusts, where 
trusted officers were charged with 
holding, caring and managing other 
people’s property, were developed in 
2nd century Rome. However, our 
present form of trusts developed in 
England around the 12th and 13th 
centuries during the time of the 
feudal system and the Crusades. 

When a landowner left 
England to fight in the Crusades, 
he would seek out a well-known and 
trusted friend to take care of his land 
while he was gone. The Crusader 
would actually convey ownership 
of his land to his friend with the 
understanding that it would be given 
back upon his return. Unfortunately, 
the returning crusader would find 
that his friend, now the legal owner 
of the land, would refuse to return his 
property. The Crusader’s alternative 
for seeking justice was to go to court, 
but unfortunately English law did 
not at the time provide an equitable 
remedy for this kind of problem. 
As far as the courts of that era were 
concerned, the trustee was now the 
legal owner. Only the conscience of 
the King, the Lord Chancellor, could 
overrule the decisions of the courts; 
many times he did. Over time these 
disputes over ownership became 
more prevalent and eventually 
led to the idea of “equity” and 
“consideration” in the law. Changes 
in these “use of land” arrangements 
developed whereby the legal owner 
would only hold the land for the 
benefit of the original owner and 
would be ordered to convey it back 
when requested. The original owner 
became a “beneficiary” and the friend 
of the “trustee.” This meant that it 

was now possible for one person to 
legally own and manage an estate in 
the best interests of other persons, 
without that owner actually deriving 
any benefit from the estate himself. 

This key point, the separation 
of owner and beneficiary, is the 
underlying concept upon which a 

P a r t  O n e
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trust is based and is the basis of their 
unique power. 

A trust, therefore, is a legal 
agreement that has three parties, a 
trustmaker or “trustor”, a beneficiary 
and a trustee.

One need only examine 
history to realize that trusts became 
powerful tools of the wealthy who 
used them as a way to invest their 
savings, transfer wealth and establish 
dynasties. In addition to the privacy 

and protection of assets that a trust 
offers, a trust contract remains valid 
after the trustor’s death, which is a 
feature unique to this instrument. 
Tax benefits provided by trusts 
allowed trustors to avoid estate and 
gift taxes and served to increase their 
utilization.  Numerous conspiracy 
theories were spawned surrounding 
some of the financial tactics used by 
the wealthy involving such creative 
contracts. The family fortune 
of the Rothschilds is one such 
famous example. Mayer Amschel 
Rothschild, born in the ghetto 
of Frankfurt Germany in 1744, 
established a European banking 
empire with the help of five of his 
sons, which by the time of his death 
in 1812 was estimated to be one 
half of the wealth of the world. His 
strategy was to keep the business 
in control of family members with 
carefully arranged marriages, wills 
and trusts. 

Here in the United States, 
trusts began in 1822 with the charter 
of Farmer’s Insurance and Loan 
Company of New York. Initially 
many of the trusts established in this 
country were institutional and were 
mostly developed primarily to raise 
capital for new business ventures. 
However, after the Great Depression 
attitudes toward savings and 
investing changed for all Americans, 
and as a result, the growth of 
individual trusts also increased. 
Today, more than $70 trillion is held 
in custody and safekeeping by trust 
institutions in this country.

Not Just for the Rich

In spite of their reputation, 
trusts are not only financial tools 
of the wealthy. You do not have to 
be rich to start one. Trusts can be 
beneficial for everyone and are in 

fact a critical financial planning tool. 
For example: trusts help manage 
your assets if you should become 
disabled. Additionally, trusts help 
manage your assets for your family 
and children in the event of your 
death. They can help you avoid 
probate, shield you from creditors, 
and provide protection for your 
business. When the IRS respects 
the separation of ownership and 
benefit, important tax reductions 
can be available. Estate taxes can 
easily erode over 50% of a person’s 
accumulated wealth. The creation 
of a trust that can creatively by-pass 
such a monstrous tax bill becomes 
extremely desirable.  

Unfortunately, as in all other 
areas of American life, government 
intervention has greatly affected 
trusts. “The Tax Reform Act of 
1986, for instance, increased costs 
and paperwork, and created much 
confusion for trustees, the end 
result of which was to discourage 
the use of trusts and estates as 
devices to accumulate and transfer 
wealth. Investments in trusts 
slowed in the late 1980s and early 
1990s. Between 1987 and 1989, 
the number of trustees in the U.S. 
decreased from 6,285 to 4,283, and 
a total employment by those trustees 
fell from 32,491 to 25,853.”1 
Even so, trusts still remain as an 
indispensable factor and an integral 
part of an overall estate plan. Most 
Americans need one, wealthy or not. 
However, the current statistics of 
the American population provided 
by the American Association of 
Retired Persons (AARP) indicate 
that only 60% of the people age 
50 and older have a “will” and only 
45% have a “living trust” or durable 
health care power of attorney that 
permits medical decisions to be 
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THE TRUST FACTOR: PART ONE

made for them if they are no longer 
able. These agreements should be 
the foundations of everyone’s estate 
plan. 

Besides probate, which can be a 
very lengthy and expensive process, 
asset protection has gained special 
attention amidst the turmoil of our 
present economic environment. This 
should come as no surprise with the 

rise in lawsuits and bankruptcies. 
But, asset protection must begin 
early in the planning process. A will 
isn’t enough. It is already too late if 
the judgment creditor is at the door. 
For this reason a comprehensive 
estate plan, which includes wills 
and trusts, provides the necessary 
components that can fully protect 
your wealth when that protection is 
most critical. 

In addition to asset protection, 
the limelight is also currently on 
our Federal Estate Tax Law. We 
are in a unique year (2010) when 
the estate tax has been completely 
repealed. An odd event indeed, but 
the ramifications coming from what, 
we at first glance think, is a happy 
event, actually have some bad news 
that will affect many of us.

Federal Estate Tax Update 2002-2010

The Economic Growth and 
Tax Relief Reconciliation Act of 
2001 includes the repeal of federal 
estate taxes for people dying after 
December 31, 2009. Between 
January 1, 2002 and December 31, 
2009, the current federal estate tax 
will gradually decrease as shown in 
this Estate and Gift Tax table.

It’s very important to be aware 
that this repeal is temporary; the 
entire law “sunsets” (expires) after 
December 31, 2010. This means that 
the provisions of this 2001 Tax Act 
will no longer be effective on January 
1, 2011 and the tax structure as it 
existed in 2001 will take effect again 
(in 2011, Federal estate tax will be 
assessed on property in excess of $1 
million with a maximum tax rate of 
55%.)

Federal Gift Tax

Congress did NOT repeal the 
federal gift tax, although it raised 
the lifetime gift tax exemption (the 
amount that may be passed without 
gift tax) to $1 million, effective 
in 2002. This means that a person 
could make a total of $1 million of 

gifts over his/her lifetime before 
owing any federal gift tax. Gifts 
of more than $1 million WILL be 
taxed, regardless of the exemption 
for transfers at death. Beginning in 
2010, the gift tax rate will equal the 
highest individual income tax rate 
(currently scheduled to be 35% in 
2010).

What This Really Means

1. The estate tax and the generation-
skipping (grandchildren) transfer 
tax were repealed for the year 2010. 
This looks good.

2. Both estate taxes return again in 
2011. The exempt amount will be 
1M and everything over that will be 
taxed at 55%. This is not good.

3. The gift tax was not repealed. 
Gifts of over 1M during your 
lifetime will be taxed at 35%. This is 
not good either.

4. After 2010, there is a change in 
the “cost basis” for heirs inheriting 
assets that could be very expensive. 
The step-up cost basis no longer 
applies. For example: after 2010 
if you inherit a home now worth 

Year Highest Estate and Gift Tax Rate Amount Exempt from Estate Tax
2002 50% $1 million
2003 49% $1 million
2004 48% $1.5 million
2005 47% $1.5 million
2006 46% $2 million
2007 45% $2 million
2008 45% $2 million
2009 45% $3.5 million
2010 Top Individual Rate Unlimited - Taxes Repealed
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$400,000 and you sell it for that 
much, your cost basis has to be what 
your parents paid for it say 50 years 
ago (example $75,000) and pay 
capital gains tax on the difference! 
This is terrible.

This point in particular is a 
reminder that estate planning is a 
dynamic process. A plan must be 
checked and rechecked periodically 
to make sure it is keeping up with 
changing tax laws and our own 
changes in wealth, age and family 
dynamics. 

Is there an easier way? Actually 
there is. The old standby method 
is to simply purchase an Insurance 
Policy. Life insurance is frequently 
the best estate-planning tool 

The Trust Factor: Part One
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because so little is paid up front 
and your beneficiaries get so much 
more when you die. Additionally, 
the money passes to them tax free, 
directly without probate. If you 
own a lot of illiquid assets such as a 
business or real estate, life insurance 
puts cash into your beneficiaries 
hands without their having to resort 
to fire sales. And the money gets 
to them quickly within a few days 
after submitting a copy of the death 
certificate. A life insurance policy is 
both a will and a trust combined.

Estate planning attorneys and 
financial advisors know that life 
insurance plays a very important 
part in a comprehensive estate plan. 
In fact, the life insurance trust is by 

far one of the most effective estate 
planning tools to control estate taxes 
and the transferring of wealth. In 
part two of this series (coming out 
in the October issue of the Lara-
Murphy Report); we will examine the 
life insurance trust (ILIT) as well as 
several other different types of trusts 
and their strategies. We will look at a 
realistic understanding of what these 
complex tools can and cannot do 
for you. If you are working toward 
creating a comprehensive estate plan, 
or even if you already have a plan, 
next month’s report will certainly 
assist you. 

Real economics; Real cleaR.  
hosT youR ciTy.

Call (615) 482-1793 • Help build tHe 10% today!
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MISES SAW THIS COMING

MISES SAW THIS COMING
BY DR. ROBERT P. MURPHY

Ludwig von Mises (1881 – 
1973) was the “dean” of the Austrian 
School of economics. Along with 
Friedrich Hayek, Mises developed 
what is now referred to as the Austrian 

theory of the business cycle. In this 
article, I will show how modern 
followers of Mises used his theory 
to predict our current economic 
catastrophe. More important, these 

insights ominously show that the 
Federal Reserve and government 
have only been making things worse 
with their unprecedented “solutions” 
in the last two years.
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MISES SAW THIS COMING

The Misesians Saw This Coming

Before diving in to the Austrian 
theory, let’s give a sample of its 
successful applications. Everyone in 
the following list based his analysis 
on the Misesian explanation of how 
the central bank causes the business 
cycle. As we will see, knowledge 
of Austrian economics gave these 
analysts advance warning of the 
housing crash:

• In June 2004, Austrian economist 
Mark Thornton wrote an article  that 
contained the following prediction:  
“It has now been three years since 
the U.S. stock market crash. [Then-
Fed Chairman Alan] Greenspan has 
indicated that interest rates could soon 
reverse their course, while longer-term 
interest rates have already moved 
higher. Higher interest rates should 
trigger a reversal in the housing market 
and expose the fallacies of the new 
paradigm, including how the housing 
boom has helped cover up increases 
in price inflation. Unfortunately, 
this exposure will hurt homeowners 
and the larger problem could hit the 
American taxpayer, who could be forced 
to bailout the banks and government-
sponsored mortgage guarantors who 
have encouraged irresponsible lending 
practices.”

• In November 2004, Austrian 
economist Stefan Karlsson wrote: 
“Alan Greenspan and George W. Bush 
did not prevent the stock market bubble 
of the late 1990s from turning into a 
crisis. They only postponed it.” 

• In August 2005, Austrian 
investment analyst Frank Shostak 
denied  that there was a “glut” of 
Asian savings and instead blamed 
central bankers:  “Most savings 
countries may not have generated so 

much real savings as various experts 
are saying. In fact many of these 
countries have been engaged in reckless 
monetary pumping, which we suggest 
has undermined the pool of real savings. 
Also, we have shown that it is not 
valid to look at so-called world global 
liquidity as the driving force behind the 
boom in U.S. financial and real estate 
markets. The U.S. financial bubble is 
entirely the result of the Fed’s monetary 
policies and has nothing to do with the 
mythical glut of world savings.”

• And although I arrived to the 
party later than the above writers, 
my knowledge of Austrian business 
cycle theory led me to predict 
(in a bank forecast in July 2007): 
“[Greenspan’s] artificial monetary 
stimulus…has sown the seeds of a 
contraction that will hit by 2Q 2008.  
The concerns of an asset bubble in real 
estate and (to a lesser extent) the stock 
market are entirely justified.”

• Perhaps the most “crystal ball”-
ish performance came from 
investment manager Peter Schiff, 
who used Austrian business cycle 
theory to make amazingly accurate 
predictions—which were routinely 
ridiculed by other analysts on 
the business networks. There are 
humorous compilations of some of 
these encounters on YouTube. 

Now that we’ve seen several 
examples of Austrian business cycle 
being put to the test, let’s go over its 
basics. Then in the final section, we’ll 
use the theory to see what may be 
in store for the U.S. economy going 
forward.

Interest Rates Are Important Prices

In the Austrian framework, 
interest rates are important prices 

that help coordinate economic 
activity across time. For example, 
suppose most of the households in 
a community suddenly realize that 
they can’t count on their future 
Social Security or 401(k) portfolios 
to adequately fund their retirement. 
So these households begin putting 
aside an extra $1,000 per month in 
savings, perhaps in bank CDs or (if 
they’ve done their reading) in whole 
life insurance policies.

At the individual household 
level, we all understand how this 
works. By stockpiling more savings 
over a few decades while working, 
the households will have a much 
larger stock of assets to draw down 
during retirement years. They will 
have that much more to spend on 
everyday living expenses, as well as 
taking fancy vacations and giving 
generous gifts to the grandchildren.

But what exactly happens 
at the level of the economy as a 
whole? How does the decision to 
save more—made by individual 
households who are only looking 
at their own finances—steer the 
economy to create more retirement 
condos in Florida, and to build more 
cruise ships?

The Austrians say that market 
prices, especially interest rates, are 
the vital signals that coordinate 
these activities. Specifically, when 
households begin saving an extra 
$1,000 per month, that means they 
are consuming $1,000 less. Some 
might cut back on how much they 
go out to eat, others might scale back 
their “movie nights,” while others 
might postpone buying that new 
computer or plasma screen TV. All 
of these businesses—the restaurants, 
movie theaters, and electronic goods 
stores—see their sales plummet. 
They have to lay off workers and 
generally scale back their operations.
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All is not lost. Because of the 
extra savings being plowed into the 
banks and insurance companies 
each month, these “financial 
intermediaries” can cut the interest 
rates they charge on loans. At the 
lower rates, some businesses will start 
projects that appeared unprofitable 
when interest rates were higher.

In particular, long-term projects 
will seem much more profitable 
when the price of borrowing capital 
falls. This is because a businessperson 
uses the interest rate to “discount” 
the dollar value of a distant item, in 
order to compute its present value. 
For example, suppose a builder 
can spend $1 million building an 
apartment complex, where he can 
rent all the units out to earn an 
annual income (net of maintenance 
expenses) of $50,000. At an interest 
rate of 5% or higher, it’s not worth it 
to embark on the project. But if the 
interest rate at which he can borrow 
funds falls below 5%, there is a scope 
for profit and the builder will begin 
to seriously consider the idea.

So we see that in a smoothly 
functioning market economy, if 
many households decide to restrict 
their spending on immediate 
enjoyments, this doesn’t need 
to plunge the economy into a 
depression. The extra savings leads 
to lower interest rates, which in turn 
give a green-light to businesses to 
borrow money and start long-term 
projects. At the physical level, what 
happens is that the workers and 
other resources that were devoted 
to immediate enjoyments—things 
like restaurant meals and movies—
are now “redeployed” into making 
products that are much more long-
lived.

This process of saving and 
investment allows the economy to 
produce more tools and equipment. 

Rather than cranking out more 
iPods and designer clothes, an 
economy with high savings produces 
more hammers, drill presses, and 
tractors. Armed with the new tools 
and equipment, workers are more 
productive—each person can now 
produce more “stuff ” every hour 
at work. But since every worker is 
now producing more stuff, the total 
output of the economy is higher.

We have just given a quick 
sketch of the process whereby 
households divert a portion of their 
income into savings, which then 
leads to higher investment and 
capital accumulation. In time, the 
sacrifice of current enjoyments “pays 
for itself ” because the workers are 
so much more productive. Indeed, 
part of the reason we enjoy such a 
high standard of living compared to 
people 100 years ago, is that in the 
interim our predecessors saved some 
of their income.

An Artificially Low Interest Rate 
Leads to an Unsustainable Boom

In the previous section we 
learned that when households decide 
to save more, this pushes down 
interest rates and allows businesses 
to hire the workers and resources 
that were “freed up” from the sectors 
where the households have stopped 
spending so much of their money. 
The economy doesn’t experience a 
“boom,” because workers are just 
rearranged from one area to another. 
It’s true that over time, the economy 
grows and people become wealthier. 
But this is a slow process that goes 
hand-in-hand with the growing 
financial assets of the households 
who are saving more.

But what happens if the central 
bank—which is the Federal Reserve 
in the United States—decides to 

jumpstart this process by artificially 
lowering interest rates? Specifically, 
suppose that the Fed creates new 
money out of thin air, and injects it 
into the financial system by buying 
Treasury bonds. What are the effects 
when the Fed engages in this typical 
operation to “cut interest rates”?

At first, the Fed’s actions appear 
to be a “stimulus” to the economy. 
At the lower interest rates, some 
businesses borrow more and start 
long-term projects. They hire more 
workers, buy more raw materials, and 
so forth. On this score, things look 
exactly the same as in our discussion 
above.

However, there is an important 
difference: When the Fed cuts 
interest rates by creating new money, 
nobody has actually saved more. So 
the lower interest rate is providing 
a false signal to businesses. They are 
getting the green light to embark on 
long-term projects, when in reality 
they should still be seeing the red 
light.

Because households haven’t 
cut back on their spending, the 
restaurants, movie theaters, and 
electronics stores haven’t laid off any 
workers. That means when builders 
(for example) try to hire more hands, 
they aren’t drawing on a pool of 
recently laid off workers. So wages 
begin shooting up, as the expanding 
businesses have to bid away workers 
from their existing jobs.

This is why the Fed’s actions—
initially—are so popular. As the 
boom gets underway, everybody 
seems to be doing well. The 
businesses cranking out hammers 
and drill presses are expanding their 
operations, but so are the restaurants 
and movie theaters. Everyone feels 
richer, and everyone begins spending 
more on immediate enjoyments. 
Happy times are here!
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But it is all an illusion. The Fed 
can’t create real savings out of thin 
air. It is physically impossible for 
the economy to suddenly increase 
its output of investment goods and 
consumer goods at the same time. 
Something has to give.

And indeed it does. After a 
few years, the Federal Reserve may 
become worried about the rising 
price inflation resulting from its 
continued injections of more and 
more money into the financial 
system. So the Fed begins to tighten, 
meaning that it slows down the 
creation of new money. Because 
the supply of new funds to lend 
dries up, banks and other financial 
intermediaries raise their interest 
rates.

At this point, reality reasserts 
itself. As interest rates rise, many 
businesses realize they shouldn’t 
have started such ambitious projects. 
Some shut down immediately, while 
others limp along and make the best 
of a bad situation. Workers are laid 
off and factories remain idle. The 
euphoric boom has given way to the 
inevitable bust.

Applying Austrian Business Cycle 
Theory to the Housing Bubble

As we have already seen, those 
analysts who were armed with 
Austrian business cycle theory knew 
that the U.S. economy was headed 
for a terrible crash, long before many 
mainstream economists—certainly 
long before current Fed Chairman 
Ben Bernanke.  But what sort of 
things did they look at?

First, consider what then-Fed 
Chairman Alan Greenspan did with 
interest rates. After the dot-com 
crash, Greenspan slashed the federal 
funds target from 6.5% in January 
2001 down to a ridiculous 1% by 

June 2003.  After holding rates at 
1% for a year, the Fed then steadily 
ratcheted them back up to 5.25% by 
June 2006.  The connection between 
these moves by the central bank, 
versus the pumping up and popping 
of the housing bubble, appear to be a 
textbook illustration of the Austrian 
theory. (See figure 1.)

It was the following graph 
that led me, in July 2007, to be so 
pessimistic about the U.S. economy. 
As the chart shows, Greenspan had 
pushed short-term interest rates 
(adjusted for price inflation) down 
to lows not seen since the 1970s. (See 
figure 2.)

Because we had not seen 
such aggressive “stimulus” from 
the Federal Reserve in decades, I 
concluded that the corresponding 
bust could be the worst since the 
awful recessions of the early 1980s.

Bernanke Has Outdone Greenspan

Loosely speaking, we can 
summarize the Austrian take on the 
U.S. economy like this: Following 
the dot-com crash, Alan Greenspan 
should have let nature take its 
course. There would have been a bad 
recession, but after a year or so the 
economy would have hit bottom 

Figure 1: growth in Case-sChiLLer 
hoMe PriCe inDex (hPi) vs. FeD FunDs rate

Figure 2: reaL FeDeraL FunDs rate, QuarterLy
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and a genuine recovery would have 
begun.

Instead, Greenspan opted 
for the easy way out. He printed 

money and slashed interest rates, 
thereby providing what was dubbed 
a “soft landing” at the time. In fact, 
people referred to Greenspan as “the 
Maestro.”

In retrospect, we can now see 
that Greenspan made a terrible 
decision. By fueling the housing and 
stock bubbles, all Greenspan did was 
postpone the recession, and in fact 
made it far worse.

Unfortunately, Ben Bernanke 
has taken the Greenspan playbook 
and upped the ante. As the 
following chart shows, Bernanke’s 
interventions in the financial sector 

have been so unprecedented, that 
Greenspan’s hi jinx during the 
housing bubble years are literally 
now just a blip. (See figure 3.)

Conclusion

The Austrian economists, 
armed with the Mises-Hayek theory 
of the business cycle, knew that 
the U.S. economy was headed for 
a severe recession. Many investors 
heeded their warnings and got out 
of real estate and the stock market 
before the bubbles popped.

Unfortunately we are nowhere 
near the end of the tunnel. Ben 
Bernanke has responded to the 
housing crash just as Greenspan did 
to the dot-com crash—except that 

Bernanke’s interventions have been 
an order of magnitude more severe.

Just as Greenspan merely 
postponed the inevitable liquidation, 

so too has Bernanke simply pushed 
back the day of reckoning. There 
were serious misallocations of real, 
physical resources during the housing 
bubble years. We can’t magically 
make those mistakes disappear 
just by having the Fed create a few 
trillion dollars in electronic money.

The U.S. economy is currently 
in a period of illusory “prosperity,” 
implausible as the claim may seem. 
In coming issues of the Lara-Murphy 
Report we will explore these issues 
further to gain an early warning of 
when and where the next crash will 
occur.

Figure 3

Mises Saw This Coming
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LEvErAGE: BANkS vS. INSurErS
An IntervIew  wIth

MorgAn StAnley’S
CAItlIn long

Caitlin Long has worked in the financial 
services industry for 17 years, working 
primarily with life insurance companies 
and defined-benefit pension plans.  She 
was a top-ranked equity research analyst 
for the life insurance sector (1996-2003), 
and subsequently assisted companies with 
risk management of life, annuities and 
defined-benefit pension plan exposures.  
She advised the co-CEOs of Credit Suisse 
Group regarding the restructuring of 
Credit Suisse’s life and pensions subsidiary, 
Winterthur Group, in 2003-04, and has 
held management positions in various 
insurance and reinsurance subsidiaries 
since then.  She is currently head of the 
Corporate Strategy and Pension Solutions 
Groups at Morgan Stanley in New York.

Lara - Murphy Report:  You 
recently had an article in FT (“The 
true costs of very low interest rates,” 
Aug. 11, 2010) discussing the danger 
of artificially-low interest rates. In 
the mainstream view, shared by both 
academic economists and financial 
pundits, low interest rates are seen 
as a generous “gift” by central banks 
to economies around the world. The 
only tradeoff, in the typical view, is 
that eventually price inflation gets 
out of hand if monetary policy is too 
“easy.” What do you say?

Caitlin Long: Markets tend to 
cheer monetary easing in the short-
term, but artificially low interest 
rates can cause distortions that take 
time to be revealed.  The biggest 
costs are distortions to business 
calculation.  When businesses decide 
whether to invest in a project, they 
use interest rates to discount future 
cash flow projections.  If interest 
rate assumptions are wrong, then 
the conclusions from the analysis 
will be off.  The cumulative losses 
to society throughout history from 
these distortions are substantial--
both in recognized losses on bad 
investments, and in the opportunity 
cost of good investments that would 
otherwise have been undertaken.  
Economist Frédéric Bastiat had it 
right when he advised economists 
to take into account both seen and 
unseen effects.

Too many observers are 
focused on the absolute level , not 
the relative level, of price inflation 
measures, such as the Consumer 
Price Index (CPI).  True, CPI hasn’t 
shown large absolute increases, 
which caused many folks mistakenly 
to conclude the US has not had an 
inflation problem.  What would 
CPI have been if the Fed had not 
printed money at an average annual 
growth rate of 7.1% from 1971-
2007?  CPI averaged 4.7% growth 
during the same period, based on 
St. Louis Fed data.  That growth 
differential suggests that the change 
in CPI would have been negative 
during some periods, were it not for 
the monetary intervention.  In other 
words, Americans would probably 
have experienced a reduced cost 
of living--i.e., lower CPI--were it 
not for the monetary stimulus that 
occurred.  That prices would naturally 
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have declined is good, and is logical 
amid the enormous efficiency gains 
society experienced as a result of 
global trade and higher productivity 
during the past 20 years.  Has the 
US had inflation?  I always respond, 
“relative to what?”  Relative to what 
Americans’ cost of living would have 
been without monetary intervention 
during the past 20+ years, yes, the US 
has already had an inflation problem.

LMR:  Following up on that, 
many economists from both the 
left and the right are calling upon 
Fed chair Ben Bernanke to engage 
in more “quantitative 
easing.” They want him to 
buy up trillions of dollars 
of assets, particularly 
long-term Treasury 
bonds, in order to bring 
down long-term interest 
rates. In their view, there 
is no possible downside 
to this—those are 
literally Paul Krugman’s 
words on the issue. But 
haven’t you’ve done 
some work on corporate 
pensions, which seem not 
be included in Krugman’s 
model of the economy?

CL:  Interest rate 
stimulus erodes the solvency of the 
defined-benefit pension system.  
Artificially low interest rates are 
the reason we see pension stories 
in the news these days, and yet few 
commentators point to Fed policy as 
the cause.  We estimate the average 
S&P 500 pension plan was 75% 
funded at June 30, 2010, which was 
a multi-decade low.  Last year, S&P 
500 companies contributed a record 
$68 billion to their pension plans, 
and yet pension funding levels are 
worse today because interest rates 
are even lower.

Interest rates impact the pension 

system because when interest rates 
decline, the present value of future 
pension liabilities goes up.  Suppose 
a company granted a pension benefit 
worth $1.00 in 2000.  Today that 
benefit would be worth $1.32, 
solely because interest rates dropped 
since then.  A 32% cost overrun 
would naturally cause problems for 
businesses.  Conversely, employees 
who vested in that pension in 2000 
received a windfall.  Most companies 
set aside money to cover the accrual 
to their pension liability every year.  
But even if a company fully funded 

its 2000 accrual, for example, its 
assets returned only 22% since 
2000 (based on the average S&P 
500 company’s pension portfolio).  
So the company’s pension would 
hold only $1.22 of assets to cover 
obligations worth $1.32.  Hence, 
the well-meaning company in our 
example still ended up with $0.10 
of debt on its books, even though 
it fully funded its pension accrual 
upfront.

Monetary stimulus has imposed 
several unintended consequences on 
the pension system.  Its effect on 
interest rates is the main reason why 

many companies have moved from 
offering defined-benefit plans to 
defined-contribution (401(k)-type) 
plans.  It raises intergenerational 
fairness issues, particularly for 
pensions in financial distress 
situations.  It also poses existential 
risks to heavily pension-exposed 
companies, especially if rates stay 
too low for many more years.  

LMR: This issue of matching 
the duration of assets and liabilities 
is crucial in both banking and 
insurance.  Can you contrast the 
risk management challenges these 

institutions face, when 
managing their balance 
sheets?

CL:  For banks and 
insurance companies, 
the biggest challenge 
is that the duration of 
their balance sheets 
can change, sometimes 
unexpectedly.  [Ed. 
note: Duration is a 
common formula used 
to measure the effect 
that a change in interest 
rates will have on the 
total market value of 
a collection of assets.] 
On the asset side of the 

balance sheet, duration can shrink 
when loans and investments pre-
pay or default, for example.  On the 
liability side of the balance sheet, 
changes in duration tend to be 
caused by such “extreme tail” events 
as a bank run or a flu pandemic for a 
life insurance company, for example.  
A sudden shock in interest rates 
can also cause duration mismatches 
between assets and liabilities, if not 
properly managed.

Matching the duration of assets 
and liabilities is crucial to the success 
of any business--not just banking 
and insurance.  The longer duration 

Interest rate 
stimulus erodes 

the solvency of the 
defined-benefit 
pension system.  
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the business, the greater the risk of 
losses if assets and liabilities are not 
well-matched, since mismatches 
can turn into liquidity problems.  
Every business has an inherent term 
structure to its cash flows.  Some 
businesses turn their inventories 
over in just days; others do it only 
once every few years, including, for 
example, banking, insurance and 
very capital-intensive businesses like 
mining exploration and industrial 
equipment manufacturing.

This relates to the most valuable 
contribution of Austrian economists 
Ludwig von Mises and Friedrich 
Hayek to economic theory--their 
capital theory.  Term structure 
matters.  Time is money.  

LMR:  Some observers such as 
David Goldman of the Asia Times 
have lately warned that insurance 
companies are very exposed to the 
financial markets.  Can you compare 
the general risk exposure of banks to 
life insurers?  More specifically, how 
does the concept of leverage apply to 
banks versus life insurers?

CL:  The inherent risk to any 
leveraged financial institution is 
illiquidity -- a “run on the bank” in 
which customers withdraw funds 
faster than the financial institution 
can liquidate its assets to pay claims.  
This situation is inherently more 
likely to happen to a traditional bank 
than to a life insurance company.  In 
simple terms, traditional banks take 
in customer deposits and lend them 
to borrowers.  While customers 
can withdraw most bank deposits 
on demand, almost no borrowers 
owe loan repayment on demand -- 
consequently, banks are inherently 
exposed to classic “run on the bank” 
risk.  By contrast, the main “run on the 
bank” scenario that a life insurance 
company could face is a large-scale 
mortality event, such a flu pandemic, 

in which it settles its death claims 
for much higher current cost than it 
anticipated.  Thankfully, large-scale 
mortality events are rare!  The last 
major pandemic to hit the US was 
the Spanish flu in 1918.  So while 
bank failures happen with some 
regularity--most of them small--no 
US life insurer has failed because of 
a “run on the bank” mortality loss.

It is true that life insurance 
companies invest predominantly 
in securities and thus participate 
in the financial markets.  It is also 
true that the few life insurance 
companies that did fail historically 
did so because of investment 
losses.  The two most prominent 
life insurance company failures--
Executive Life Insurance Company 
and Mutual Benefit Life Insurance 
Company in 1991--happened after 
the burst of the bubbles in the real 
estate and “junk bond” markets 
of the late 1980s, causing losses in 
the insurers’ investment portfolios.  
Yet regulations enacted in response 
to those failures mandated that 
insurers take less investment risk, 
and therefore use lower balance 
sheet leverage.  Additionally, the 
funding models of insurers and 
banks are also quite different, as 
Carlos Lara and you have pointed 
out in your book, How Privatized 
Banking Really Works.  Even if 
a life insurer becomes insolvent 
because of investment losses, it can 
probably stay in business for quite 
some time--since it can stay liquid 
as its customers continue to pay 
premiums and its good investments 
continue to generate cash flow.  

LMR: Can you leave us with 
your final thoughts on the general 
outlook for the economy, as well as 
the likely fortunes of the insurance 
sector? 

CL: Structural issues will hang 

over the economy for the next several 
years, impeding its ability to heal the 
damage caused by the credit bubble.  
Although GDP was roughly flat 
from 2007-2009, a broader measure 
of economic activity--total economy 
expenditures--dropped 16.4% 
during the same period.  The 16.4% 
decline probably better captures the 
magnitude of this recession than that 
of the flat GDP results.  Business 
investment is a key to boosting total 
economy expenditures.  Although 
it has started to recover, business 
investment dropped 30% from 
2007-09 so it has a long way to go.  
Sluggish business investment is the 
key reason why unemployment is so 
high.  GDP data simply mask these 
underlying dynamics.  That is why 
there is such a disconnect between 
economists, who tend to focus on 
GDP and have been more upbeat, 
and folks in the heartland, who are 
experiencing a deeper slowdown.  
After all, it is easy to make 
GDP grow simply by increasing 
government spending, which is 
roughly 20% of GDP.  Growing 
government spending does not help 
the economy, even though it boosts 
the GDP figures.  

 In our latest corporate 
strategy presentation, “Structural 
Issues and Your 5-Year Plan,” we 
conclude the range of potential 
economic outcomes is wide.  We 
encourage our corporate clients to 
build into their scenario planning 
a range of low-probability, high-
severity stress levels, so that they 
understand how such scenarios 
will impact them and can plan in 
advance.  The life insurance industry 
has performed this type of stress 
analysis for years, and it has served 
the industry fairly well.
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own business.  Take the time to know how 
you can become a privatized banker of your 
money and create a platform for financial 
success you don’t often (actually never) hear 
about from the “experts” on cable news and 
radio.  You are going to make a difference 
for your family for generations if you create 
and maintain your own private bank.  Private 
financing can be your reality in a relatively 
short time.  Go to usatrustonline.com/store  and 
get the both of these books to learn how now. 
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