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A s Paul Kasriel, Director 
of Economic Research at The 
Northern Trust Company, 
said recently, “Greenspan is 
a fascinating study. Some 
day I hope to write a book 
about him. Right now I am 
willing to say he is the lucki-
est Federal Reserve chair-
man in history.” This com-
ment was an answer to a 
question concerning his stew-
ardship of the nation’s central 
bank. When asked, “How 
so?” he answered, “He was 
fortunate in two big ways. 
First off, he was fortunate to 
preside over the economy at 
a time when productivity was 
soaring and the global supply 
of goods was expanding rap-
idly because China had en-
tered the world trading arena. 
In that environment, the Fed 
could create large amounts of 
money and credit without 
causing inflation other than in 
asset prices.” 
 
A brief review of the last 25 
years or so, we believe, will 
be beneficial to all who have 
an interest in the economy 
and more importantly the 
trend of future financial mar-
kets. As you know, it is our 
opinion that financial markets 
reflect the economic funda-
mentals in the long term. Dur-
ing shorter periods of time, 
the markets reflect day-to-day 

news as interpreted by the 
consensus of market partici-
pants. This consensus then 
has a huge dose of normal 
human behavioral traits which 
unfortunately has mostly 
been wrong, particularly at 
critical turning points. The 
1980’s had three important 
public policy events that influ-
enced greatly today’s condi-
tions. First of all, Fed Chair-
man Paul Volker came in to 
replace a series of inept 
chairmen that followed Tru-
man appointee Paul Martin. 
Volker absolutely brought in-
flation to a halt as measured 
by the various price indices. 
In so doing, the early 80’s ex-
perienced a very severe re-
cession which resulted in the 
oil patch and mortgage lend-
ers going through the ringer. 
Various interest rates were in 
double digits, some in the low 
20’s. Next, a new tax law in 
1986 led to the demise of the 
savings and loan industry 
along with many large real 
estate developers. By this 
time in 1990-91, Greenspan 
had come upon the scene 
and bailed out the remaining 
financial institutions that had-
n’t gone broke by that time. 
This was done by lowering 
the Federal Funds rate to 3%, 
drastically lowering the cost 
of funds to the banks, which 
allowed them to restore their 
depleted capital accounts, as 

their margins went from 1% 
to 3%. Remember, the differ-
ence between the above is 
not 2%, but 200%! 
 
The 1990’s began with a very 
mild recession which was fol-
lowed by a quite weak recov-
ery and expansion. It ap-
peared as if a recession was 
about to commence again in 
1995; however, this also coin-
cided with the productivity ex-
plosion in high tech. All of 
these events made for benign 
use of monetary stimuli and 
low interest rates through 
most of the 1990’s. Inflation 
remained under check in 
prices but not in asset values. 
The excesses of the Fed first 
went to the stock market and 
then later in the 2000’s to 
housing and other real estate 
venues. If you recall in the 
early 2000’s, the Fed took the 
federal funds rate to 1%, 
rates not seen since the 
Great Depression of the 
1930’s. 
 
So here’s the rub in our opin-
ion. The banks today have 
62% of their assets in real es-
tate loans, primarily mortgage 
loans. It is the greatest hous-
ing bubble in the history of 
the world. The reason? For 
15 years the Fed managed 
interest rates in order to 
make the banking industry 
strong, and once again ag-
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gressive as they were in 
the 1960’s and 70’s (this 
is at least one of the rea-
sons). Their thinking 
(again in our opinion) was 
to keep the economy 
growing as China and In-
dia were, and still are, hol-
lowing out our manufac-
turing industries as well as 
middle management em-
ployees of all kinds. The 
consequence of all these 
factors brings us to where 
we are today after their 
latest move to raise short-
term rates. This is the 
cause for the abrupt halt 
to the housing bubble. We 
do believe that although 
their stated cause for this 
upward move was to stop 
goods and services infla-
tion before it started, the 
real reason was their reali-
zation that the inflation in 
assets values were out of 
control. They knew full 
well that throughout his-
tory, all bubbles burst, and 
the aftermath can be se-
vere, a la Japan in the 
1990’s and the U.S. in the 
1930’s. 
 
Today the consumer is 
over-indebted in relation 
to his income. He by far is 
the weakest link of the 
economic sectors. The 
problem is government 
spending is notoriously in-
efficient and corporate 
spending amounts to pri-
marily buying back their 
own stock. This creates 
no jobs and the consumer 
on an income basis is 
broke! His balance sheet 
looks good now, but it too 
will become weak if this 
housing  break becomes 
as bad as we think likely. 

The new player in the eco-
nomic sectors now, of 
course, is the financial 
community. As you recall, 
earlier and historically the 
three sectors have been 
the consumer, corporate, 
and government sectors. 
The financial sector was 
always separate and func-
tioned as a distributor of 
credit to what we have al-
ways called the real econ-
omy. That–for better or for 
worse–is no longer the 
case. The year 2006 will 
go down in history as the 
greatest merger and ac-
quisitions period ever. It 
eclipses the year 2000. 
Maybe it’s a part of the 
transition from a manufac-
turing economy to service 
that has necessitated the 
financial people becoming 
a big time participant in 
the “new” real economy. 
While all this change is 
taking place, we are to 
Asia what England was to 
us during the late 1800’s 
through the 1920’s. The 
problem, however, is we 
have heavily indebted the 
consumer to keep him 
spending and, through 
mergers and acquisitions, 
are in the process of in-
creasing the debts of our 
corporate sector. 
 
The government, as al-
ways, remains in debt. We 
have said it before but say 
it again–we do not under-
stand why more investors 
are not concerned about 
debt. It’s up to our collec-
tive necks now, and when 
it gets up to our eyeballs, 
it’s all over. 
 
 

History is fine, but where 
are we now and what do 
we see for the future? The 
consumer is the key. Li-
quidity has been in abun-
dance for the consumer to 
continue to finance his 
purchases through using 
m o r t g a g e  m a r k e t 
“innovations”. These so-
called innovations allowed 
almost anyone who was 
still breathing to finance a 
new home and/or with-
draw funds from an older 
one whose value had in-
creased. It now appears 
that this is over. If it is, 
then the consumer is star-
ing the proverbial wall in 
the face. Merger and ac-
quisition activity, it ap-
pears, will be the only 
source of money, and it 
will go only to a select few 
stockholders which have 
been doing much better 
over the last few years 
than anyone else. The 
Wal-Mart consumer group 
is left out, and we are see-
ing that reflected in Wal-
Mart’s sales. Also, merger 
and acquisitions activity 
will cut the workforce even 
more as jobs are elimi-
nated. Not a pretty picture 
for the average consumer. 
 
The question then be-
comes, will further easing 
by the Fed, which we ex-
pect before too long, once 
again bail out the weakest 
sector link (this time the 
consumer)? If not, we are 
in a peck of trouble! 
 
Being one that tends to 
beat a dead horse to 
death, Central Plains Ad-
visors, Inc., through the 
eyes and hand of Piscata-
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qua Research Inc.’s 
Stephen Church, returns 
again to the housing area 
for the critical input to the 
outlook for the economy. 
The following is the sum-
mary of his latest piece, 
“The Consumer Crunch: 
December 2006 Update.”  
 
Is the Party Over on New 
Year’s? 
 
Summary: American con-
sumers are out of cash; up 
to their eyeballs in debt; 
and figuring out that they 
are being played for fools. 
Will New Year’s resolu-
tions to stop spending be 
the “line in the sand”? 
Since liquidity continues 
to drop to new lows, we 
see no other real choice. 
 
Our September, 2006 up-
date showed that we had 
reached Step 5 of our eco-
nomic process. Based on 
current information, we 
have advanced to Step 6. 
Our housing bubble analy-
sis shows that Step 6 will 
be a multi-year process of 
diminishing real residen-
tial investment. 
 
The Federal Reserve ap-
pears to be finishing 2006 
on a 5-month monetary 
stimulation binge. Stocks 
and bonds are responding 
to the stimulation in a 
classic manner. Unlike 
2001 through 2003, con-
sumer liquidity is still de-
clining in spite of the 
stimulation. 
 

We expect the Federal Re-
serve will be even more 
aggressive in 2007 as they 
try to reliquify households. 
We expect falling con-
sumer liquidity will force 
much lower corporate 
profits. 2007 should be an 
economically interesting 
year. Our suggestion: take 
your gains on long Treas-
uries! 
 
The only change we 
would make is his sugges-
tion–we believe it should 
read, “Our suggestion: 
Take your gains on less 
than A rated long bonds, 
but most of all common 
stocks.” 
 
To better understand his 
analysis of the housing 
bubble and how it has 
worked through the eco-
nomic chain of events to 
obliterate financially the 
consumer, please read 
carefully the following. 
Note that M-1 refers to pri-
marily checking accounts, 
and M-2 refers to primarily 
checking and savings ac-
counts. Again, we would 
change the final sentence 
to: “We could get defla-
tion, recession, or both”. 
 
The Economic Process 
 
In our paper, “Real Estate 
and Money Supply”, we 
outlined the economic tra-
jectory that the U.S. econ-
omy is likely to follow. 
This section describes that 
process and is integrated 
with our updated eco-
nomic analysis. 
 

Current information indi-
cates that we have pro-
gressed to Step 6 of our 
economic process. The 
process follows: 
 
Step 1: The Federal Re-
serve raises interest rates 
and begins effecting the 
willingness and ability of 
consumers to access their 
back-up liquidity: home 
equity loans. This piece 
began in summer of 2004. 
 
Step 2: Consumers allow 
M-1 growth to stagnate 
instead of accessing home 
equity loans to maintain 
liquidity. M-1 growth 
reached 0% in November, 
2004. Since November, 
2004, M-1 is nearly un-
changed. 
 
Step 3: Liquidity becomes 
more dependent on mort-
gage refinancing. Con-
sumers recognize that the 
best way to increase short-
term liquidity is by con-
trolling large purchases 
based upon their access to 
long-term financing. The 
sales fluctuations in the 
auto industry have shown 
this view to be correct. 
 
Step 4: Existing home re-
sales moderate as con-
sumer liquidity remains 
under pressure. New home 
sales remain strong. Since 
home resales generate M-
2 and new home sales de-
plete M-2, this step is the 
critical step. Home resales 
peaked in June through 
November, 2005. 
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Step 5: Existing home re-
sales decline. Home re-
sales are now clearly de-
clining. October informa-
tion shows home resales 
down 11.5% from 2005. 
Median home resale 
prices are now down 3.5% 
from 2005. 
 
M-2 mortgage-related ac-
counts have been near 0% 
growth on a year-over-
year basis since the end of 
September. M-2, itself, has 
declined to under 5% 
growth on a year-over-
year basis. 
 
Step 6: New home sales 
and remodeling decline. 
This step is now happen-
ing. New permits and 
home starts have declined 
28%. New homes under 
construction have declined 
6%. New homes completed 
have only declined 1%. 
New home sale prices 
have been flat during most 
of 2006. Builders are in a 
race to complete and clear 
existing inventories as new 
home sales fell 25% na-
tionally during October. 
 
We have progressed to 
Step 6 of this consumer 
cash flow driven process. 
Now, we will learn 
whether a Step 6 slow-
down leads to a recession 
or not. 
 
 

In our paper, “Recipe for 
a Depression”, we esti-
mated the National In-
come and Product Ac-
counts for the 1920’s. We 
showed that residential 
construction declined sig-
nificantly from 1928 to 
1929. Non-residential con-
struction lagged approxi-
mately a year behind fal-
ling residential construc-
tion. 
 
It is possible that a similar 
economic process is al-
ready at work in 2006. If 
we had to benchmark the 
process, we would com-
pare our current status to 
approximately June, 1929. 
We have three data points 
that seem comparable: fal-
ling residential invest-
ment, peaking non-
residential investment, and 
rising auto inventories. 
 
Our current economic 
guesstimates show that the 
4th quarter of 2006 will be 
low but positive. Based on 
the aggressive inversion of 
the yield curve during the 
fourth quarter, new mort-
gage debt generation 
should be sufficient to 
maintain consumer spend-
ing into December. 
 
In the best case for 2007, 
we barely avoid the reces-
sion that we are now ap-
proaching. In the worst 
case, the Federal Reserve 

fails to maintain debt flow 
to the consumer and 75% 
of the economy achieves a 
net negative growth rate. 
We could get inflation, re-
cession, or both. 
 
There you have it. We 
thought a year ago the 
consumer was “out of 
gas.” We were wrong as 
the financial industries’ 
various “give away” mort-
gage programs were just 
gearing up. Old fashioned 
bankers would never have 
done what these seem-
ingly bright young com-
puter literate ivy league 
MBAs introduced to the 
lending marketplace. Is it 
possible the world has 
passed us by in our belief 
that one should adhere to 
reasonable lending stan-
dards? Yes it is, but don’t 
count on it. 

 Information contained in this commentary is based upon information obtained from sources both external and internal which 
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contained in this commentary may not be reproduced in any form without written permission from Central Plains Advisors, Inc.
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