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*****Hyperinflation will begin in China and destroy the dollar***** 

by Eric deCarbonnel
The conventional wisdom on China is dead wrong. Specifically, there is a widespread belief, as expressed by Goldman Sachs, that "China will keep the yuan trading within a narrow range in 2009 due concerns about exporters." Worse still, others are even predicting that China will devalue its currency! The sheer wishful thinking is astounding! The idea that "China will keep the dollar peg to help its exporters" ranks all the way up there with "Housing prices always go up" and "You can spend your way to prosperity".

THERE ARE NO FREE LUNCHES

If you have learned nothing else in the last year and a half, you should have learned that if something sounds too good to be true, that is because it IS too good to be true. The media overwhelmingly presents China's dollar peg as a win-win situation: Americans get cheap imports and low interest rates while China gets a strong manufacturing sector. While commentators do sometimes debates whether China will keep lending us money forever, they never talk about the REAL problem with the dollar peg.

Below is a chart which shows how China's dollar peg works. See if you can spot the downside that the media never seems to mention.






The US's trade deficit requires China to print money!

The little discussed downside of the dollar peg is all the money China has to print to maintain it. China's Central Bank puts the extra dollars it receives from its trade surplus into its growing foreign reserves and then prints yuan to pay Chinese exporters. This results in an increase in China's base money supply by an amount equal to the increase in its foreign exchange reserves. While China's ability to keep accumulating US reserves is endless, its ability to keep its money supply under control is not.

The true threat to the dollar peg

If there is one development which could force China to drop its dollar peg, it is out of control inflation. Rampant inflation would result in millions of citizens starving and would create widespread social unrest. Keeping food prices low is a matter of political survival for Chinese authorities. So, facing the choice between losing their grip on power and losing the dollar peg, they will not hesitate for a second to sacrifice the dollar to save their own skin.
So far China been able to contain inflation, but…

In recent years, China has been able to contain the inflationary effects of its trade surplus by soaking up or "sterilizing" [sterilization/sequestration is becoming the key concept in the fiat currency race to the bottom. –FNC] all the extra liquidity (printed yuan). These sterilization efforts mostly involved:

A) Raising the reserve requirements of commercial banks. In essence, the PBOC (People's Bank of China) prints money to fund its trade surplus and then increases the amount of yuan banks have to keep as reserves at the Central bank, preventing the printed cash from reaching the economy. As of May of last year, commercial banks' reserve requirements were at 16.5 percent

B) Selling RMB-denominated sterilization bills. The state owned and controlled banking system has been forced to absorb the majority of these bills. As of May of last year, the value of sterilization bills reached 10 percent of bank deposits.

Taken together, these two steps have immobilized roughly 26.5 percent of Chinese commercial banks' deposits. This shows the magnitude China has had to intervene so far, as the value of sterilization instruments outstanding has been increasing at roughly the same rate as its foreign reserves.

PBC Foreign Reserves and Sterilization Instruments (US$ Billions)




While China has been able to contain inflation to single digits for the last decade, that is about to change. All economic forces are aligning in China for a surge in inflation.

1) China has abandoned its sterilization operations

Currently, the PBOC has abandoned its sterilization efforts all together:

A) The PBOC has lowered reserve requirements by 2 percentage point for China's big banks and by 4 percentage point for all other banks.

B) The PBOC has scaled back sterilization efforts by reducing liquidity-draining three-month and 52-week bill sales from once a week to once every two weeks. As a result of these decreasing sales, the clearing house for China's interbank bond market expects PBOC's 2009 bill issues to be down over 70%, which will increase the Chinese base money supply by 2 trillion yuan.

These actions signify that the PBOC has ceased sterilizing its currency interventions and is focusing on (imaginary) deflation risks. A flood of cash has been unleashed, and a tsunami of pent-up inflation will soon hit China.

2) China is running record trade surpluses

China's imports are crashing much faster than its exports. In December, Chinese imports fell 21.3% while exports fell only 2.8%. As a result, China has been running record trade surpluses these last three months: $35 billion, $40 billion, and 39 billion.

The reason for China's surplus is obvious when you think about it. Consider the following list of goods a country can exports and ask yourself what would hold up best during a severe global economic downturn.

*** Commodities (Oil, gas, steel, etc)
*** Capital goods (Airplanes, Caterpillars, Machinery for new factories, Machinery for new mining/oil exploration projects, etc)
*** Durable goods (SUVs, CARs, appliances, business equipment, electronic equipment, home furnishings, etc)
*** Luxury goods (brand name products, designer clothing, artwork, etc...)
*** Cheap consumer goods (everything you buy at Wal-Mart)

The answer is that the demand for cheap consumer goods will hold up better than anything else. This can easily be seen in the retail sales this holiday shopping season. Wal-Mart, which imports 70% of its products from China, was the only retail to post a year-on-year increase in sales. So while the world economy might be imploding spectacularly, demand for Wal-Mart's cheap Chinese goods is holding up quite well. The implications of this is that while China's exports will fall, they will fall less than those of any other country.

The current trade surplus is still completely unsustainable. If China's continues running a 40 billion dollar trade surplus all year, its base money supply will double by the end of 2009. Also, since China has halted the appreciation of the yuan, its trade surplus is unlikely to shrink as demand for cheap consumer goods is set to remain strong.

3) The Chinese economy will shrink in 2009

Consistently amazing economic growth is the biggest factor which has helped China contain inflation. Inflation happens when the money supply is growing faster than the economy, and china's economy has been growing fast. This economic growth has helped absorb the enormous quantities of yuan that have been printed to support the dollar. However, this will change in 2009. Due to falling global demand, China's economy is set for zero, if not negative, growth which will remove a significant mitigating force against inflation and amplify the inflationary impact of China's printing press.

Side note: China's economic strength is underestimated

It is important to note that, while economic growth will go probably go negative, China's economy will not crash. The strength of the Chinese economy is widely underestimate in the media today. In addition to the resilient worldwide demand for its cheap consumer goods, China is also benefiting for import substitution at home. This is why imports to China are falling so fast: Chinese are switching to cheap domestic product instead of expensive foreign imports. So while there has been a sharp drop in Chinese demand for big-ticket brands (Dior, Chanel, Hermes, etc…) and others luxury items, knock-offs and other cheap goods are still flying off the shelves. Chinese consumers are downshifting, but they are still spending strong, as reflected by the 21% year-over-year growth in 2008.

However, despite China's strong fundamentals, the current worldwide downturn is too strong for it to escape. The worldwide financial carnage is so severe that even the demand for cheap consumer goods will decrease. As a result, while China may outperform every country on Earth, its economy will still suffer in 2009.

4) Deflation in China would be too good to be true

China has been in a constant war with the inflation caused by the dollar peg. Economic growth and sterilization operations alone have not been enough to absorb the growing liquidity, and China has been forced to turn to ever more drastic steps in its efforts to contain inflation. These stifling policy measures together with its sterilization efforts have enormously suppressed domestic demand and have distracting the government from developing key services enjoyed by other developed nations. This suppressed domestic demand has also distorted China's economy, as reflected by the undersized service sector, and has lowered the quality of life for Chinese citizens.

Chinese financial repression and market socialism

In its losing battle with inflation, China has adopted stifling policy measures to suppress domestic demand and keep prices down:

(these are only a few of the anti-inflation measures China has adopted)

A) Strict price controls. (ie: Large wholesalers must seek central government approval if they want to raise prices by 6 percent within the space of 10 days or by 10 percent within a month.)
B) Credit ceilings. (limits on how much commercial banks can lend)
C) Floors on lending rates and ceilings on deposit rates
D) Strict rules governing lending decisions
E) Tight land purchase and lending requirements
F) Direct government intervention to limited expansion in certain industries (ie: aluminum, steel, autos and textiles sectors in 2004)
G) Penalty taxes on anyone buying and selling real estate in a short period of time.
H) Forcing local government to cut back spending by delaying approval of their investment projects
I) High sales taxes.
J) Etc...

Suppressed domestic demand has distorted China's economy

The distortions caused by sterilization operations and stifling policy measures are best seen when comparing China's and the US's economy:

A) US home buyers get tax incentives VS Chinese home buyers get tax penalties
B) US gets artificially low interest rates VS China's artificially high interest rates
C) US's "service economy" VS China's "service-less economy"
D) Etc…

In the US, the overvalued dollar and easy credit environment have caused the service sector to become oversized, artificially raising America's standard of living. In contrast, China's suppressed domestic demand has led its service sector to become undersized, artificially decreasing its standard of living.

Focus on inflation has lead to a lack of key government services

With Chinese authorities sidetracked by their export oriented focus and battle with overheating, the development of key government services enjoyed by other developed nations has been neglected. As a result, Chinese citizens' lack of social security, free education, and available consumer credit, which has forced them to save far more than their Western counterparts, leaving them with less disposable income.

Deflation would be a godsend to China

Chinese authorities must be thrilled about the prospect of fighting deflation instead of inflation. Fighting deflation would allow China to:

A) Scale back its increasingly costly sterilization efforts.
B) Lower interest rates.
C) Get rid of all the controls which are distorting domestic property markets.
D) Promote consumer spending without worrying about the inflationary impact.
E) Develop a comprehensive social security net.
F) Increase funding of public education.
E) Accelerate the development of a system to rate people's credit.
F) Encourage growth in underdeveloped domestic sectors (housing, health care, education, entertainment, etc)
G) Etc…

Most of the steps above are already being taken by Chinese authorities. Unfortunately, there are no free lunches. The possibility that China can maintain a highly inflationary currency peg, reverse years of anti-inflation policies, release a flood of sterilized yuan back into circulation, and go on a Western-style stimulus/bailout binge without experiencing double digit inflation is zero.

5) No deleveraging

There is no chance of real deflation happening in China. None. The Strength of China's Banking System makes it impossible.

A) Apart from Bank of China, Chinese banks have little exposure to overseas debt. So, although toxic US securities were sold to banks around the world, China's capital controls protected its banking system from America's bad debt

B) As a side effect of the country's sterilization operations, 26.5 percent of Chinese commercial banks' deposits were placed with the central bank last year (reserve requirements and forced underwriting of PBOC bills).

C) Unlike Western banks, who have been enjoying a credit bonanza for decades, Chinese banks have only recently gotten into the credit game, after years of being ridiculed for being overly cash-centric. Because of this late entry, Chinese banks completely missed the subprime party.

D) China is also in the enviable position of being one of the few countries which doesn't need to deleverage. While Western banks were going insane with high leverage and off-balance sheet financial vehicles, Chinese banks were doing the opposite, as can be seen on the chart below (from Tao Wang of UBS).




E) China has been waging a war against NPLs (non-performing loans) in the last few years. For example, with heavy penalties having been imposed on bank managers responsible for new NPLs, Chinese banks have become much more concerned about the loan safety than profitability. This battle again NPLs has paid off. As of September 30, 2008, nonperforming loans totaled only 2 percent for Chinese banks, compared to the 2.3 percent for FDIC-insured banks in the US. Loan loss provisions have also improved substantially, with provisions of Chinese banks amounting to an impressive 123 percent of their NPLs.

F) Finally, China's money supply itself is underleveraged when compared to the rest of the world. For example, the US's M2 to M1 ratio is 65% higher than China's. The Chinese M2 to GDP ratio is also more 160 percent, perhaps, the highest in the world.

When considering the strength of Chinese Banks and underlying strength of China's economy, no debt deflation is possible.

If there is no chance of deflation, then why is China's cpi slowing down?

There are three main reasons for the slowdown in China's cpi:

A) The bursting of the commodity bubble. Because of speculator dominated futures markets in the US, commodity prices were boosted to artificial level going into the summer of 2008. As these inflated commodity prices fell back down to Earth, they caused a temporary worldwide slowdown in inflation.

B) In the second half of the year, deleveraging and hedge fund redemption caused the outflow of a large amount of hot money from China. This outflow temporary depressed asset prices.

C) The unwinding of the commodity bubble spread deflation fears worldwide and caused the velocity of money to drop.

6) Deflation fears are paralyzing China's money supply

"deflation fears" have slowed the Chinese money supply to a crawl. While they are still spending, Chinese consumers are delaying big purchases and downshifting to discount stores. Businesses are strapped for cash, and scared Chinese banks are dumping riskier borrowers, like credit-card holders. China is experiencing one of the brief deflationary periods which typically precede hyperinflation.

Deflation fears in China also provide the perfect example of how a slowdown in the "velocity of money" and makes prices fall. Right now, Chinese banks are hoarding cash and delaying payments on personal credit cards. Only a year ago, most banks paid credit-card transactions in 14 days, but now merchants are having to have to wait 20, 40 or even 90 days to get paid. With lenders making credit-card transactions as unattractive as possible, many merchants are refusing to take credit cards from Chinese consumers. Think about that for a second, all that purchasing power from Chinese credit cards wiped out due to nothing but fear itself.

The important point to note about the price deflation caused by the deflation fears is that it will reverse sharply once inflation picks up. Banks will begin paying credit cards normally, and merchants will start accepting them again. The enormous amount of purchasing power which disappeared will reappear just as suddenly, causing a wild jump in inflation. 

7) Sterilization operations have become a loss generating ventures

Until last year, China's sterilization operations had been profitable, since the rate of interest that Beijing earned on foreign exchange reserves (mainly US Treasuries) had been higher than the rates it was paying on its yuan-denominated sterilization bills at home. However, now that the fed has lowered US interest rates to zero for the foreseeable future, China's dollar peg has become a loss-making policy. When inflation hits china and interest rates rise again, China's losses from its currency sterilization will become staggering.

8) China likely to attract a flood of hot money in 2009

China has had a problem with hot money inflows in the past, and those problems are likely to get worse this year. Hot money refers to the money that flows regularly between financial markets in search for the highest short term interest rates possible. This hot money has found ways around China's capital controls and flows freely in and out of China to the authorities great frustration.

When hot money flows into china, it forces the PBOC to print money the same way as the trade surplus does. At the beginning of last year, these hot money inflows were one of China's biggest problems, bringing inflation up to 8.6 despite the authorities best efforts. The country's hot money problem ended temporarily with the bursting of the commodity bubble.

In the second half of last year, deflation fears and hedge fund deleveraging cause much of this hot money to leave China and seek the "safety" of US treasuries. This small exodus is what is responsible for the brief fall in China's foreign reserves. However, the outflow of hot money from China has ended, and it now looks set to reverse.

In the next month or so, rising inflation will start pushing up Chinese interest rates at a time when central banks around the world have set their rates at or near zero. Since the entire world knows that the yuan is undervalued, these higher rates will make China the most attractive destination on Earth for those seeking safe high yielding interest rates, and the hot money problem will return with a vengeance.

9) Chinese authorities are pulling out all the stops

Chinese authorities are pulling out all the stops to get the country back on track. In order to prop up economic growth, Chinese authorities have:

A) Raised tax rebates for exporters of everything from high-tech and electronic products (motorcycles, sewing machines and robots, etc) to some rubber and wood products.
B) scraped export taxes for some steel products, aluminum, rice, wheat, flour and fertilizers
C) Cut the lock-up period beyond which people can resell their property without paying a business tax from five years to two years.
D) scraped the urban property tax for foreign firms and individuals
E) Allowed people to buy second homes on the same preferential terms normally reserved for first time buyers.
F) Announced plan to spend 900 billion yuan over three years to build affordable housing
G) Cut the deed tax payable by first-time buyers of homes smaller than 90 sq m is to 1 percent.
H) Announced measures such as cash subsidies and tax cuts to encourage home purchases
I) Announced plans for a 4 trillion yuan (586 billion) stimulus package to boost domestic demand through 2010.
J) Announced plans to invest 5 trillion yuan roads, waterways and ports in the next three to five years (over 2 trillion yuan more than originally planned).
K) Approved 2 trillion yuan for railway investment
M) Announced a tax break for public infrastructure projects.
N) Abolished the 5 percent withholding tax on interest income.
O) Scraped the 0.1 percent tax on purchases of equities.
P) Instructed Central Huijin (a government investment arm) to buy shares of listed Chinese firms.
Q) Encouraged state-owned firms to buy back shares.
R) Raised minimum grain purchase prices by 15 percent
S) Approved landmark reforms that give peasants the right to lease or transfer their land-use rights
T) Issued a stimulus package for its auto sector, including a tax cut
U) Set a price floor for air tickets
V) Handed out cash gifts to brighten the mood before the Chinese New Year
W) Etc...

10) Banks are flooding the economy with new loans

Chinese authorities are pushing banks to extend credit and help fight "deflation". To encourage this money supply growth and new lending, the PBOC (the People's Bank Of China) has halted sterilization operations and has cut the benchmark one-year lending rate by 2.16 percent and the deposit rate by 1.89 percent. Also, as part of these efforts, Chinese officials are reversing decades of financial repression and freeing up their banking system.

As China lifts restrictions on lending, banks are flooding the economy with new loans. Credit ceilings under which commercial banks have been operating have now been removed, and credit controls have been relaxed to give banks more leeway in making lending decisions. Chinese lenders will now be able to restructure loans and adjust the types and maturities of debt. Banks are being pressured to use this new financial freedom to "promote and consolidate the expansion of consumer credit".

In addition to stimulating consumption, credit constraints are being relaxed to give loan access to small and medium privately owned businesses, which have until now been mostly shut out of credit by the state-owned financial system. As part of this effort and in order to help banks overcome their deflation fears, China has said it will tolerate more bad debt. This step is particularly significant, as the heavy penalties imposed for the creation of new non-performing loans has been a big restraint on credit expansion.

Finally, the commitment of Chinese authorities to fight deflation is so great that regulators have stated they will support the sale and securitization of loans. I repeat, China is moving towards securitization of loans! The adoption of securitization holds the potential to enormously accelerate money supply growth.

China's efforts to boost lending are working. In December, China's M2 money and loan growth soared. Just look at the graph of Chinese money supply growth below.




Does it look like China is headed towards deflation to you? (this chart will become much scarier once January's numbers are added in)

Conclusion

I view hyperinflation in China as absolutely guaranteed. Zero doubt. China is dismantling all the measures it has put in place over the years to fight inflation. It is dropping restrictions on purchasing property, eliminating price controls, getting rid of loan quotas, lowering interest rates, ceasing its sterilization efforts, etc… It is also pulling out all the stops to boost government spending and new loan creation.

Meanwhile, China's 40 billion dollar trade surplus means that its base money supply looks set to double in 2009. There is also the fact that China's money supply is frozen due to cash hoarding and will cause inflation to increase when it accelerates. Finally, the commodity bubble has finished bursting, and China's economy looks set to shrink.

Every economic factor in China suggests an enormous wave of hyperinflation will begin early this year. While I have written about the threats facing the dollar, this will be the event that finally ends the US's borrowing binge and destroys our currency.

Hyperinflation in China will be a monumental event

Because China makes most of the world cheap consumer goods, it will export its hyperinflation around the world. This means that no fiat/paper currencies will survive this with its purchasing power intact. Some will lose all value (dollar) while others will survive while experiencing a loss of purchasing power (yuan, euro, yen, etc...). The only money that will retain its full value in the face of Chinese hyperinflation is gold. 
China will sink the dollar to save the yuan

Once hyperinflation kicks into gear, Chinese authorities will find it impossible to bring it under control without sacrificing the dollar. Since hyperinflation would hurt Chinese exporters as much as losing their US exports, China will face a clear cut decision. By dumping the dollar peg and selling its USD holdings, China will help contain domestic inflation in many ways:

1) China will no longer be printing massive quantities of yuan to support the dollar.
2) By selling dollars in exchange for yuan, China will be able to take those yuan out of circulation, shrinking its monetary base.
3) Since the yuan will strengthen enormously again foreign currencies, Chinese exports will fall and that means there will be a lot more goods available for domestic consumption.
4) Since the yuan will be stronger against foreign currencies like the dollar, Chinese imports will rise. That means cheaper commodity prices across the board.
5) Dropping the dollar peg will make the yuan a major reserve currency. That means lower interests rates in China as foreign central banks build up yuan reserves.

Those expecting deflation are in for a surprise

Western nations who are lowering interest rate very sharply, without fearing inflation, are mainly concentrating on the domestic dynamics of their economies and the value of their currency. My bet is that no one is even considering the possibility that inflation could be imported from China, and, when cheap Chinese imports stop being cheap anymore, it will catch everybody completely by surprise. 
Posted by Eric deCarbonnel at 6:24 PM Delicious 7 
email 

 HYPERLINK "javascript:window.print()" Print this post 

Labels: China Currency_Collapse Gold Key_Entries Trade_Deficit Wall_Street_Meltdown 
70 Comments: 
Dr. Gullapalli said... 
Hello Sir,
It is really a good article.
This will be the definitely the course of dollar and yuan.
China will definitely dump the peg system to escape out from domestic trouble in future.
The unprecedented dollar printing to bail out financial system and the economy will create hugely excess dollars than never before.
This will compound china problem and deflation will be converted in to hyperinflation due to to overcorrection!!!
Very good and Keep it up..
January 19, 2009 12:23 AM 
Michael Shedlock said... 
Some decent ideas but a ludicrous conclusion.

"Hyperinflation in China will be a monumental event

Because China makes most of the world cheap consumer goods, it will export its hyperinflation around the world. This means that no fiat/paper currencies will survive this with its purchasing power intact. Some will lose all value (dollar) while others will only survive but experience a loss of purchasing power (yuan, euro, yen, etc...). "

What an amazingly ridiculous conclsion. If there was hyperinflation in China it would be the Yuan that goes to zero, not the dollar. Just like Zimbabwe. 

There is absolutely no mechanism by which China can cause hyperinflation in the US, no matter how much China prints or does not print. 

The article seems to be written with a pre-ordained conclusion even though no case was made for it in any of the preceding points.

Mish
January 19, 2009 3:31 AM 
Eric deCarbonnel said... 
Hi Mish,


"There is absolutely no mechanism by which China can cause hyperinflation in the US, no matter how much China prints or does not print."

I have to respectfully disagree. China does have a mechanism capable of effecting prices in the US. As the US's biggest supplier of consumer goods, Chinese exporters will have to pass on their rising costs or go out of business, which means either Wal-Mart shelves will either be empty or prices will go up.

Inflation is China's next export


In the simplest of terms, the price of goods depends on the balance between supply and demand. For example, when the demand for goods rises (ie: the money supply expands), the price of goods rise. 

Hyperinflation in the US will come from the supply side. When China depegs and the dollar's purchasing power crashes, imports into the US will dry up. This means the supply of goods in the US will suddenly shrink dramatically while the demand for goods remains roughly the same. With the same amount of money chasing far fewer goods, prices in the US will soar.


PS: Loved your entry on Unsold Car Images From Around The World
January 19, 2009 4:33 AM 
Anonymous said... 
Mish's comment is so ironic. Funny that he complains someone else has a pre-ordained conclusion after all the deflation garbage he has been posting for years.

Understand this Mish. 
1. China has inflation
2. China drops their dollar peg to end their inflation.
3. The Yuan strengthens as China allows it to float.
4. Prices are Walmart rise drastically as Chinese imports become more expensive.

Thats how the inflation gets transmitted here.
January 19, 2009 4:35 AM 
Eric deCarbonnel said... 
"If there was hyperinflation in China it would be the Yuan that goes to zero, not the dollar. Just like Zimbabwe."

Except that China has over 2 trillion US reserves, and the reason central banks hold foreign reserves is so they have assets to sell off to defend their currencies. At the very least, if hyperinflation starts in China, we can expect:

1) China to stop accumulating reserves
2) China to sell its existing reserves until it either runs out or stabilizes its currency.

I personnally believe that the idea that China will be selling off its reserves would create a panic out of the dollar.
January 19, 2009 4:48 AM 
petkov said... 
Ho hum. Very long article, lost interest half way through. 
Yet another the "sky is falling article"/ "the dollar will collapse in value" article. As I said, ho hum.

People have been predicting the dollar's fall for a few years now and it hasn't happened. Nobody wants the dollar to fall, the Chinese don't want that either otherewise who will they sell all that junk (they make) to? USA is STILL the biggest market in the world. 
Second and MORE important, you conveniently forget to mention that the dollar is a perto [petro] dollar, I.E. is it being supported by the sale or oil and gas in the world. NO other world currency enjoys this added value. Even if the Chinese dump the peg which I actually agree with you that they will do, the dollar will still survive due to the tiny fact that ALL gas/oil is sold in dollars. Sure the dollar WILL lose some value eventually as all fiat currencies do; but collapse, no because that will make all other fiat currencies collapse too. and NOBODY want to see that happen.
January 19, 2009 4:54 AM 
Anonymous said... 
what's ludicrous is Mish. Nothing but deflation mantra from him and if anyone works backwards it would be him. And stubborn as a mule.
January 19, 2009 5:05 AM 
Dave said... 
Excellent analysis! Mish's comment is disappointingly arrogant.

Dave - Erstwhile Urban Wanderer
January 19, 2009 6:22 AM 
sobers said... 
Interesting analysis. Rather ruined by the blatent gold plug at the end tho.........
January 19, 2009 6:37 AM 
probin said... 
I disagree by about 70%, i notice the pains that the original writer goes to, to explain how china will not suffer any deflation I'm afraid the numbers do not support this assumption, and furthermore contradict the assumption, the list of reforms are clearly a move against the obvious drop off of export demand to a type of social market with stimulus for domestic demand i.e China will turn to nationalist domestic consumption and be happy at 3 to 4 percent growth they will do this and try to expand the middle class, as you correctly said, but the summation at the end shows your (in my opinion 70% flawed) motive for the original assumption.
January 19, 2009 7:49 AM 
Mudar said... 
Dear Sir;

I highly appreciate your analytical efforts in this article, and I would like to hear more from you in the same context; added to it the Petro-Dollar relation.

Many thanks

Mudar M Dudin
January 19, 2009 8:03 AM 
Michael Shedlock said... 
Except that China has over 2 trillion US reserves, and the reason central banks hold foreign reserves is so they have assets to sell off to defend their currencies. At the very least, if hyperinflation starts in China, we can expect:

1) China to stop accumulating reserves
2) China to sell its existing reserves until it either runs out or stabilizes its currency.

I personnally believe that the idea that China will be selling off its reserves would create a panic out of the dollar.

China would dump treasuries to buy what? RMB? From who? It's not as if the RMB is a freely floating currency. 

Buy Euros? Why?

The fact of the matter is China needs to hold those reserves because it is very fearful of capital flight (hot money) out of China.

And even if that was not the case, no country would go dumping a position like that. It would hurt China as well. Perhaps they get rid of them over time or more likely just stop buying more.

Neither of those would cause hyperinflation.

But lets go one step more and suggest that China dumps them all in mass. And the US takes them all back.

Is $2 Trillion going to cause hyperinflation? I think not. Hyperinflation is like Zimbawe.

Zimbabwe has a $100 trillion note. It will buy 15 loaves of bread. That is hyperinflation.

All this talk of hyperinflation is simply loony. 

Credit is being destroyed in the US, UK, and China at an amazing pace. It would take a couple trillion in printing just to offset that.

Look at action in the US and Europe. Banks are for the most part refusing to lend. Banks are hoarding cash because the destruction of their balance sheet is immense.

If the do lend, the credit will go to credit heaven. Hardly inflationary.

We are in deflation now. It is here and now. There is no debate on deflation except how long it lasts.

Most never saw it coming, and nothing China does is going to drive the world into hyperinflation. It is silliness. 

Sadly there were some other good point made that were worth considering.

The leapfrog to hyperinflation at the end makes no sense.

Mish
January 19, 2009 8:28 AM 
dashxdr said... 
I'm not sure if I can accept the term "Hyperinflation" as applied to China's situation.

I think the general conclusion you're trying to make (Eric) is that China will try to maintain a dollar peg until they really, really start suffering (hyperinflation). Then out of desparation they'll abandon the dollar peg and decouple and their own middle class will be able to pick up the purchasing (ala Peter Schiff's thesis).

I can buy into all that, except I don't believe China will actually suffer a bout of hyperinflation along the way. They'll get high inflation, but not hyperinflation. Hyperinflation is something else, a complete collapse in confidence in a currency. China will merely get quickly rising prices (in Yuan). That will cause enough anger that they'll have to drop the dollar peg.

Hyperinflation in the USA is guaranteed, as far as I'm concerned. The US government simply cannot cut spending anywhere. Declining tax base, declining productive base, constant expenditures, endless bailouts -- they'll print dollars to keep the empire going. Confidence in the dollar will collapse worldwide, and dollars will pour back home, and hyperinflation will take off.

This is a good thing, though. The US empire is evil. Look at what's going on in the Gaza strip. Israel couldn't do this crap if they weren't supported by the US.

It's time to move past empires.

Incidentally I stopped reading Mish when it was clear he insanely buys into the deflation camp. Deflation, "Cash is king!" in a fiat currency situation? Insane. All deflation/falling prices is merely short term. [As deCarbonnel argues here.]
January 19, 2009 8:28 AM 
Anonymous said... 
Congratulations Eric, to have the great defaltionist Mish Shedlock comment on your blog is quite impressive (shows hard work pays off) even if he critiqued your idea.

We forget the events of this summer before this great deleveraging period took hold. China was actually experiencing rapid inflation and was aggresively fighting it buy tightening fiscal measures (restricting real estate sales, increasing bank reserve requirements etc.) China was having inflation due to their dollar holdings and it was brought out into the open by the rapid rise of oil.

Oil was the canary in the coal mine even before gold (the gold to oil ratio skewed heavily to the oil side ) which triggered significant inflation world wide due to both the widespread use of oil and the widespread use of the dollar to represent oil. 

That was a "shot accross the bow" of this impending inflationary depression that is to say a decrease in paper asset value with an increase in the value of "real stuff" like food, energy etc. Whats so confusing is that commodities are in a correction of a long term secular bull market and equities are in a bear market period. The deleveraging unwind that caused a correction in both markets will stabalize, with a continue on the upside for real stuff and a static to slight increase in value of paper asset. In dollar terms this will be dramatic in time. 

This was both predictable and predicted. Its a phase and the next chapter is inflationary once we hit the depressed level of equities. 

Now as far as Chinese goods go. When the world which uses dollars as an international exchange with petrol as the backstop realizes that we're a bunch of irresponsible children with our currency they will devise a work around, believe you me. If they dont, we will continue to inflate till we're using exponents to express values. We don't have that kind of world wide goodwill to carry that out.

I think all deflationists (Sorry Mish) suffer from a naive perception that people will act responsibly if given unlimited power ie. foreign currency reserve status. 

China will export inflation only to people who don't have the goods to trade. The Saudis won't see alot of Chinese inflation, in fact they'll probably have lower prices due to not having to go through a middle man ie. dollar to buy Chinese goods.

So remember folks, the blinders are coming off, the matrix is unwinding. The world once they take the "red pill" will never look at the dollar the same way again.
January 19, 2009 9:08 AM 
Anonymous said... 
Did anyone catch that the Middle East is looking to create their own currency and they have sped up the process recently? If that happens, the USD will no longer be the oil currency. With the yaun unpegged, it will no longer be the default trade currency either. How would that affect the yuan, the USD and the new MiddleEastern currency. I am also interested to know if the new gulf currency will be pegged to gold.
January 19, 2009 9:38 AM 
dashxdr said... 
Any return to a gold-backed currency must follow a near universal loss in confidence of fiat/paper currencies.

It can't be accomplished without the pain of hyperinflation. Only pain and fear of pain motivates people. Hunger is pain too.

Ride it out in precious metals! It's only a matter of time.
January 19, 2009 10:29 AM 
Wensheng Wang said... 
Thx for the article. I agree with you on most of your points. But when you say "hyperinflation", you obviously use the term differently than most poeple.
http://en.wikipedia.org/wiki/Hyperinflation
The examples of hyperinflation are Zimbabve today, Weimar Republic in 1923, Argentina in 1980. In the case of Argetina, the mildest of 3, 1 1992 peso = 100,000,000,000 pre-1983 pesos.
January 19, 2009 10:59 AM 
steve said... 
Impressive article, needs a bit of proof-reading though.
January 19, 2009 12:57 PM 
riemann_sphere said... 
Why would exporters have to pass on their domestic inflation to foreign customers.

In fact they would be best off sitting on their foreign currency receipts as that would be an inflation hedge.

Even if high inflation were to materialize in China the Chinese government has ample tools to reign [rein] it in and no reason not to do so.

In western societies on the other hand the debt burden is the main problem with the governments being the biggest debtors.

They have every incentive to engineer inflation (to the detriment of responsible savors),
all the tools to do it and now even the fear of deflation as an intellectual backup.
January 19, 2009 1:46 PM 
Eric deCarbonnel said... 
Hi Mish,

"China would dump treasuries to buy what? RMB?"

Yes, it would buy RMB. By selling dollars in exchange for yuan, China can shrink its base money supply by taking those yuan out of circulation.

"From who?" 

China doesn't need to buy yuan directly. It can buy hard assets using dollars (gold, silver, steel, oil, coal, etc...) and then sell those assets domestically. This would lower domestic commodity prices (helping fight inflation), and China would be able to take the yuan it receives from the sales out of circulation, shrinking the money supply.

"It's not as if the RMB is a freely floating currency." 

Agreed, China will have to float its currency before it begins selling off its reserves. On that note, China made the yuan an international currency over Christmas, and is quickly moving towards settling international trades in yuan.

By the time inflation hits the double digits, China will not have that far to go to make the yuan a freely floating currency.

"Buy Euros? Why?" 

Yes, China will probably buy Euro too. Here is a very key point, letting the yuan float doesn't mean that all of China's exports will disappear, only those to the US and other nations whose currency doesn't appreciate against the dollar.

For example, let's say China lets the yuan float, and the dollar's value against the yuan decreases by half. If China then moves a significant portion of its reserves into euros, the dollar's value against the euro could also fall by half. In this case, the yuan's value against the euro would not change significantly, and the dollar would fall against both currencies. This would prevent a drastic decline in exports to Europe.

Why would China move its reserve into Euros? Because the euro zone is running a small trade surplus as of right now, making the currency's fundamentals much stronger than the dollar.

"The fact of the matter is China needs to hold those reserves because it is very fearful of capital flight (hot money) out of China." 

That may be the case right now, because the world is worried about deflation. However, after prices at discounters around the world start rising because of Chinese inflation, global concerns will switch from deflation to inflation, and the risks of hot money outflows from China will diminish.

Also, when inflation start rising above 20%, I believe there will be a fair amount of panic among the Chinese authorities. Fears of capital flight will be overwhelmed by this panic about inflation.


"And even if that was not the case, no country would go dumping a position like that. It would hurt China as well. Perhaps they get rid of them over time or more likely just stop buying more." 

I agree that would be best, and I believe it is what Chinese authorities are currently planning on doing (ie: get rid of them over time or more likely just stop buying more). However, if Chinese inflation starts getting out of control, Chinese authorities could panic and opt for a disorderly exit from the dollar to save their currency.




"But lets go one step more and suggest that China dumps them all in mass. And the US takes them all back.

Is $2 Trillion going to cause hyperinflation? I think not." 

If China does dumps treasuries in mass, the fed will face the choice between:

1) Allowing treasuries to crash, which would cause runs on banks. It would then have to print trillions to make good on FDIC guaranties
2) Print trillions to buy treasuries

Either way, trillions get printed.

Also, if China does dumps treasuries in mass, other nations are like to follow suit, especially oil producers like Saudi Arabia. Saudi Arabia needs to spend heavily domestically to keep its population happy and to quiet call for democratic reform. With oil prices having crashed, it is running trade/budget deficit, which it plans to fund by selling off its US reserves. So although Saudi Arabia has a close relationship with the US, its very survival depends on the purchasing power of its foreign reserves, and, if China does dumps treasuries in mass, it will also sell off its dollar holdings to protect that purchasing power. 


"Hyperinflation is like Zimbawe.

Zimbabwe has a $100 trillion note. It will buy 15 loaves of bread. That is hyperinflation.

All this talk of hyperinflation is simply loony.

"Credit is being destroyed in the US, UK, and China at an amazing pace." 

I agree that credit is being destroyed at an amazing pace, but a shrinking money supply doesn't guarantee deflation. The money supply is only half of the supply VS demand equation behind prices.

"It would take a couple trillion in printing just to offset that." 

As I mentioned above, if China does dumps treasuries in mass, the fed will be forced to do just that (print a couple of trillion)

"Look at action in the US and Europe. Banks are for the most part refusing to lend. Banks are hoarding cash because the destruction of their balance sheet is immense.

If the do lend, the credit will go to credit heaven. Hardly inflationary.

We are in deflation now. It is here and now. There is no debate on deflation except how long it lasts." 

I agree that US and Europe are in deflation now, for the reasons you outline. What we are debating here is the timeline of the current period of deflation. My opinion is that we are reaching the end of this period.

"Most never saw it coming, and nothing China does is going to drive the world into hyperinflation. It is silliness." 

Probably yes, it is silliness. That quote reflects my frustration with the constant talk of "months of deflation" which is dominating the media. For deflation to continue for any length of time, China would have to maintain its dollar peg at the current, while somehow containing domestic inflation. I don't believe this is possible.

"Sadly there were some other good point made that were worth considering." 

Thank you, I think.

"The leapfrog to hyperinflation at the end makes no sense." 

I assume you mean the leap to US hyperinflation. The case for hyperinflation in China is pretty strong.

I must admit I didn't spend enough time writing about why hyperinflation in China would result in hyperinflation in the US. However, the fact remains that rising cost in China will have to get passed on to US consumers or Chinese exporters will go out of business (which would reduce the supply of consumer goods in the US, also causing upward pressure on prices). So while there is an enormous amount of credit destruction going on (shrinking money supply), the US's lack of manufacturing, especially in consumer goods, could result in the supply of consumer goods falling even faster. 

Prices are set by supply and demand. I urge you to consider the supply side of this equation when evaluating where prices are going in the US.
January 19, 2009 2:34 PM 
Robert said... 
I've been wondering about something..

In the Japanese deflation scenario Japanese savers were investing all their savings outside of Japan and that was what sustained their deflation after all the banks had been bailed out. The savers kept moving money out of the country undermining the central bank's efforts to inflate the monetary base.

Is there evidence for anything like this starting to happen in the US? Are large numbers of Americans buying foreign assets or otherwise moving all their savings out of the US dollar? I'd guess at the moment most people have little or no savings to invest..
January 19, 2009 3:07 PM 
John Law said... 
Interesting article with a lot of food for thought in it. I have a slight disagreement with the conclusion that the author draws. China may hold the trigger to world wide hyperinflation but they are not going to be the cause of it. The USA and the Fed have most definately destroyed the dollar already. China has been absorbing US Dollars and hiding that fact. There will come a day that they will no longer be able to function as the main dollar sink.
January 19, 2009 3:57 PM 
Eric deCarbonnel said... 
probin said... 
"I disagree by about 70%, i notice the pains that the original writer goes to, to explain how china will not suffer any deflation I'm afraid the numbers do not support this assumption" 

Which numbers are you referring to?

-------------------------

sobers said... 
"Interesting analysis. Rather ruined by the blatant gold plug at the end tho........." 

It has been my experience that if I write a piece about hyperinflation without mentioning gold, I get 5 to 10 panicked responses from people asking me what they should do to prepare. Rather than answering those questions every time, it is easier to do so once in the article, even if that means using a "blatant gold plug".

-------------------------

Mudar said... 
"I highly appreciate your analytical efforts in this article, and I would like to hear more from you in the same context; added to it the Petro-Dollar relation." 

Gulf nations are moving towards a single currency, possibly backed by gold, which will be called the Khaleeji. I believe we will be buying our oil in Khaleeji and our consumer goods in yuan in the near future.

-------------------------

dashxdr said... 
"I'm not sure if I can accept the term "Hyperinflation" as applied to China's situation.

I think the general conclusion you're trying to make (Eric) is that China will try to maintain a dollar peg until they really, really start suffering (hyperinflation). Then out of desparation they'll abandon the dollar peg and decouple and their own middle class will be able to pick up the purchasing (ala Peter Schiff's thesis)." 

Yes, that is the general conclusion I was trying to make. However, I do expect inflation in China to reach hyperinflation level (+50% annual inflation rate), even if it only last for a single month. It is this spike in inflation which will cause Chinese officials to panic and drop the dollar.
January 19, 2009 4:09 PM 
scott said... 
Great article! Don't let the hecklers get to you. You've done a fantastic job, and I think you're pretty much dead on. 

We're all in a big heap of trouble. It's gonna be mass inflation all around, thanks to a worldwide fiat currency scheme backed by the US dollar, US profligacy, and Asian mercantilism.

Why didn't China just import goods all these years instead of printing money and financing American profligacy? Why did the US let debt levels get out of hand? Why have we now backed it all with government guarantees? 

It didn't have to be this way. It's all very sad.
January 19, 2009 4:35 PM 
Michael Shedlock said... 
Eric thanks for your civil reply. Apologies offered for my earlier tone. 

I was on 3 hours sleep at the time of my reply and I also just happened to be listening to a shrill hyperinflationary rant from Schiff. 

Schiff's clients are reportedly down 40-70% because they believed his dollar is going to zero rant and put everything in foreign equities.  [Wow. That says more about Shedlock than about Schiff. –FNC]

I was reading your thoughts, thought they were interesting, then got to the end only to see a leapfrog to hyperinflation inflation in the US and flew off the handle.

Interestingly, I have on many occasions stated the RMB could crash if China floated it. That is not a prediction, just "a could". 

And if China tries to force the issue of jobs, moving people to cities when export demand is falling, and they print enough RMB to try it, yes in theory China could cause hyperinflation to itself.

The US of course could do the same to itself, again in theory, but I do not think either is likely in practice for many reasons.

However, I would agree with you that China is more likely than the US.

Look at the Ruble! Everyone was crowing over that not too long ago. Look at the Baltic states, a complete disaster.

While not hyperinflation, there is an enormous collapse in Baltic and Russia currencies while I listen to Schiff ranting about how bad the US is.

I actually congratulate you for looking at the situation from another perspective, although it sure did not come across that way with my comment.

BTW I am on 5 hours sleep for a second day here but hopefully this comes across much better.

Mish
January 19, 2009 4:59 PM 
Anonymous said... 
"I must admit I didn't spend enough time writing about why hyperinflation in China would result in hyperinflation in the US. However, the fact remains that rising cost in China will have to get passed on to US consumers or Chinese exporters will go out of business (which would reduce the supply of consumer goods in the US, also causing upward pressure on prices). So while there is an enormous amount of credit destruction going on (shrinking money supply), the US's lack of manufacturing, especially in consumer goods, could result in the supply of consumer goods falling even faster. 

Prices are set by supply and demand. I urge you to consider the supply side of this equation when evaluating where prices are going in the US."

I think this is the most important aspect of proving hyperinflation is coming. US' enourmous dependence on foreign goods. So even if the money supply does not increase Zimbabwe style the large decrease in things to buy with the money we do have will have the same effect. But we very well may experience Zimbabwe style hyperinflation with the 1 quadrillion in derivatives that are deleveraging and being bailed out. I may be wrong about that, I'd like to know more about this 1 quadrillion in derivatives and how it effects the US dollar. But the point is China will stop sending us stuff. Only thing I'm confused of is why they will stop sending us stuff. Is it because we can't afford it because of all the deleveraging debt we have, leaving banks unable to lend causing sales to drop?, or is it because since they are no longer pegged to the US dollar they see no reason to send us stuff otherwise it would be like them sending us stuff for free? Anyway the key point is that if China decides to compensate for the decrease in exports by spurring domestic demand while keeping the peg on the US dollar, with the trillions the US needs to sell in US Treasuries to to stop this deleveraging mess(and isn't that the 1 quadrillion in derivatives that people were talking about?), if China keeps it's peg on the US dollar while financing these bailouts and buying all these US Treasuries(in the hundreds of trillions), it will take an enourmous amount of Yuan to convert and as the govt. is working on spurring domestic demand there is the great chance, I would say it's certain that lending will get out of hand and that enormously large reserves of Yuan will be used for allot of easy credit and that's where hyperinflation in China will be exposed. And like Eric said in order for the exporters to survive they will have to raise the price to compensate or go out of business and either of those results will lead to hyperinflation, either through a direct rise in price from the exporters or a rise in price that happens because of a decrease in supply.
January 19, 2009 6:31 PM 
Morganski said... 
Eric, it's truly a pleasure to see you adroitly and respectfully tackle Mish's points here in the comments. You're a young guy but a clearly wise beyond your years. 

I believe that the dialogue here will one day be renowned and considered an important turning point, where the deflationist camp began to realize that the temporary deflation period is coming to an end, because of the actions of other actors like China, and Russia (which is not nearly as much a basketcase as is commonly claimed - Putin has a quite a few tricks up his sleeve and may be ready to use them soon). Deflationist arguments that I've seen generally ignore these effects, which are so crucial when analyzing the economics of debtor nations. 
The rapid inflation in China may already be starting. My nanny's family in northeast China is reporting that they only get half to a third as much food as they used to get last year for their 200RMB regulary grocery bill, with the prices of pork, fish and produce skyrocketing. Food price inflation has been confirmed by another friend with family in Manchuria and on Hainan island. I haven't seen this in official statistics but I put much stock in anecdotal data as I am sure that the Chinese doctor their official stats.
January 19, 2009 6:55 PM 
Anonymous said... 
Eric, thank you for the great article. I am truly trying to understand what is going on in re this crisis, because I think such understanding is key to my economic survival. Inflation or deflation...Schiff vs Shedlock? This is an informative debate. Right now I am in the inflation camp, even though we have had price deflation for the last several months. So, I have been buying gold and silver, mainly silver, beginning in October.
I do note that, during the beginning phase of the Weimar hyperinflation, there was a bout of deflation, of duration about 9 months, before the mark made its final death plunge. Do any of you have analysis of that event? Thank you - Mark V.  [See   deCarbonnel’s other piece with diagram showing ‘brief’ Weimar deflation before hyperinflation.]

January 19, 2009 8:00 PM 
Michael Shedlock said... 
"I must admit I didn't spend enough time writing about why hyperinflation in China would result in hyperinflation in the US. However, the fact remains that rising cost in China will have to get passed on to US consumers or Chinese exporters will go out of business (which would reduce the supply of consumer goods in the US, also causing upward pressure on prices).

I am sorry but that simply makes no sense. The price China pays in RMB for goods (assuming China floats and the RMB crashes) simply cannot cause hyperinflation in the US. If the RMB crashes, the US$ by definition would rise massively in relation to the RMB as would every other currency on the planet. 

That is a simple statement of fact and it should be completely obvious. 

In Chinese hyperinflation, there would be a flight out of RMB into everything else, including US dollars by definition!

You propose that a flight out of RMB will cause hyperinflation elsewhere. It is patently false by the very definition of hyperinflation itself (a complete collapse in the value of the currency) and a rush to any other currency or tangible goods.

This should be perfectly obvious. And the reason you failed to tie it all together is because you can't. 

It is that simple.

Mish
January 19, 2009 8:33 PM 
Anonymous said... 
The thing is the worst deflation looks the more sure hyperinflation looks because if China realizes how broke we are and how much debt has to be paid off before lending can resume, they will turn to domestic demand in China to compensate and like i just said in the last anonymous comment, if China works on domestic demand while keeping it's dollar peg with the severity of the bailouts, China will have to print huge amounts of Yuan and with their new risk taking with lending it is certain those large amounts of Yuan will circulate in lending anc cause hyperinflation in China which will be transfered to the US either through exporters high prices or exporters going out of business and leaving the US with is miniscule manufacturing of consumer goods. And this is why there are people that say rising unemployment and hyperinflation are not mutually exclusive because of all the debt in the stock market, we could have a stock market crash, bank runs and still experience hyperinflation mainly because of our poor manufacturing sector and enormous dependence on foreign goods, foreign goods that would stop coming once the exporter realizes we are broke and can't pay for those goods.
January 19, 2009 8:44 PM 
Michael Shedlock said... 
China will have to print huge amounts of Yuan and with their new risk taking with lending it is certain those large amounts of Yuan will circulate in lending anc cause hyperinflation in China which will be transfered to the US either through exporters high prices or exporters going out of business and leaving the US with is miniscule manufacturing of consumer goods. [Anonymous said. (Shedlock just can’t seem to keep it together.) -FNC]

That is simply not the way it works! Why persists with such silliness. Weimar Germany did not export hyperinflation nor has hyperinflation anywhere in history ever been exported.

It does not work that way in either theory or practice yet you persist.

Quite amazing.
That is it.
I have had enough.
Believe what you want.
Mish
January 19, 2009 8:58 PM 
Anonymous said... 
Mish, I didn't write that last post. --Mark V. [One of the Anonymous s uncloaks.]
January 19, 2009 8:59 PM 
Anonymous said... 
Mish you make a good point, I thought about it. And I think I might have been reaching to prove that hyperinflation in the US was unavoidable. But here's something to think about, wouldn't the fact that the US' debt caused China's currency to collapse cause other countries to stay away from US's debt in order to avoid the same fate? In that way the US$ will be less attractive and will loose buyers.

On top of that by the time China has hyperinflated it would have accumulated allot of US dollars that it could sell off the way Eric explained to stabalize it's currency. Either way it doesn't look good for the US dollar. I don't think you want a nation who is hyperinflating to be holding your currency because that nation has all the reason to sell off your currency to stabalize theirs.
January 19, 2009 10:00 PM 
Eric deCarbonnel said... 
Hi Mish,

"I actually congratulate you for looking at the situation from another perspective, although it sure did not come across that way with my comment.

BTW I am on 5 hours sleep for a second day here but hopefully this comes across much better."

Thanks for the congratulations! Don't worry about your responses, I think we have both developed innate irritation with the other side's viewpoint in the deflation VS hyperinflation debate. Besides, I am familiar with experiencing a lack of sleep.


Anyway, I fear I may have done a bad job explaining myself, so here is my last attempt:

1) If China experiences hyperinflation, it will stop printing yuan to fund its trade surplus.
2) With no one funding the US's trade deficit with China, the US's trade account with China will balance itself. (the value of US imports from China will drop to equal value of exports to China) 
3) The balancing of the US trade deficit with China will cause a big drop in consumer imports to the US.
4) This shortage of consumer goods will drive up prices.

Do you agree that, if China stops printing money to finance its trade surplus, the US's trade account with China will balance itself? And, if not, why?
January 19, 2009 10:24 PM 
Eric deCarbonnel said... 
riemann_sphere said... 
Even if high inflation were to materialize in China the Chinese government has ample tools to reign it in and no reason not to do so.

Except that China is trying to promote domestic spending to get itself out of the current slump. All China's tools to fight inflation (higher interest rates, higher reserve requirements, lending quotas, price controls, etc) involve suppressing domestic demand. So when inflation hits, China is going to have to choose one of the two: keep the dollar peg or promote domestic spending. I believe they will choose to promote domestic spending, as this is a poor environment for an export oriented approach.

-------------------------

Anonymous said... 
I do note that, during the beginning phase of the Weimar hyperinflation, there was a bout of deflation, of duration about 9 months, before the mark made its final death plunge. Do any of you have analysis of that event? Thank you - Mark V.

Here you go:

How Deflation Creates Hyperinflation [ (It’s by deCarbonnel himself!)] 
January 19, 2009 11:15 PM 
Anonymous said... 
Eric:

Let me see if you agree with this explanation--

China is selling stuff to the US in exchange for dollars.
China is buying US Treasury securities with these dollars. Americans are happy to sell the Chinese these bonds, instead of making stuff to sell tho the Chinese.

But now, Americans have quit buying so much Chinese stuff. This means the Chinese do not have the dollars to buy more Treasury securities. So, the US government has lost a major buyer of its debt, just when it wants to run even higher government deficits. So the US government cannot fund its growing government deficit....unless the Federal Reserve, the government's lender of last resort, buys the new Treasury bonds. 

But, if the Fed buys the Treasury bonds, it has to create more dollars to do this. In this case, when these new dollars are spent by the government ("stimulus"), it will cause price inflation and a decline in the value of the dollar.

If the Chinese want to maintain their exports to the US as the dollar declines, they will have to devalue the yuan to match the dollar's decline in value. This will require the Chinese central bank to create more yuan.

In other words, it is impossible to both maintain the dollar-yuan peg, and also inflate the supply of dollars, without also inflating the supply of yuan. If we quit buying so much Chinese stuff, they have to quit buying so much American government debt in response, or the peg will fail.

You are saying the Chinese will let the peg fail, rather than inflating the supply of yuan.

--Mark V.
January 19, 2009 11:43 PM 
Anonymous said... 
Thank you, anonymous [It wasn’t from of the anonymous s.], for the link to the "Deflation leads to Hyperinflation" article. [Shit.  Half these guys haven’t read deCarbonnel’s sister article!! Nor anything else about Weimar, it almost seems.]

I quote from that article:
"In 1920, Germany experienced a deflationary collapse, with the average citizen finding it harder and harder to get enough money for necessities. Banks, short of money, could not honor checks, and businesses were strapped for cash to buy materials and meet payroll. Fearing a collapse that would throw millions of workers out on the street, the German government desperately printed money in an attempt to re-inflate the economy. During this period, despite the government's money printing, the mark actually gained in value against foreign currencies, so that prices of imported goods fell by some 50%."

This is precisely where we are today!

The Fed is creating trillions of dollars and distributing them to failing banks and other institutions, and these organizations are hoarding the newly created dollars. People are holding on to their cash because 1) they perceive times are hard, and they need a cushion, and 2) prices are falling, so they can get more for less if they defer spending till later.

But this psychology can, and will, change, if enough debt is retired and people begin to buy again (although not at the spending levels before the bubble burst). Then there will be no gain in deferring purchases, since prices will no longer be falling. In addition, if people fear that the government has created too much money, which could lead to inflation, this will also spur them to spend even more, creating a rush to get rid of dollars. This will be the turning point from price deflation to hyperinflation.

The government is loading the system now with the money that will come flooding out, when the psychology of the people changes.

--Mark V.
January 20, 2009 12:12 AM 
Anonymous said... 
Oops, anonymous didn't post that link, Eric did. Thanks. -- Mark V.
January 20, 2009 12:17 AM 
Anonymous said... 
Haha Mish, still thinking deflation no matter all the stars lining up for hyperinflation. Can't wait to get that towel!

- HeliBen
January 20, 2009 6:55 AM 
Optimistic Curmudgeon said... 
A couple of points possibly worth considering.

First, China is teetering on the edge of a cliff called social stability. Demographics and just plain overshoot population numbers, added to an aging overall demographic distribution and a basically broken pension system, all make for a very challenging landscape in which to craft fiscal policy. Any major, sudden changes in purchasing power of the yuan will cause domestic impacts far beyond the simple worries of yuan versus dollar valuation. Think of the recent domestic unrest situation in Greece, and scale it up to reflect the relative size of China versus Greece, and you may get some inkling of the potential for chaos which the leaders of China worry about daily. Long before major currency imbalances cause international troubles, domestic inability to afford basics will leave the leaders of China facing a nightmare internally. Talk about demand destruction!

Secondly, the yuan is not / not / not pegged to the dollar. China has floated the yuan, within floating daily limit stops, since July of 2005. And the change has been significant, although one would never know it by reading the main stream media.

Thirdly, almost a decade ago, China reopened gold sales for the public, and ordinary chinese have been steadily sinking a portion of their wealth into gold ever since. Of course in Hong Kong, it never stopped.

Finally, if the price of consumer goods from China were to rise substantially, then with amazing rapidity [and why so rapid??] a unique phenomenon would occur - the revitalization of US manufacturing. The United States and China share a number of similarities, including massive continental space and substantial populations with a decent degree of literacy. Anyone who thinks that the US will never be able to produce widgets again is simply not thinking clearly. We can, and we will, when the cost of widgets gets high enough that they can be profitably produced in the US of A. And we are getting much closer to that point rather rapidly. A wise investor would be looking to locations in the US where readily available power, produced by renewable sources, as well as brownfield physical plant and a decent labor force exists, to position themselves to capture the new electric manufacturing bounce coming in the years ahead. How about Buffalo, NY for a new manufacturing renaissance? Could happen sooner than many think!
January 20, 2009 7:40 AM 
Anonymous said... 
To Mish:
In your earlier comment, referring to the use of US dollar reserve, you said 'Buy what?', but I saw no mention of gold, silver or perhaps to stock up on commodities at historic low prices.

RobertB
January 20, 2009 7:59 AM 
dashxdr said... 
Eric wrote in a comment above:

Yes, that is the general conclusion I was trying to make. However, I do expect inflation in China to reach hyperinflation level (+50% annual inflation rate), even if it only last for a single month. It is this spike in inflation which will cause Chinese officials to panic and drop the dollar.

I'm not even sure if I use the term "hyperinflation" accurately. I have an intuitive sense that hyperinflation implies thousands or millions of percentage increases in the money supply per year. But if a meagre 50% is all it takes...I stand corrected, and we seem to be in complete agreement as regards what will occur in China.

I reserve judgement as regards the effect on the US. I believe hyperinflation in the US will occur because the government has fixed expenses that it cannot avoid, and the only viable way of financing them is through the printing press. QED.
January 20, 2009 8:06 AM 
dashxdr said... 
Mish wrote:

I was on 3 hours sleep at the time of my reply and I also just happened to be listening to a shrill hyperinflationary rant from Schiff.

Schiff's clients are reportedly down 40-70% because they believed his dollar is going to zero rant and put everything in foreign equities.

As one of Schiff's clients I'm down about 56%, on paper, from when I moved some money into Euro Pacific about October 2007. That doesn't take into account all the dividends I've received though.

Peter Schiff is an investor, not a speculator. His investments are designed for the buy-and-hold strategy. Not for day trading. I'm comfortable with his philosophy. Besides which, all markets, everywhere, are down. Peter Schiff has always said gold is a good investment. Gold is up year over year for what, the last 8 years?

I note Mish recently disagreed with Antal Fekete on the subject of gold backwardization. Fekete spanked Mish -- Mish dropped the debate pretty quickly, if you ask me.

Also in the past several months Mish claimed gas prices at the pump on the east coast would be $10/gallon, due to a short term shortage in supply (refineries closed due to concerns of hurricane damage). What happened? Prices never rose above $4.00. Some gas stations ran out of gas temporarily, but gas never went to $10.

And Mish still sings the deflation song, in an environment of absolutely insane increases in the money supply.

These and other reasons are why I stopped listening to Michael Shedlock.
January 20, 2009 8:16 AM 
Anonymous said... 
"Also in the past several months Mish claimed gas prices at the pump on the east coast would be $10/gallon, due to a short term shortage in supply (refineries closed due to concerns of hurricane damage). What happened? Prices never rose above $4.00. Some gas stations ran out of gas temporarily, but gas never went to $10."

Of course ... if you've got a link to where he said gas would hit $10 a gallon, please post it.
Are you referring to this post?

http://globaleconomicanalysis.blogspot.com/2008/09/gasoline-shortages-and-higher-prices.html

I don't see Shedlock saying gas would hit $10 a gallon. In fact, he pointedly says, "I do not know what price it would take to get efficient usage of fuel in this outage, but I suspect it is far less than $10. Clearly the drum is guessing, but so am I. What I do know is that the market should set the price and any price people are willing to pay is the fair price."
January 20, 2009 1:33 PM 
Anonymous said... 
Quite a good article, but I disagree with some of your conclusions. There are some logical mistakes, but I will talk about something else.

As a "controlled market" economy, chinese govt. has the ability to manipulate nearly everything they want. And that's the only reason why China has this enormous trade surplus. 

The way in wich the chinese govt. spends this surplus is actually what determines wether more yuan are printed or not. So this variable is also controlled by the govt. Just buying some land abroad, or weapons, or whatever it could be solved.

Furthermore, many of the reforms listed by you as "anti-deflation" were planned out at least four years ago. Chinese govt. wanted the economy to shift from exports to internal demand centered, and a world-wide deflation scenario is the best moment to do this.

If this shift will go out of control or not, I really don't know. But what I know is that it is much more possible to start an hyperinflation scenario in the United States than in China: just because of the level of governmental control.
January 20, 2009 4:04 PM 
Michael Shedlock said... 
Anyway, I fear I may have done a bad job explaining myself, so here is my last attempt:

1) If China experiences hyperinflation, it will stop printing yuan to fund its trade surplus.
2) With no one funding the US's trade deficit with China, the US's trade account with China will balance itself. (the value of US imports from China will drop to equal value of exports to China)
3) The balancing of the US trade deficit with China will cause a big drop in consumer imports to the US.
4) This shortage of consumer goods will drive up prices.

Do you agree that, if China stops printing money to finance its trade surplus, the US's trade account with China will balance itself? And, if not, why? 

Hello Eric

1) Hyperinflation is caused by massive printing so if China does not print, it will not have hyperinflation. It may have inflation depending expansion of credit just as happened in the US. But that credit is now imploding as everyone can easily see. There should be zero doubt of deflation in the US right now. There is deflation in the UK now as well. 

Anyone who does not see there is deflation now is completely blind as a bat, or does not understand the role of credit in deflation. Credit is collapsing far faster than anyone in printing. 

Bank shares around the world prove it. I invite everyone to read "humpty dumpty on inflation"

http://globaleconomicanalysis.blogspot.com/2008/12/humpty-dumpty-on-inflation.html 

Conditions one would expect to see in deflation are a perfect 15 out of 15 with what is happening

2) That is not necessarily true, the US could of course print, Japan or Europe could fund it, and a lot depends on what the price of oil does. Finally the savings rate in the US can go up, to fund the deficit. In fact that is happening now. Lots of things could happen. There are lots of variables here that you are ignoring that affect the balance of trade.

3) Point #3 is stated backwards. What you mean to say is a big enough drop in imports will balance the US trade deficit. You have the cause and effect wrong.

4) Point 4 is completely false. The most likely reason imports would fall is because there is no demand for them. That is happening now even as prices are falling! Look at all the cars stacking up right now.

These are stunning images if you have not seen them.
http://globaleconomicanalysis.blogspot.com/2009/01/unsold-car-images-from-around-world.html 

Look at those images and tell me where you think prices are headed.

I believe you started with a theory of how hyperinflation would cause hyperinflation in the US and you are struggling to tie them together because it can't really be done.

What I liked about your thesis was China was going to print and that would weaken the RMB. But that does not cause hyperinflation in the US, and I do not think China would be dumb enough to let things get that out of control there.

The RMB can collapse just as the British Pound is doing now. Realistically that is about as far as it goes unless China does something drastically stupid. The UK is doing something really stupid and it is mired in deflation anyway.

Mish
January 20, 2009 4:56 PM 
Anonymous said... 
Analyzing the hyperinflation risk, I've done some graphs (thank you, MS Excel! lol)

Here's one of them.

Data used:
FED
BEA

Since nominal GDP did not rose that sharply, it's quite clear that we're deflating because of a drop in circulation of money.

As Eric explained, if the govt. prints more money to fight against deflation, there's a risk of future hyperinflation.

Somewhere in this article there's a graph showing an increase in money supply in China. But this increase seems far bellow the US increases.

I'd really like to get the data from china, to compare wich country has a higher risk to get into hyperinflation.
January 20, 2009 5:14 PM 
Numonic said... 
Even though Mish is responding to Eric I have to step in because i have questions.

Mish you said"

"Hyperinflation is caused by massive printing so if China does not print, it will not have hyperinflation. It may have inflation depending expansion of credit just as happened in the US. But that credit is now imploding as everyone can easily see. There should be zero doubt of deflation in the US right now. There is deflation in the UK now as well."

As I've read from Eric's writings China's credit is contracting because of it's peg to the US dollar not because of reckless borrowing and lending like the US has been doing. China could end the credit contraction but it would lead to hyperinflation because of it's peg to the US dollar. So that credit contraction is like artificial. China can start lending which Eric's articles have been saying they are preparing to do. If China begins lending while keeping it's US dollar peg and funding all these bailouts, that will create allot more of China's currency and as this more relaxed lending is going on the potential for it to get out of control is high, i would say certain and in anticipation of this China will have to depeg from the US dollar to stop hyperinflating.

" That is not necessarily true, the US could of course print, Japan or Europe could fund it, and a lot depends on what the price of oil does. Finally the savings rate in the US can go up, to fund the deficit. In fact that is happening now. Lots of things could happen. There are lots of variables here that you are ignoring that affect the balance of trade.
"
From what i read Japan and Europe are running trade deficits and will not be able to fund the bailouts and will be sellers of US debt. Oil exporting nations are not in a good spot right now. I don't know about US's savings rate. You say lots of things can happen but i can't see much happening. Who will fund US' huge trade deficit?

"What I liked about your thesis was China was going to print and that would weaken the RMB. But that does not cause hyperinflation in the US, and I do not think China would be dumb enough to let things get that out of control there.
"

I don't know, the conbination of the increased amount of US Treasuries the US is trying to sell coupled with China's already bloated reserves and the relaxation of credit in China, it looks pretty likely to get out of control. And when it does China will depeg from the US dollar and that is how hyperinflation in China would lead to hyperinflation in the US. To stop hyperinflation in China, China will cause hyperinflation in the US by depegging from the US dollar and discontinuing it's funding of US' trade deficit while focusing on domestic consumption. Unlike the US and other places around the world who borrowed and lent recklessly, China does not have all of that mess, they don't have allot of deleveraging and their credit contraction is controllable and is only happening to prevent hyperinflation because of the amount of Yuan they have to print to maintain the peg to the US dollar and fund the US bailouts/trade deficit. Well if credit becomes relaxed in China like I'm reading they are preparing to do, hyperinflation will occur in China and in order to stop it, China will cut it's peg to the US dollar. Then who will the US sell it's debt to?
January 20, 2009 8:36 PM 
Martin said... 
Anyone who does not see there is deflation now is completely blind as a bat, or does not understand the role of credit in deflation. Credit is collapsing far faster than anyone in printing

This is a false assumption. Credit has no role in deflation because the funds loaned have already been spent. You are confusing credit contraction with a decrease in the money supply. The latter is deflation, the former is not. It is the sudden reduction in the availability of new credit that makes people assume there is deflation. This causes hoarding of cash which just exacerbates the impression there is deflation. 

Falling prices are a symptom of deflation, but having falling prices does not mean that deflation exists. Falling temperatures can cause water in your body to freeze, giving you frostbite. Having frostbite does not imply that temperatures will fall. Don't confuse the symptom with the disease. A sudden drop in credit availability can cause changes in supply/demand dynamics that create temporary changes in pricing that mimic deflation. That should not be confused with the real thing.
January 20, 2009 10:06 PM 
Anonymous said... 
As an economic illiterate, I never-the-less find this a very interesting discussion. But I'm still totally confused/unsure whether deflation or hyperinflation our way comes.

So I'm going to stick to my original investment strategy ie 50% bullion, 50% short term bonds (but now moving to cash at call in case the banks decide to have an extended holiday). If it looks like inflation, big time, is on the cards, my intention is to buy real estate. 

Anyone any comments?
January 21, 2009 2:40 AM 
Williams said... 
Anonymous,

Real estate is a good hedge against inflation, but it does not offer protection against changing purchasing power parity between countries. I would advise you to buy real estate in China or Germany, but not in Japan or US. Although you may be protected from inflation locally, it would be value destroying when looked at from the pre US economy collapse days. RE prices strongly depend on the strength of the local economy and people's puchasing power.

Only precious metals can protect you both against inflation and local economic collapse.
January 21, 2009 6:19 AM 
Anonymous said... 
This situation is an ugly mess. The only real remedy is for the USA to live within its means. This means less consumption and more production. Start with some scaling back of regulations which affect our own industries, then focus on local production of basic commodities (mining, drilling,etc.) while at the same time implementing heavy penalties for overconsumption by individuals. This means an all-around change in the tax structure -- less or no tax for simply producing something and/or making a profit, but more tax for consumption and more for imports, and more for using non-renewable energy sources. In terms of industries, it would probably make sense to restore some that have recently been moved overseas due to cheap labor costs. If labor costs in the US and China become equal, importing from them simply no longer makes sense.
January 21, 2009 9:11 AM 
Anonymous said... 
You know what i thought about it and I've been battling with the whole hyperinflation VS Deflation for months now and I've come to the conclusion that basically it's stupid to have a bank account. 1. if the stock market crashes and there are bank runs and lets say the govt. decides to stop bailouts even though they are showing no signs of stopping right now but lets say something weird happens and they stop the bailouts and they do not bailout the FDIC and let everything default, if you have your money in anything other than your own holding(like in your closet or how they used to say "under your mattress") well then that money will be lost. The value of the dollar will go up but most will loose money from the bank runs and insuficient FDIC funds. So if you hold physical precious metals in your own private possession, even if the value of the precious metal goes down, at least the value of the dollar would have gone up and whatever you get for the precious metals would make up for the loss in the value of the precious metals because of the rise in the value of the dollar. So basically having a bank account is stupid. In these times you want to either hold your cash yourself or hold physical precious metals. There is always the chance of the printing of money to massively increase (Zimbabwe style) to bail everyone out so that's why the thing I'm holding in my private possession is physical precious metal(silver) especially since there's reports of shortages of it everywhere and the bailouts have been getting larger and larger with no slowing down. But point is you want to be holding your money yourself, whether it be in Federal Reserve Notes or physical silver/gold other wise you'll lose your momney letting someone else hold it for you.
January 21, 2009 10:03 AM 
Anonymous said... 
Anon said.."...So basically having a bank account is stupid. In these times you want to either hold your cash yourself or hold physical precious metals..."

Pretty much my thinking (re my post 2 above). Essentially, 'don't trust govt' - or banks, or public serpents, or...etc. Sad, but a reflection of the result of greed & corruption that rules today.

Thank Goodness the New Messiah has arrived to sort things out; in a 2001 audio interview as reported on Drudge, TNM said quite plainly that his aim was re-distribution of wealth and that if the Constitution had to be circumnavigated, so be it. If you're an American, maybe it won't really matter if you get inflation/deflation right, you 'aint gonna be allowed keep your winnings. That includes gold with a repeat of confiscation. My, it's gonna be fun!
January 21, 2009 10:58 AM 
Anonymous said... 
In order for it to be worth it to confiscate gold and silver to pay off the debt, silver and gold would have to be above the 5 digit price.

Check out: What if They Returned to the Gold Standard?

http://silverstockreport.com/2008/standard.html 

The Invisible Grind

http://silverstockreport.com/2008/grind.html 

So holding physical silver and gold is still a safe bet.
January 21, 2009 2:19 PM 
Anonymous said... 
A few things I want to know:

1. I've been reading that the swap program between the Fed and banks has been a swap for the banks debt for Treasuries from the Fed. Is this swap the reason the dollar is rallying? If the swap is the reason the dollar is rallying, does that mean that the more debt the banks have to swap for Treasuries the longer the dollar rally will last? Isn't the banks swapping for treasuries a form of demand for treasuries? If the banks have allot of debt they want to swap for Treasuries, doesn't that mean the dollar will be rallying allot longer, for as long as the banks have debt to swap for Treasuries? Why am I hearing that hedge fund deleveraging has ended? Why are US Treasuries still rallying? Why would the Fed need to buy Treasuries? Has the swap program for the banks debt and Treasuries ended? Is that what people meant when they said hedge fund deleveraging has ended? I hear there is still allot of overleveraged debt in the stockmarket, won't this create more demand for US Treasuries as these overleveraged debts are swapped for Treasuries? When will what Peter Schiff said would happen, happen. Peter Schiff says there will be no buyers of US Treasuries and there will be a huge sell of of US Treasuries and the Fed will have to buy US treasuries. So either that swap program for the banks debt for US Treasuries has ended or that swap does not have a positive effect on US Treasuries. But I'm hearing the swaps have not ended and I'm hearing the reason Treasuries are rallying is because of the swaps. I'm also hearing that these swap programs will continue for a while as there are tons of debt the banks want to get rid of, and will do so by swapping them for US Treasuries. Someone help me out here? All this spells out that Mish Micheal Shedlock is right and that we are heading for a long period of US Treasury rallying. What am I missing here?
January 21, 2009 6:20 PM 
Eric deCarbonnel said... 
Anonymous said... 
So I'm going to stick to my original investment strategy ie 50% bullion, 50% short term bonds (but now moving to cash at call in case the banks decide to have an extended holiday). If it looks like inflation, big time, is on the cards, my intention is to buy real estate. 

Anyone any comments?

If you manage to buy real estate at a fire sale price using a fix rate mortgage, it could be a very good investment with the onset of hyperinflation

---------------------

Williams said... 

Real estate is a good hedge against inflation, but it does not offer protection against changing purchasing power parity between countries. I would advise you to buy real estate in China or Germany, but not in Japan or US. Although you may be protected from inflation locally, it would be value destroying when looked at from the pre US economy collapse days. RE prices strongly depend on the strength of the local economy and people's purchasing power.

I agree that between an unleveraged purchase of US real estate and gold, the investment in gold will perform better. However, in reality, it is much easier to use leverage (a mortgage) when buying real estate then it is gold. For example, buying land with a 20% down payment and a fixed rate mortgage means you are really buying the land at 80% discount since hyperinflation will wipe out the value of the mortgage. This 80% discount could help compensate for the changing purchasing power parity between the US and other countries.

---------------------

Anonymous said... 
In terms of industries, it would probably make sense to restore some that have recently been moved overseas due to cheap labor costs. If labor costs in the US and China become equal, importing from them simply no longer makes sense.

Agreed, and this will happen by itself. After China depegs and the dollar crashes, US will be the new China (cheap labor with weak currency) and industries will start outsourcing here.

---------------------

Anonymous said... 
You know what i thought about it and I've been battling with the whole hyperinflation VS Deflation for months now and I've come to the conclusion that basically it's stupid to have a bank account. 1. if the stock market crashes and there are bank runs and lets say the govt. decides to stop bailouts even though they are showing no signs of stopping right now but lets say something weird happens and they stop the bailouts and they do not bailout the FDIC and let everything default, if you have your money in anything other than your own holding(like in your closet or how they used to say "under your mattress") well then that money will be lost. The value of the dollar will go up but most will loose money from the bank runs and insufficient FDIC funds. So if you hold physical precious metals in your own private possession, even if the value of the precious metal goes down, at least the value of the dollar would have gone up and whatever you get for the precious metals would make up for the loss in the value of the precious metals because of the rise in the value of the dollar. So basically having a bank account is stupid.

Interesting argument. I agree that owning gold is safer than a bank account.

---------------------

Anonymous said... 
I've been reading that the swap program between the Fed and banks has been a swap for the banks debt for Treasuries from the Fed. Is this swap the reason the dollar is rallying?

No it isn't.

If the swap is the reason the dollar is rallying, does that mean that the more debt the banks have to swap for Treasuries the longer the dollar rally will last?

The dollar is rallying because a large number of countries are running a trade deficit with China and other Asian countries pegged to the dollar. The dollar rally is really caused by the strong Asian currencies like the yuan which are pegged to it. The instant China depegs, the demand for dollars will disappear.


Isn't the banks swapping for treasuries a form of demand for treasuries?

No, It isn't. It is more a desire to get rid of toxic debt.

Why am I hearing that hedge fund deleveraging has ended?

The majority of deleveraging has ended, because banks and redemption requests forced it to happen last year.

Why are US Treasuries still rallying?

1) China is still buying them because of dollar peg.
2) There are a lot of misguided people who think treasuries are safe. these people are still buying them.

Why would the Fed need to buy Treasuries?

Banks own a lot of treasuries. If the price of treasuries crash because of a big selloff, it will cause a panic and runs on the bank. Runs on the back would force the fed to print money to make good on the FDIC's guarantees. Since fed will have to print money either way, I believe they will choose to buy treasuries.

Has the swap program for the banks debt and Treasuries ended?


No, it hasn't.

I'm also hearing that these swap programs will continue for a while as there are tons of debt the banks want to get rid of, and will do so by swapping them for US Treasuries. Someone help me out here?

The fed has taken billions of toxic debt from banks in exchange for treasuries. These "swaps" are likely to NEVER be reversed.

All this spells out that Mish Micheal Shedlock is right and that we are heading for a long period of US Treasury rallying. What am I missing here?

Yes, treasuries aren't rallying because of the fed's swaps, but because of purchases of foreign central banks and misguided panicking investors.

The one way the swaps could be helping treasury prices is if the fed is buying treasuries in order to swap them with banks. Even if this is occurring, it would only make up a small part of why treasuries are rallying.
January 21, 2009 8:48 PM 
Numonic said... 
I just realized the basis of my process of saying "having a bank account is stupid" and trusting holding precious metals instead of Federal Reserve Notes is the exact process that will cause hyperinflation and is the final step in the Kondratieff Winter. Pretty soon everyone will realize having a bank account is stupid and move to the least riskiest asset which is precious metals and that will be the start of hyperinflation. The longer this deflation takes the more it leads to people being uncertain of if we can get out of it, that drives people to precious metals because on one hand it's risky to be in the Federal Reserve Note with the Quantitative Easing going on and it's risky to be in any dollar denominated assets because with the unprecedented steps being taken to prevent defaults, it looks unlikely that they will succeed in doing so. So on one hand we may be facing imminent defaults of dollar denominated asstes and on the other hand we may be facing too many Federal Reserve Notes being printed. This uncertainty is what will drive people to precious metals because it's a win win situation for precious metals. With precious metals if there are defaults on dollar denominated assets(Treasury Bonds, Bank Deposits, etc.) the Federal Reserve Note would be in short supply and gain in value, which would offset any losses from holding physical precious metals. And on the other hand if too many Federal Reserve Notes are printed the value of the FRN would decrease. So there's a huge chance of loss with FRN and dollar denominated assets especialy with Quantitative Easing going on which exposes the severity of both sides(defaults and massive printing of FRNs) but there is no chance of loss with precious metals. Whatever value is lost in precious metals is gained in the value of the Federal Reserve Note. And in times like these people are moving away from risk and the least riskiest asset is physical precious metals. 

http://www.runtogold.com/2008/02/first-snowfall-of-kondratieff-winter/ 
January 21, 2009 10:54 PM 
Boris said... 
Austrian economist predicted this:

--------
China's Great Depression
http://www.financialsense.com/editorials/petrov/2004/0902.html 

Therefore, it is clear that China travels today the road to Depression... ...it is my belief that the Chinese bust will occur sometime in 2008-2009, since the Chinese government will surely pursue expansionary policies until the 2008 Summer Olympic Games in China. By then, inflation will be most likely out of control, probably already in runaway mode, and the government will have no choice but to slam the brakes and induce contraction. In 1929 the expansion stopped in July, the stock market broke in October, and the economy collapsed in early 1930. Thus, providing for a latency period of approximately half a year between credit contraction and economic collapse, based on my Olympic Games timing, I would pinpoint the bust for 2009.

To summarize, the likely candidates for a trigger to the Chinese depression are (1) a worldwide currency, banking, or derivatives crisis, (2) a U.S. recession, (3) the containment of runaway inflation, (4) the disappearance of Chinese trade surpluses, and (5) an oil supply crisis.
--------

(1) and (2) are happening! 

P.S.
The most scary part is time when this study was written - September 2nd, 2004!
January 23, 2009 2:04 AM 
Numonic said... 
US Dollar in Hyperinflation.

by Trace Mayer, J.D.

http://www.runtogold.com/2008/08/us-dollar-in-hyperinflation/

This article really helped me understand how we are in hyperinflation right now as we speak. A credit contraction is hyperinflation and not deflation. This is the 3rd factor for hyperinflation. This is where people stop extending credit to compensate for the loss of purchasing power. The stock market is nothing but debt and people run away from debt during hyperinflation. The last debt people will run from is the fiat currency(the US dollar and all other fiat currencies). Thanks Eric, for helping me understand that it is not the US dollar that is rallying but the currencies that the US dollar is pegged to that is holding the dollar up. The world is experiencing hyperinflation right now. This credit contraction is hyperinflation. People are running away from debt.

"What are the elements and factors for hyperinflation? Under IAS 29.3 the four factors are 
(1) the general population flees the local currency, 
(2) dual currency pricing is practiced, 
(3) prices for purchases on credit incorporate the loss of purchasing power and 
(4) the cumulative inflation rate over three years approaches, or exceeds, 100%.

First, under IAS 29.3 “the general population prefers to keep its wealth in non-monetary assets or in a relatively stable foreign currency. Amounts of local currency held are immediately invested to maintain purchasing power.” Under 31 U.S.C. 5112 the Mint is required to provide ‘in quantities sufficient to meet public demand’ gold and silver coins. Due to exceptional demand and contrary to federal law the United States Mint has suspended both gold and silver coin sales. It appears a significant amount of the United States general population is demanding the inflation hedge currencies, gold and silver, in large amounts. Therefore, it appears this first factor is met.

Second, under IAS 29.3 “the general population regards monetary amounts not in terms of the local currency but in terms of a relatively stable foreign currency. Prices may be quoted in that currency.” In New York some merchants have begun pricing in and accepting other currencies. An article in February 2008 reported that “We had decided that money is money and we’ll take it and just do the exchange whenever we can with our bank, … We didn’t realize we would take so much in and there were that many people traveling or having euros to bring in. But some days, you’d be surprised at how many euros you get.” Robert Chu, owner of East Village Wines, told Reuters television. Gas station owner Gary Mallicoat accepts silver quarters. While the practice of pricing and accepting alternative currencies does not appear widespread among the general population the trend is starting.

Third, under IAS 29.3 “sales and purchases on credit take place at prices that compensate for the expected loss of purchasing power during the credit period, even if the period is short.” One of the easiest ways for businesses to compensate for the loss of purchasing power through the use of credit is to stop extending credit and require cash.

This steep decline in the rate of growth of M3 has likely resulted from lines of credit being tapped out when the credit crisis began, lines of credit being revoked and an unwillingness or inability to borrow or extend credit. Therefore, it appears that, indirectly, the price of both sales and purchases are being modified to compensate for the expected loss of purchasing power of the US$.

Fourth, under IAS 29.3 “the cumulative inflation rate over three years approaches, or exceeds, 100%.” Because central banks have a conflict of interest and often shroud their operations in secrecy the use of their official numbers are unreliable. The only reliable currency is gold. It is subject to only exchange-rate risk and there are large amounts of above ground stockpiles indicating its primary use as money. Therefore, the relative price of national currencies and gold, absent central bank manipulation to the downside, should be a reliable indicator of the national currency’s inflation rate because of the purchasing power difference.

The average price of gold in:

2004 - $409.72

2005 - $444.74

2006 - $603.46

2007 - $695.39

2008 - $912.90 (Jan-Aug)

Thus the ‘inflation rate’ of the US$, relative to gold, is:

2005 - 8.5%

2006 - 35.7%

2007 - 15.2%

2008 - 31.3% (Jan-Aug 2008)

The cumulative inflation rate from the 2005 average price of $444.74 to the 2008 average price of $912.90 equates to a rate of 105.3%. Because 105.3% approaches and exceeds the 100% required by IAS 29 therefore the inflation rate of the US$ relative to the stable and reliable currency of gold indicates hyperinflation. Additionally, the general commodity index has had similar triple digit changes.

Because of the flight from the US$ by a large segment of the population of the United States, the pricing of goods and services in foreign and metal currencies, changes in credit terms to account for purchasing power differences and a cumulative three year inflation rate of 105.3% therefore with gold as the base currency the US$ appears to be in a hyperflationary environment when applying IAS 29.

If you are a CEO or CFO of a publicly traded company subject to SOX you may want to consult your general counsel and auditors concerning this issue. I doubt I need to remind you that ‘penalties for violations of to up to $25 million dollars and up to 20 years in prison.’ Better to be safe than sorry.

As evidenced with the Weimar experience the rate of inflation rapidly accelerates. Like a jet engine the faster it goes the faster it goes.

In a Deflationary Winter the last layer of credit to evaporate is the national currency through hyperinflation. It appears the evaporation through hyperinflation is heating up up."
January 23, 2009 8:02 PM 
Karen said... 
The linkage between increasing the money supply and inflation is necessary but not sufficient -- if banks and consumers are confident when the money supply increases, they will overspend and overlend. When consumers and banks are fearful, they save, and the excess money just goes into reserves and savings, not into purchases and loans that cause inflation. This is what is happening in the US right now -- the money supply has balooned and all the money is being gobbled up by savers. The Chinese are savers and it is feared that with lower interest rates they will just save more to compensate for lost interest income.
January 27, 2009 1:44 PM 
Mudar said... 
I have previously kindly asked you to elaborate more if possible on the Petro-Dollar theory in connection to your analytical article. And here I need to thank you for your kind of short reply… I thought that you might have not found that much of a relation of what I have asked to your article… maybe… 

Anyhow sir; while researching the Inflation/deflation/recession & depression world in connection to Gold, which is currently driving people crazy on what to do I found a great analytical article (Gold and Deflation: A Dissenting Dissection by Bob Landis) that really can help anyone in that area. Below is the link & I hope you’ll have the time to go through it if you have not already.

Many thanks again

http://www.goldensextant.com/Gold&Deflation.html 
January 29, 2009 10:53 AM 
OperationNorthwoods said... 
You seem to have great faith in China's leaders and system in general. I don't. China could easily have a crisis before the US. The construction bubble there is like one giant Vegas. 

If you read about past depressions, such as the really great one of 1873, it's easy to imagine that a country on the rise, China, could have a very bad decade.
January 30, 2009 11:58 PM 
Anonymous said... 
Nice article. Who knows if you are correct? However, one thing is certain: Mish is starting to really bore me. I've read his blog for months, and he has made some nice calls, but he is unwilling to entertain possibilities. The important point to me about your post is that it is a nice possibility to consider.

Everyone, keep in mind one very important thing: do NOT let history be your guide in how this drama will play out. History doesn't repeat. It may rhyme, but repeat? No way. What can't happen almost always DOES happen. Hyperinflation? A serious possibility.
January 31, 2009 5:21 PM 
Anonymous said... 
http://www.goldensextant.com/Gold&Deflation.html 

Many thanks for the link to this thought provoking article. I think it goes well to raise the right questions so that we may all challenge are own cherished assumptions during these times.

Yes - the question of Inflation/Deflation is driving me crazy - yet Gold truly has a place in this world of uncertainty. For myself, who only has limited time for investment/economic research, gold as a means of preserving value, holds a very prominant place.

What will the future bring? I cannot think of anything else at this moment to put your financial trust in other than physcial gold.

Mike
January 31, 2009 5:22 PM 
Anonymous said... 
Soybeans have rallied 25% off the low in 3 or so months. I guess annualized that would be about 100%.
January 31, 2009 10:20 PM 
Anonymous said... 
Oh BTW the rally good weed in town is now $150/qtr. oz. It used to be $100 less than a year ago. I call that inflation!
January 31, 2009 10:24 PM 
Anonymous said... 
oops... really good......not rally....you can say the Chinese will do this, the Chinese will do that....take my advice and LEARN Chinese-so you'll get a middle management job when they take over our country! HA! Gung Hay Fat Chow (insert firecracker here)
January 31, 2009 10:32 PM 
Anonymous said... 
Great debate. I respect Mish and love to see his responses here.

One thing about the original thesis. You say prices for Chinese goods will go up in the US, causing inflation here. I think the destruction of credit adn therefore demand here will not allow that to happen. We will simply not buy Chinese goods and they will sell them elsewhere or go out of business. There are few goods we really NEED. As people can no longer use their homes as ATMs, have their credit card limits reduced, get laid off, or are forced to save to replenish their retirement holdings that have been cut in half recently, Americans will not be buying anything but the necessities. And I mean BARE necessities. Walmart sells a lot of crap people don't require to live. People will make do with what they have, or shop even cheaper options like resale. With Craigslist it's easier than ever to buy used things of better quality and cheaper price than a product from China. US demand is down, and it's going to stay down. I think that one of the few silver linings in this crisis is that Americans will finally go back to being frugal.
February 2, 2009 2:17 PM 
Anonymous said... 
I think you are right about people only buying what is necessary. 

How Eric's idea of China importing its hyperinflation within that context has me thinking. I know we will continue to import some items from them because there will always be people that can afford to buy - but in this coming economy, few will have any purchasing power beyond the necessities. If China's goods become too expensive people will be unable to buy, and eventually the balance will swing so that our labour becomes cheap enough to make things here again.

I can see us becoming impoverished while others do better. It is possible that our food producers will export food at world prices. If the U.S. dollar is smashed, food for us will become very expensive indeed. When you are at that level of survival, forget upgrading your iPod, bathroom scales, and buying more clothes when all us have closets full of cltohes.

Maybe I am simplifying this, but I still am wondering how it is going to play out.

Mike
February 3, 2009 5:30 PM 
