What Bubble?
Do you remember the old inner tubes for tires? As they got a little worn out you had to be careful how much air you pumped into them. At some point you'd see a little bubble appear. That's when you knew you were in danger of having ... a blow-out.
Direct intervention into the capital markets by the government or pseudo government agencies ( Central banks ) is like an air pump and the economy is the inner tube. In the era of fiat currency and aggressive intervention in the capital markets  many bubbles can start to appear. One of the biggest, most dangerous bubbles has begun to get out of control. The credit market bubble is the mother of all bubbles. If this one pops there will be a major blow-out of epic proportions on a global scale. There are many other bubbles, some new and others that have already popped.

Let's take a look at the bubble in the housing market. Many people say there is no bubble in the housing market. They believe that the market is merely enjoying a new surge in popularity tied to lower interest rates. Just because prices on homes have been going up over 20% a year in certain markets does not suggest a bubble. We merely have a short term imbalance between supply and demand. Today, we enjoy the lowest mortgage rates in 50 years. Anybody that can spell their name properly can qualify for a mortgage in the 'new era'. One would think with the cost of money being at record lows and mountains of new cash sloshing around in the banking system consumers would be using the proceeds from the record number of re-fi's to pare debt and rebuild savings. That doesn't seem to be happening. Read this article from Reuters.

Friday, June 20, 2003
REUTERS
NEW YORK — U.S. mortgages in foreclosure climbed to a record high in the first three months of 2003 as job losses and personal bankruptcies forced more people out of their homes, a mortgage industry group said Friday.
Home loans in the process of foreclosure climbed to 1.2 percent of all mortgages in the first quarter, beating the previous high of 1.18 percent set in the fourth quarter of 2002, the Mortgage Bankers Association of America  said. Mortgages entering the foreclosure process rose in the quarter to 0.37 percent from 0.35 percent in the fourth quarter. The per30 days overdue -- slipped to 4.52 percent from 4.53 percent in the fourth quarter.
The housing market has been a pillar of strength for a sluggish U.S. economy. Ultra-low interest rates have fueled record home sales and an unprecedented mortgage refinancing boom that has freed up billions of dollars in cash for consumers to pay down debt, save or spend. While benefiting from low borrowing costs not seen in more than four decades, Americans have been straining to meet their mortgage payments and credit card bills. Until the economy improves and companies hire again, more Americans will default on their debt, and if defaults increase, this will hamper economic growth, economists say.
We are going to examine the housing bubble which is merely a component of the bigger credit bubble, but, nonetheless can do some tremendous damage to our economy if interest rates were to suddenly reverse direction.

 THESE ARE MERELY MY THOUGHTS AND HAVE NO BASIS IN FACT. I'm just constructing a scenario based upon the limited information I've been able to absorb. I tell you this in hopes that some of you will do some homework and provide some of the other pieces to the puzzle.

The ultimate result of shielding men from the effects of folly is to fill the world with fools. 

Herbert Spencer 

 The easiest way to study the impact of central bank actions on our economy is to study the yield on 30 year Treasury Bonds. Way back in the Clinton era, while Bill and Monica were playing with cigars and other toys, the boys at the Treasury started talking with the boys at the Fed and determined that interest rates at the long end of the yield curve were dampening prospects for economic growth. Mr G had managed to bail out the banking industry back in the early 90's, but, the hangover from the Gulf War was still creating a drag on economic growth. A weak economy and lower tax revenues were creating problems for many government budgets and social programs. The bond market vigilantes were still overly concerned with inflation. Aggressively lowering rates would be viewed as inflationary and be highlighted immediately in the Gold market. This would be damaging to the Dollar, so a very complex strategy needed to be put in motion in order to stimulate growth. 

That's when the government suddenly discovered that it had been calculating inflation the wrong way all these years. Do you remember when the rules of the game were changed? One day we have inflation...and the next day it's gone! Naturally social security and other government disbursements, which were all tied to the rate of inflation had to be adjusted downward. After all, benefit increases tied to the inflation rate were a mistake as there was no inflation under the new methods of analysis. Yes it's true, an automobile that sells for $25,000.00 today, that sold for $10,000.00 seven years ago does not represent inflation because there are productivity and technology enhancements built in. You are paying over 100% more, but, you are getting that nifty radio and power windows so therefore, on a value basis, you are actually getting more for less and there is no inflation. That's the language George Orwell called "DoubleSpeak".

 While this new revelation was being absorbed by the masses some strange things were happening in the Gold markets. It seemed like all central banks were dumping gold. Gold had suddenly lost it's glimmer. Gold prices continued to decline. If one were to use gold prices as a measure of inflation... lower gold prices implied no inflation...right?( Those that have been following claims and litigation over a rigged Gold market no doubt heard a bullion bank state that they were acting under Fed authorization recently ).
 Under the 'new and improved' methods of analysis we were informed that inflation was no where near as bad as we had imagined. Then, out of nowhere,we were informed that issuance of 30 year Treasury Bonds would be gradually phased out. Gradually, over time, as the new ideas and methods for accounting were introduced, market players began to accept them and redesign strategies around the 'new' economic reality. In short, business as usual.

How use doth breed a habit in a man. 

William Shakespeare 

 NOW THE PLAN WAS UNDER MOTION. The gold market was under control, measures of inflation were now able to be moved in the right direction and 30 Year Treasury Bonds were becoming a valuable and scarce instrument. As investors scrambled to buy these instruments, the prices rose and the yields moved lower. No more Bond vigilantes, no more Gold market hassles and no more inflation. IT WAS TIME TO CRANK UP THE PRINTING PRESSES. Big Al and his gang were in complete control. They could now compensate for any "headwind" or "tailwinds" that affected the economy.

Money does not change the sickness, only the symptoms. 

John Steinbeck (1902 - 1968), The Winter of our Discontent 

From late 1995 to early 2000 the Fed pumped in lots of hot air ( funny money ) into the tire tube. We had another banking crisis, we had a blow out in Orange County California,  we had another blow out with Long Term Capital Management, we had the Asian Contagion, we had the Y2K scare and on and on. That hot air sloshing around in the banking system started creating some bubbles in the tire tube. It was getting over inflated and the air rushed to the stress points. In economic terms the capital, the surplus dollars, flood into economic sectors that offer the best leverage and return for the deal makers ( investment bankers), arbitrageurs and speculators. We end up getting insurance companies, pension funds, banks and a host of other players and speculators all chasing after the same few crumbs of extra yield on their borrowed ( leveraged )capital. 

The risk is rationalized with a slew of exotic derivatives designed to limit downside exposure, but, it would appear that nobody really understands the extent of their liabilities. That's why Orange County California nearly went bankrupt several years ago.. The price of goat hair in Peru, linked to the forward price of rubber, matched off against the inverse floaters of last year and subordinated debt on three condo projects in Brazil mixed with a plan to capture the yield between Euro's and the yuan is used to cover ( hedge ) the 8 billion dollar exposure. In theory it all works out the right way. Long Term Capital Management were wizards on theory. In reality they almost took down the entire banking system. Theory and reality don't always match up and that's when "Big Al" and his boys step in to patch the bubble and pump in a little more hot air. Remember those articles on moral hazard? What's the risk if you know Big Brother and the FED will bail you out whenever the #^%$ hits the fan? Sure the little players will lose their life savings, but, the institutions that orchestrated the mess ... must survive because there is always another deal to be made.

Most of the bubbles are not noticed by the public. The bubble in NASDAQ was a little more obvious to the public because many of them wiped out their life savings when that bubble finally burst. This brings us back to the housing bubble. Go and look at a weekly chart of NASDAQ from 1996 through 2000. You'll see the bubble. Now I want you to study the chart below. The red plot is the average yield ( interest rate ) on 30 year Treasury Bonds going back a few years. The scale showing average mixed yield for all priced to maturity is on the left.

 Study that plot and you can see when Mr. Greenspan and Mr. Rubin put their plan into action. For those that have the time and patience you can go back and match Fed repo activity, permanent additions, rate cuts and so forth. Go back and study actions in the gold market as well and you'll begin to see a pattern. Hedgers and Bullion banks were pushing gold prices lower even though the FED was expanding the money supply and lowering rates. The government told us that there was no inflation and the supply of 30 year Treasury bonds was shrinking forcing prices higher and yields lower. The cost of money was cut in half as the money supply was  quickly expanded.  As rates were lowered and more air was pumped into the inner tube money began to pour into those sectors of the economy that offered the greatest leverage and the quickest potential profits. Paper was King during the late 1990's and by 1999 there was a bubble forming in the stock market.

In order to address the "irrational exuberance" the  FED began to aggressively raise rates and let out some air from the tire ( shrink the money supply ). They apparently went a little too far and instead of toning down the enthusiasm for stocks they created a crash. It was if somebody pulled the rug out from the stock market revealing a hole in the floor and everybody fell down the hole. Nasdaq and tech stocks in particular nearly evaporated in a few short months. Naturally NASDAQ brought the other markets down with it and we were looking at an economic calamity as trillions of dollars evaporated. Banks had been lending money based upon ridiculous earnings forecasts and super inflated share values. As many company's capitalization was cut in half, or worse, the banks were overexposed and missing hard assets to cover their liabilities. Billion dollar liabilities were popping up all through the banking system as creditors were lining up to file bankruptcy. Over at the FED the comment was YIKES, I guess we went a little too far that time. It was time to crank up the printing press once again and start pumping air back into the tube. One rate cut after another and a money supply growing at 9%, but, the economy was still not responding like it should have. OK, let's turn it up to the max. That's when the FED as much as stated their intentions to keep interest rates down as low as possible and pump as much air into the tube as possible in order to reinflate the economy.

The black plot is the share price of CTX one of the largest home builders in the country. When the FED and Treasury started running the printing press 24 hours a day and announced their intentions to the world the tire tube was once again getting over inflated. Surplus capital flows to sectors where the easiest and quickest scores can be made. It takes time for capital to filter through the entire system. It takes time for companies to pay down bad debt and slowly start to rebuild their business. The ample supply of surplus capital provided by the FED is, once again, not going to the sectors of the economy that need help. It's flowing into areas were there is a fast and easy gain. Look at the share price of CTX over the last 6 months. Look at the yields on the long bonds. ARE YOU STARTING TO SEE THE BUBBLE?

CTX is only a small component in a much bigger bubble. There is no inflation yet the median price on a single family home is quickly approaching $200,000.00 nation wide. Obviously in some real estate markets $200,000.00 barely covers the cost of the garage. How is it that we can have a record number of bankruptcies being filed, a record number of home foreclosures, a high unemployment rate and a very weak economy while there is a boom in the housing industry?

It can happen because we have a massive credit bubble. A bubble of such gigantic proportions that the chart of CTX looks like a fly on the wall. The FED has control over the banking system, but, the credit markets have changed over the last 10 years. They have morphed into something beyond the control of the FED. No doubt you've read about some of the problems with Freddie Mac and Fannie Mae recently. Many of you are familiar with mortgaged backed securities. Institutional players are now following the WalMart plan. They bundle the paper with a small markup, take a servicing fee and sell it off into the secondary markets. It's not about credit quality anymore. It's all about volume. Take a small piece and go for big volume. We now have a machine that is quickly running out of control.

 As a group we need to examine this bubble very carefully. I don't wish to sound like a vulture, but, we are capitalists and we are looking for ways to exploit aberrations in the capital markets. We need to think this whole thing through very carefully because at some point in the not too distant future there will be a major event that will trigger a massive realignment of capital around the globe. That means there will be some very dramatic swings in a number of key markets. I'm not kidding when I tell you that this will be a once in a lifetime opportunity. Are we smart enough to figure this out? Your feedback is needed now.
WDH
