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Inflation or Deflation?
That is the question.

For many months now, those in the inflation camp and their op-
posites in the deflation camp have been hotly contesting their re-
spective positions. It is imperative that investors choose the winner 
in this debate, because to select the loser will result in monstrous 
investment losses. 

We are unequivocally in the deflation camp. Let me explain just 
why we are so dogmatic on this particular issue.

There is really only one thing that leads to deflation; that is massive 
debt and its subsequent contraction. There should be no disagree-
ment with the fact that almost all countries in the industrialized 
world are awash in debt. When the debt bubble bursts it always 
results in deflation. And you’d better believe that the debt bubble 
has now burst, at least throughout the western capitalist countries. 
The eastern countries, particularly China, will soon face their own 
debt reckoning. Once it has burst, there is nothing that can be done 
to resurrect the massive debt bubble. But that’s not what those in 
power think. They think that all they have to do is print more money 
and they’ll take care of the debt problem by creating more debt. 
How stupid is that?

 Throughout history, whenever a huge debt bubble has burst, politi-
cians and their henchmen have done everything possible to grow 
their economies again, but without success. 

After John Law’s Mississippi stock scheme, which had been built 
on a mountain of debt, crashed in 1720, the authorities resorted to 

their misguided age-old answer to resurrect a broken debt bubble, 
by creating more debt. “Amid the ongoing financial malaise, the 
printing presses rolled on. By May 1720 more than 2.6 billion livres 
in banknotes had been issued, doubling the amount circulating 
since January. The country was awash in paper.” Janet Gleeson, 
Millionaire, Simon and Shuster paperbacks, 2009. P. 196. It was all 
for naught; the French economy tumbled into depression.

Following the New York stock market crash of 1929, the Federal 
Reserve, typically, resorted to the printing press in an effort to bring 
back the boom, but to no avail. “If the Federal Reserve had an 
inflationist attitude during the boom, it was just as ready to try to 
cure the depression by inflating further. It stepped in immediately 
to expand credit and bolster shaky financial positions. In an act 
unprecedented in its history, the Federal Reserve moved in dur-
ing the week of the crash-the final week of October (1929) - and 
in that brief period added almost $300 million to the reserves of 
the nation’s banks. During that week the Federal Reserve doubled 
its holdings of government securities, adding over $150 million to 
reserves, and it discounted about $200 million more for member 
banks. Instead of going through a healthy and rapid liquidation of 
unsound positions, the economy was fated to be continually bol-
stered by government measures that could only prolong its dis-
eased state. This enormous expansion was generated to prevent 
liquidation on the stock market and to permit the New York City 
banks to take over the brokers’ loans that the ‘other,’ non-bank, 
lenders were liquidating. The great bulk of increased reserves - all 
‘controlled ’- were pumped into New York. As a result, the weekly 
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reporting member banks expanded their deposits during the fateful last week of October by $1.8 billion (a monetary expansion of nearly 
10% in one week), of which $1.6 billion were increased deposits in New York City banks, and only $200 million were in banks outside of 
New York. The Federal Reserve also promptly and sharply lowered its rediscount rate, from 6% at the beginning of the crash, to 4 1/2% 
by mid-November. Acceptance rates were also reduced considerably.” Rothbard, Murray, America’s Great Depression. Richardson and 
Snyder, New York, 1983. P. 191.

I have quoted this paragraph from Murray Rothbard’s book, because I wanted to show that the Federal Reserve’s actions at that time were 
similar to those now being employed under Ben Bernanke’s leadership, although it must be admitted that Mr. Bernanke’s actions have 
been far more drastic than those employed by the Federal Reserve in 1929 and beyond, as that ‘Great Depression’ took hold.

In their book, A Monetary History of the United States, Milton Friedman and Anna Schwartz, lay the catastrophe of the great depression 
clearly at the feet of the Federal Reserve. In an interview with PBS in October 2000, Friedman in response to a question said, “Well, we 
have to distinguish between the recession of 1929, the early stages, and the conversion of that recession into a major catastrophe.”

“The recession was an ordinary business cycle. We had repeated recessions over hundreds of years, but what converted this one into a 
major depression was bad monetary policy” (If I might interject here, the US did encounter economic depressions prior to what followed 
1929. Indeed, every Long Wave winter in the US has been a period of economic depression and deflation; ie, post 1837 and post 1873).

“----What happened is that the Federal Reserve followed policies, which led to a decline in the quantity of money by a third. For every 
$100 in paper money, in deposits, in cash, in currency, in existence in 1929, by the time you got to 1933 there was only about $66 left.”

Clearly, the Federal Reserve did not deliberately pursue policies that effectively led to a decline in the quantity of money. Following the 
crash in stock prices in the autumn of 1929 and thereafter, the Federal Reserve strove mightily to overcome the forces of deflation, but 
its efforts were overwhelmed by events that followed the bursting of the debt bubble, particularly after 1931. In other words, it wasn’t the 
contraction in the money supply that caused the depression, rather it was the depression that led to a reduction in the money supply. It’s 
the act of borrowing that expands the money supply and when loans are defaulted or paid off, and there is a flight from rapidly depreciating 
financial and capital assets into cash, as in the early 1930s, the money supply contracts. One of the phenomena associated with the col-
lapse of 1929 to 1933 was that while the total money supply was contracting the currency percentage of the money supply was increasing.

The current Federal Reserve chairman, Ben Bernanke sides with Freidman and Schwartz in blaming the Federal Reserve for the depres-
sion. At a November 8, 2002, conference in honour of Milton Friedman’s 90th birthday, Mr. Bernanke then a Federal Reserve governor 
gave a speech, which he ended with these words, “Let me end my talk by abusing slightly my status as an official representative of the 
Federal Reserve. I would like to say to Milton and Anna: Regarding the Great Depression. You’re right, we did it. We’re very sorry. But, 
thanks to you, we won’t do it again.” But, you will, Mr. Bernanke; despite your herculean efforts to offset deflation, the quantity of money 
is already in decline. In fact M3 as of July 2010 was negative by 7.3% having been down to negative 9.6% in April 2010-the lowest level 
since the last Great Depression and obviously in deflation. So Mr. Bernanke you promised that the Federal Reserve wouldn’t allow the 
quantity of money to collapse as it did at the beginning of the last depression; you have failed to live up to your promise.
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“…A careful reading of mass contemporary literature and an analysis of economic and financial developments in 1930 yield little or no 
support for the views (a) that Federal Reserve policy in that year was open to serious criticism, or (b) that flooding of the money supply 
by the Federal Reserve System would have effectively checked the contraction or moderated the current and ensuing collapse. With 
enterprise ‘collapsed,’ the forces making for contraction were too strong to be overcome by the stimulus of artificially reducing short-term 
money rates below the very low levels actually reached.” Economic historian, Joseph W. Davis quoted in the Great Reckoning, P.314

A long time ago money and credit possessed separate identities. Money was a substance, generally a commodity, used as an accepted 
medium of exchange. Credit was a loan extended and a debt contracted; a promise to repay at a specific time in the future.

By about the time of the Renaissance (1400 AD), the distinction between money and credit blurred due to the increasing use of money 
substitutes such as cheques, bank notes and by the conversion of debt into a purchasing medium. Thus, one was able to borrow money 
in the form of a money substitute as well as in money itself.

Until the credit collapse between 1929 and 1933, it was assumed that at least most of the bank  credit and other money substitutes could 
be converted into tangible cash on demand, namely gold and silver. But the absurdity of such a notion was finally discredited during the 
early 1930s banking crisis it was found that the monetary supply of gold reserves and circulating coinage totalled no more than $4 billion 
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versus the more than $100 billion in bank deposits, bank notes and bonds.

Since that time and certainly after 1971, when the US abandoned dollar convertibility into gold, money within the United States and all 
other advanced countries’ economies has been based almost entirely on credit.

The total debt chart of the United States shown below shows the sheer size of the massive credit bubble that has been escalating from 
the beginning of this present Long Wave Cycle, but particularly from the onset of autumn in 1980. 

It is credit that effectively determines the money supply. This is not the case in third world countries, where the currency is based almost 
entirely of irredeemable paper currency. Such currencies issued in excessive amounts always leads to uncontrollable inflation (Zimba-
bwe, and earlier, Yugoslavia, Argentina, Brazil).

However, in the US or any advanced nation, paper currency accounts for a relatively insignificant part of the total money supply (4%-5%). 
Most money in these countries is credit money in the form of bank deposits and other ‘promises to pay.’ These ‘promises’ consist of gov-
ernment treasury bills or bonds, bank promises in the form of CDs or GICs, corporate promises  in bonds or short term notes, state and 
municipal bonds and notes, mortgages, money market funds, bond funds, Eurodollar deposits and consumer credit card accounts. So 
there are a lot of promises to pay outstanding, most of which exist outside the government promises. Thus, most credit money is created, 
not by government, but by private banks and private institutions.
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In a credit money economy, the creditors are usually long term investors. They are holders of corporate and municipal bonds, mortgages, 
government bonds, bank certificates of deposit, etc. These are the core assets of a credit money system. Investors hold these assets as 
a store of value and a source of income. 

Of course, the Federal Reserve can encourage and support the creation of credit money by lending on easy terms to member banks, 
and by lowering bank reserve requirements. But it cannot effectively control the expansion or contraction of credit. Neither can it force the 
banks to lend, nor can it force people or corporations to borrow.

A credit expansion cannot be continued indefinitely, because the assets which cover the loans are continually being debased. Once the 
needs of the most credit worthy borrowers have been satisfied, a lower echelon of borrowers has access to credit and below them a 
marginal level of borrowers, are given loans. Finally, unlimited credit is extended to individuals, groups and institutions that have no hope 
of repaying anything at all.  

Thus, all prolonged credit expansions ultimately collapse when it becomes obvious that the whole system is riddled with debt that can 
never be repaid. What is remarkable is how long almost everyone refuses to recognise that inescapable truth. When the credit boom is 
in progress it develops a powerful constituency of support, particularly from banks and Wall Street, which revels in the building of paper 
empires fashioned from the pyramiding of paper profits. Every effort is made to prolong the credit expansion, which is cheered by the 
mainstream press and the electronic media, which are the propaganda conduits of the establishment.

In the end the truth can no longer be hidden or ignored. The creditors have to recognise that a lot of the debt that they hold is becoming 
more and more of questionable value. At this time the creditors try and exchange the more doubtful debt paper for less uncertain assets.
This flight to safety begins gradually but quickly accelerates into a panic, when there are no buyers for high risk debt paper and over-
priced stocks. We only have to think back to 2007 and 2008 and before that a similar debt panic following the 1929 stock market crash, 
to recognise the truth of the above.

In a credit money system prices rise in the areas most readily affected by credit inflation, such as housing, commercial real estate, and 
in particular the securities markets, but there is  neither a real increase in monetary velocity, nor is there continuous monetary deprecia-
tion as in a fiat currency system. The primary result of credit inflation is an ever accumulating increase in debt paper in the hands of both 
individuals and financial institutions.

In a pure fiat money system, which is a purchasing media almost entirely governed by irredeemable paper currency, excessive monetary 
printing invariably leads to massive inflation, which feeds on itself since the only defence is to spend the money as quickly as possible. 
This puts additional pressure on wages and prices, which requires the issue of still more currency. Also in those countries where fiat 
inflation is chronic, wages, prices, interest rates, pensions, etc, are invariably tied to the ‘cost of living.’ Thus if prices rise, as they will, 
wages and other benefits are automatically increased adding to even higher prices and, of course, higher benefits. In that way the in-
flationary spiral is perpetuated. “As the profits of capital had shrunk to a minimum, the higher wages could be paid only if higher prices 
were obtained for the products. But higher prices raised the cost of living and brought about fresh demands for higher wages, which in 
turn led to a further rise in prices.....the fact that it was possible for paper money to be issued in unlimited quantities provided the neces-
sary conditions for unlimited increases in prices and wages.” Karl Helfferich, German minister of finance and vice-chancellor during the 
1914-1918 war, reported by Jens O. Parsson, Dying of Money, Lessons of the Great German and American Inflations, Wellspring Press, 
Boston, 1974. P. 34-35  

The only defence against a fiat currency system is to spend money as quickly as possible, which produces a rapid turnover of the cur-
rency (high velocity). One only has to compare the huge increase in credit money that has occurred since 1980 in the United States with 
the falling consumer price index (See Chart 1, above) from that same time to ascertain that a significant increase in credit money has no 
impact on prices and therefore no direct impact on the velocity of money.
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In a credit money system, money is almost entirely debt and debt therefore is money. In such a system, ‘inflation’ is simply an excessive 
increase in debt, and as we have already written, that price inflation is most evident in housing, commercial real estate and the securities 
markets.  Any contraction in the total debt, whether voluntary or involuntary, results in a deflation of the money supply and a corresponding 
fall in the prices of those assets most susceptible to credit money inflation.  

Likewise, as credit money deflates, the velocity of money contracts, because instead of spending money, individuals and corporations 
save money in an effort to see them through the developing deflationary depression and at the same time banks restrict lending, because 
so much of what they have already lent out is not being serviced or repaid. This contraction in the velocity of money exacerbates the 
deflationary aspects already evident in the economy. The following chart graphically depicts the fall in bank lending that is now occuring 
in the United States. The total aggregated debt in the US has actually shrunk since early 2009, despite the US government adding over 
$1.5 trillion of new debt over the same period.
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The government has done and will continue to do everything that it can to block debt liquidation.  We have TARP and we have Quantitative 
Easing, which is essentially money printing, to try and put Humpty Dumpty together again and we know that won’t happen. $700 billion on 
TARP (Toxic Asset Relief Program) and the $2 trillion that the Federal Reserve has pumped into the economy through Quantitative Easing 
will have no lasting impact, because the collapsing debt bubble is just too massive to be overcome by relatively paltry monetary infusions. 
But as you can see from the following charts there is an enormous amount of debt that will have to be expunged. What kind of debt levels 
will be ok? During the 1930s and 1940s virtually all private debt was eradicated. In today’s terms, that would amount to about $40 trillion.
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These two charts are taken straight out of the overall debt chart shown earlier. They are frightening. Debt was miniscule at the onset of 
spring. By the beginning of autumn (1980) household sector debt was still only $1.75 trillion and financial sector debt was less than $1 
trillion. Household sector debt peaked at $13.9 trillion in the 2nd Quarter of 2008 and financial sector debt peaked a quarter later at $17.1 
trillion. 

Financial sector debt has already dropped by $2.4 trillion in just 18 months (we know who these institutions have to thank for that reduc-
tion!). Debt in the household sector has dropped by only $0.5 trillion and almost all of this debt reduction has been involuntary due to 
defaults and charge-offs. The same is true of credit card debt - “The $20 billion that banks have charged off in every quarter since early 
2009 is roughly equal to the decline in outstanding credit card debt.” Elliott Wave Financial Forecast, October 2010. Regardless of how it’s 
being reduced, debt is coming down in all sectors of the economy, except of course for US government debt, which is growing substan-
tially in an effort to stave off depression. On October 1, 2010, the US Treasury published its official funded debt for the year 2010. It was 
$US 13.562 trillion, which was an increase of $1.652 trillion for the year as a whole. This debt can never be repaid, nor can it be inflated 
away, because the economy is now in deflation, which will continue until much of the debt has been eradicated.

The collapse of the debt bubble always results in deflation because credit money, the foundation of our currency system, is being reduced 
and reduced substantially.

Deflation is further compounded by a collapse in the very asset prices that were the most exorbitantly raised during the massive credit 
money expansion, mostly evident during the Long Wave Autumn, which are real estate, stocks and related speculative mediums.

“It wasn’t long ago that people talked about real estate as a sure thing - an investment that couldn’t possibly lose. What happened? Too 
much money, too much greed, too much optimism and bad government policies. What’s ahead? More hard times.” Introduction to Wall 
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Street Journal special real estate report, published August 19, 1990. How more emphatically would that have been written in 2006? But it 
wasn’t written, why? Because by 2006 the huge real estate bubble was not considered to be extraordinary.

That housing prices are collapsing throughout the United States is evident to all. The average home price in the United States reached a 
peak of $329,400 in March 2007. As of March 2010, the average price for a home in the United States was $235,300. This has amounted 
to a 29% drop in prices over three years. But in some cities the fall in prices has been far more severe. In Phoenix and Las Vegas, for 
example, housing prices are down well over 50% from their peak. 

Detroit was once the fourth largest city in the United States, but has seen its population more than halved in the past 50 years. Its depen-
dence on the automobile has been its undoing. But on a positive note, Detroit’s homicide rate dropped by 14 % in 2008. This prompted 
mayoralty candidate Stanley Christmas to tell the Detroit News, “I don’t mean to be sarcastic, but there isn’t anyone left to kill.” U.S. News 
and World Report, March 2nd, 2009. But the population exodus, amongst other things, has contributed to the largest housing crisis of 
any city in America. The average home price in Detroit reached a peak of $97,850 in 2003 and fell to just $13,600 in 2009; that’s an 86% 
decline in price in just 6 years. That’s deflation with a vengeance.
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The following chart shows the extent of the housing price collapse throughout the major cities in the United States.

Between the spring of 2006 and the spring of 2010, equity in American homes decreased by $7 trillion, from $20 trillion to $13 trillion, but 
over the same period mortgage debt only contracted by $270 billion. What this means is the gap between what is owed and the collateral 
against that debt has widened to a frightening level. It means that a high proportion of homeowner mortgages are seriously underwater 
and this spells trouble, perhaps catastrophic trouble, for the banks.

Thanks to Jesse’s Cafe Americain- 
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In August 2010 US home seizures reached a record for the third time in five months. Repossessions climbed 25% from a year earlier to 
95,364 homes. These record foreclosures are contributing to a growing house supply adding 12 million homes to the market, which will 
have a major negative impact on price. This, in turn, will add more homes to those already underwater, which will lead to further home 
price depreciation.

Much is being written and talked about the housing crisis, but little is mentioned about a growing crisis in commercial real estate and the 
serious implications for US banks. In a report written in February 2010, The Congressional Oversight Panel, expressed concern that a 
wave of commercial real estate losses over the next four years could jeopardize the stability of many banks, particularly community banks. 
A total of $1.4 trillion loans made on retail properties, office space, industrial facilities, hotels and apartments will require refinancing 
between 2011 and 2014.  Half of these loans are already underwater. Increased vacancy rates, which are 8% for multi- family housing, 
18% for office buildings and falling rents, which have declined by 40% for office space and 33% for retail space have been a significant 
contributor to the 40% decline in value experienced by commercial real estate since 2007.

The Panel found that “a significant wave of commercial defaults would trigger economic damage that could touch the lives of every 
American. Empty office complexes, hotels, and retail stores could lead directly to lost jobs. Foreclosures on apartment complexes could 
push families out of their residences, even if they had never missed a payment. Banks that suffer, or are afraid of suffering, commercial 
mortgage losses could grow even more reluctant to lend, which could in turn further reduce access to credit for more businesses and 
families and accelerate a negative economic cycle.” Mike “Mish” Shedlock. February 22, 2010.

 Commercial Real Estate Apocalypse in 2011-2012- Mish Shedlock, Monday February 22, 2010.

The growing foreclosure problems in real estate are contributing to the mounting banking woes now being experienced throughout the 
United States. As of Friday 17th September 2010, 125 banks have failed so far during the year, which is on pace to surpass the 140 failed 
banks in 2009. 
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While the average home price in the United States is down about 29% from its peak, stock prices are currently down about 25% from their 
October 2007 peak. But in dollars lost that translates into about $4 trillion, which is already a sizeable loss in wealth. 

We are convinced that the US government and the Federal Reserve are actively supporting stock prices under the auspices of ‘The 
President’s Working Group on The Markets,’ which was established by President Reagan in 1987 to avert another stock market crash. We 
know that US officials consider it imperative that stock prices not be allowed to fall, because that is the last remaining bastion of American 
wealth. Alan Greenspan admitted as much when he recently remarked, “If the stock market continues higher it will do more to stimulate 
the economy than any other measure we have discussed here.” 

Quantitative Easing is another means by which stock prices are held up. “One of the reasons is POMO: what happens is the Fed buys 
the Treasurys from the banks, the banks put the money into the market… That amount of money turns the algorithms up, then all the 
algo trading hits the market. Real life investment managers are not doing this buying. They know that equities are for losers. The S & P is 
being effectively goosed up by the Plunge Protection Team. They can keep doing this for a little bit longer, but according to me, the April 
high will not break….as all of those Keynesian stimuli did not work.” Robin Griffiths, Cazenove Strategist- Interview on CNBC Europe, 
September 27th, 2010.

“Mutual Funds have become the bank deposits of the nineties. ” Banking  Analyst, Prudential Securities, May 1993. If that what was true 
then, it is even more so today, because there are 96 million Americans who are invested in mutual funds, which hold, as of the end of 
2007, $12 trillion in assets. Of this $12 trillion more than half is invested in equities. US mutual funds are one of the largest investors in 
US companies and at the end of 2009 held 28% of their outstanding stock. About one half of the money invested in mutual funds is held 
in retirement accounts.

Some recent statistics reveal that about 60% of American adults are invested in the stock market, either through holdings in mutual funds 
or in their private portfolios. Some reports suggest that nearly all American adults are invested to some degree in the stock market, at least 
those with pension plans, because these plans typically have a significant portion of their assets invested in stocks.

We are convinced that this Kondratieff winter bear market will ultimately reflect the reality of the economy, which will be typical of all Kon-
dratieff winters-a debilitating deflationary depression. We stand by our target of Dow 1,000 for the bottom of this bear market (See Dow 
1,000 Is Not Silly Number). Such a number would have a major deflationary impact by effectively destroying as much of $12 trillion of 
wealth which is currently invested in US stocks. Not only that, US pension funds and individual retirement accounts would be devastated 
by such a stock market debacle.

Thus, one can easily assess the potential looming disaster for those who have tied up a considerable portion of their assets in stocks. 
Dow 1,000 would be hugely deflationary.
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We believe that markets and the economy are governed by natural law and on that basis it is impossible for any person or group of people 
to avert a stock bear market or an economic recession or depression. 

On November 3rd, 1928, W. D. Gann, who, as far as we know, was the greatest trader and cycle interpreter ever, mailed out to his sub-
scribers his “Outlook for 1929.” The following are extracts from this report.

“This year (1929) occurs in a cycle, which shows the ending of the bull market and the beginning of a prolonged bear campaign. The pres-
ent bull campaign has lasted longer (1921-1929) than any other previous campaign in the history of this country. The fact that it has run 
longer and prices have advanced to such abnormal heights means that when the decline sets in, it must be in proportion to the advance. 
The year 1929 will witness some sharp, severe panicky declines in many high priced stocks.” (Do you really believe that the decline in 
stocks since October 2007 is anywhere near in proportion to the prior advance in prices from 1982?) 

“When the time cycle is up, neither Republican, Democrat, nor our good President Hoover, can stem the tide. It is natural law. Action 
equals reaction in the opposite direction.”

We think that a lot of people have difficulty with this notion. They cannot fathom how economics and stock markets are governed by natu-
ral law. The economy and investment markets are governed by the interaction of many people among whom each individual acts in his or 
her own self interest. The primary interest of any individual is self preservation. If leaders were able to harness this collective interaction, 
there would be no stock bear markets or economic recessions and depressions.



Gustave Le Bon in his great psychological treatise on crowd 
behaviour, which was published in the book, The Crowd, distin-
guished between two types of crowds. There are actual crowds 
where people are in close personal contact, such as at sports 
events, political rallies or any kind of mass meeting or there are 
psychological crowds where there is little or no personal contact 
between the members of the crowd, but where they succumb to 
the influence of a shared source of ideas or emotions. Nowhere 
is the phenomenon of a psychological crowd more evident than in 
financial markets.

The financial markets’ crowd is typically an avid follower of the fi-
nancial media. It needs the media not only to provide information 
but also to provide emotional support and to continually provide 
reassurance that what is being done is logical, rewarding and safe.
“The emotions that drive speculation manias-greed, hope, wishful 
thinking, the belief in luck, the desire for reward without effort and 
the idea that there are shortcuts to wealth available to everyone, 
are hardly conducive to rational thought or prudent financial man-
agement. Thus psychological crowds, like actual crowds become 
increasingly irrational and increasingly emotional in a self-reinforc-
ing circle of deception and delusion. Hoppe, Donald, The Kondrati-
eff Wave Analyst, March 1993

Bernard Baruch summed it up perfectly when he said “All financial 
movements, by their very nature, are motivated by crowd psychol-
ogy.” The basic rule is that the more extreme sentiment becomes, 
bullish or bearish, the greater the ultimate and inevitable reaction 
in the opposite direction. Extreme optimism is followed by a rever-
sal that doesn’t end until a level of equally extreme pessimism is 
reached. Furthermore, if extreme levels of optimism lead to ex-
treme overvaluation in securities, real estate, credit, etc, this will be 
followed by extreme undervaluation and pessimism. 

All economic and financial cycles are also the product of natural 
law. The cycle that we interpret and comment upon is the Long 
Cycle or Kondratieff Cycle. We have chosen to omit reference to 
Kondratieff in our current writings on the cycle, not because we 
wish to belittle his contribution to an understanding of the cycle 
that bears his name, but because we believe that our interpretation 
has moved much beyond anything that Kondratieff ever envisaged. 
We have benefited from the advantage of 80 additional years from 
which to garner the facts and thereby reach our conclusions.
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The Long Wave Cycle is essentially a lifetime cycle in that we only 
live, at least in a meaningful way, one complete cycle. Thus, it is 
difficult for most of us to recognise where we are currently living 
within the cycle, because we have not previously experienced cur-
rent financial and economic events.

We have been able to demonstrate with a large degree of confi-
dence our exact position in the cycle. We are in the winter of the 
cycle, the deflationary depression stage, when debt, at least cor-
porate and consumer debt, is all but eliminated from the economy. 
This process of debt elimination is deflationary, because credit 
money is being reduced either voluntarily or involuntarily through 
defaults or bankruptcies.

The size of the credit bubble determines how long and how bad the 
subsequent credit deflationary contraction will be. Following the 
major credit expansion during the third Kondratieff autumn (1921-
1929), the liquidation of private debt lasted well into the 1940s. 
There is certainly no historical comparison with the massive debt 
bubble that was formed over 25 years beginning in 1980. Thus 
the unwinding of that debt, which is now ongoing, should result 
in a deflationary depression far more severe than any previously 
experienced.

In each Long Wave Cycle, credit expansion starts slowly in the 
spring. Both borrowers and lenders are very cautious, because of 
the substantial losses each has sustained during the previous win-
ter, when the debt bubble collapses. Confidence grows in the sum-
mer and credit expands, particularly on the corporate side. In the 
autumn the credit bubble grows hugely in all sectors of the econ-
omy. The bubble reaches its maximum size at the end of autumn, 
when every entity is satiated on debt. At that time it becomes clear 
that much of this debt can never be repaid and the debt bubble 
starts its collapse on the onset of winter. That collapse is ongo-
ing throughout winter as we can see by US debt to GDP, which 
reached a low in 1953 in the early spring of the cycle. That low was 
achieved despite the huge accumulation of debt by the US govern-
ment throughout the Depression and the Second World War.
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As we have written earlier, the prices of assets, stocks and real estate, most closely associated with the credit money expansion, rise in 
tandem. The biggest rise in the prices of these assets occurs at precisely the same time as the biggest increase in debt, which is always 
in the final years of the Long Wave Autumn.

Each of the four Long Wave Cycles have followed very similar patterns with debt and asset prices reaching their respective peaks at the 
end of autumn. This has always been followed by the deflationary depression winter when debt is virtually expunged (See Winter Warn-
ing - Four Long Wave Autumns in the United States, July 12th, 2010).

There are relatively few people living today who were alive in the last depression. Those who are would have been children at that time. 
Certainly these children of the depression would have vivid memories of those very difficult times, but they would have only experienced 
vicariously through their parents the feelings of helplessness and fear that was so prevalent at that time.

Thus, nearly all of us have only experienced economic recessions, which have been temporary interruptions en route to further economic 
growth.

A recession is the result of an excessive accumulation of inventories at the wholesale and retail levels and a temporary illiquidity in short 
term consumer credit. Recessions are brief and self correcting. In time inventories are sold off and banks restore credit to consumers. 
Recessions do result in a temporary increase in unemployment, whilst the excess inventories are being worked off, but employment re-
bounds once the recession is over. Following the 1973-1975 recession and the 1981-1982 recession, it only took three quarters of output 



to pass the previous peak.

“A depression, however, involves the capital goods sector of the 
world economy and the illiquidity occurs or becomes apparent 
in the far more critical (and enormously larger) area of long term 
credit. A depression is worldwide because it is also the result of illi-
quidity in the international debt system….Overinvestment in capital 
goods, which includes large buildings, factories, specialized tech-
nologies and entire transportation and communication systems 
takes decades to develop, and excessive ‘inventories’ of capital 
goods quite obviously require a number of years to be absorbed 
or consolidated.”

“Similarly, illiquidity in long term credit and international debt is the 
result of an entire generation’s errors, excesses and follies, and 
consequently takes a long time to correct.” The Donald  J. Hoppe 
Analysis, October 18, 1982.  P.  197.  

In his newsletter the Kondratieff Wave Analyst published in Febru-
ary 1988, Donald Hoppe listed “Conditions That Precede a Long 
Wave Depression.” I wanted to share them with you because most 
of them have been fulfilled.

1.  Massive overbuilding in the capital goods sectors (Principally in 
the Far East, particularly in China and Japan).

2.  An unprecedented increase in debt at all levels, public, corpo-
rate and individuals (In scope and magnitude  far greater than the 
period 1914 -1929).

3.  Severe problems in international debt (Shouldn’t require any 
comment).

4.  An era of extremely reckless speculation followed by a stock 
market crash (We’ve only seen the first or second crash i.e. 2000-
2002 and 2007-2009. The worst is yet to come).

5.  A boom and bust in agricultural commodities and farm land, re-
sulting in great distress in the agricultural sector, with many failures 
and foreclosures (True from the mid-20s on, but not yet today).

6.  Trouble in the banking system with a rising curve of bank fail-
ures, beginning several years before the stock market crash (The 
Savings and Loans failure and now a rising tide of bank failures).
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7.  A sharp rise in protectionist sentiment caused by increasing 
foreign competition and poor trade figures (the attacks on China 
are intensifying).

8.  Producers of raw materials-oil, minerals and agricultural prod-
ucts- caught in a squeeze between high production cost and low 
prices, aggravated by huge surpluses and excess productive ca-
pacity (not yet evident, but  wait ‘till China falls).

9.  Retail stores jammed with merchandise, luxury items in heavy 
oversupply, price cutting and discounting rampant.

10.  Huge rise in real estate prices during prior decade. Massive 
speculative building boom. Real estate market glutted with com-
mercial properties.

11.  Great increase in the number of people employed in the finan-
cial sector- stockbrokers, bond salespeople, investment advisors, 
financial planners, fund managers, in-house traders, security ana-
lysts, etc. (Not quite as many as there were in 2007).

12.  Financial mania and speculative boom of prior decade not 
limited to one or two countries, but worldwide (This boom has been 
going on for much longer than a decade, more like 25 years, I’d 
say. That’s why it is so difficult to destroy-speculation is now a part 
of our collective psyche).

A depression is synonymous with an economic breakdown caused 
by a collapse in demand. This  leads to massive unemployment 
and falling prices.  In the 1930s depression, the US gross domestic 
product dropped by 45% and unemployment reached 25%. Real 
estate and stock prices were reduced by almost 90% and com-
modity prices fell precipitously. For example, from 1929 to 1933 the 
price of oil fell more than 82% and copper prices dropped by more 
than 73%; even the price for silver dropped by about 50% during 
the same time frame. While the price of gold was fixed at $20.67 
per ounce until 1934 when it was raised to $35 per ounce, the price 
of gold shares rose substantially. For example, from 1929 to 1934, 
the value of Homestake Mining shares increased by almost 400%.

According to Donald Hoppe, as the deflationary depression crisis 
worsened after 1929, there were five distinct investment phases. 



1.  A flight from questionable securities into stronger securities.
2.  Intense liquidation of inventories and commodities.
3.  A flight from weak currencies into stronger currencies.
4.  A flight from bank deposits into cash and gold.
5.  A flight from strong currencies into gold.

The point was that the ultimate and sole investment of choice was 
gold. “Foreigners cashed in not only their American stocks and 
bonds, but also their dollars and hauled American gold away by 
the boat load. Americans converted their paper dollars and bank 
deposits into gold coins and stashed them in mattresses, hid them 
in basements or attics or took them on one way trips to Bermuda 
or the Bahamas. By July of 1932, Treasury Secretary Mellon se-
cretly informed President Hoover that the Treasury, the Fed and 
the banking system were being drained of gold at such an accel-
erating rate that a collapse of the gold standard was imminent. 
Hoppe,Donald. The Kondratieff Wave Analyst, January 1986. P. 9

That move to own gold was brought about by a collapse in the US 
banking system. Between 1929 and 1933, 10,000 US banks had 
failed because of the collapse of the debt bubble.  Out of fear, most 
people turned to gold as their currency of choice. 

The gold mining industry thrived as well. “There was a new Ameri-
can gold rush, and thousands  of Americans and Canadians un-
employed drifted into the mountains and deserts of the North and 
West hoping to strike it rich, or at least eke out a living, prospecting 
or panning for gold. Corporations, of course took a more sophisti-
cated approach and new technologies made it possible to locate 
and develop ore bodies undiscovered or overlooked in prior gold 
manias.” Hoppe, Donald. The Kondratieff Wave Analyst, October 
1987. P. 115-116

In Canada, there were many new gold mines discovered and 
placed into production during the 1930s, principally along the Abiti-
bi Greenstone belt, the Red Lake district of Ontario and central and 
southern British Columbia. It is of interest to note that many dis-
coveries occurring today are being made around mines that were 
developed in the 1930s. 

According to the Bureau of Mines, in 1940 there were 9, 000 oper-
ating gold mines in the United States.

October 2010

The great desire to find and mine gold in the 1930s led to huge 
increase in worldwide production. While the record gold production 
amounted to 25,367,000 ounces in 1933, by 1940 production had 
increased by 66% to 42,270,000 ounces.

What has to be understood is that all exploration, discovery and the 
development of these mines required considerable capital. It was 
nearly always forthcoming. During the 1930s money flowed almost 
exclusively to gold. 

Our understanding of the Long Wave Cycle has allowed us to be 
invested in gold and gold mining shares from the very beginning of 
the upturn in the price of gold and in the prices of the gold mining 
stocks. In our special edition, The War on Gold, published in Sep-
tember 1999, we wrote “Paper assets including paper money are 
destroyed during winter and the value of gold soars, because there 
are no alternative choices for money.”

Following a New York Times headline quoted by Andrew Bell in 
the Globe and Mail on July 31, 1999, which read “Who needs Gold 
when we have Greenspan?”  Our response was - “It is precisely 
because of Alan Greenspan that we do need gold. Mr. Greenspan 
as head of the Federal Reserve Board has orchestrated through a 
low interest rate policy and unprecedented monetary growth, the 
greatest stock market bubble in history. This bubble threatens to 
destroy the entire world financial system. Unfettered by the con-
straints of a gold standard system, Mr. Greenspan is responsible 
for an enormous expansion of credit, which has fuelled the excess-
es that now pervade the US capital markets.” Sept, 1999.

“Given that the price of gold is no longer constrained by a gold 
standard, its price is likely to soar, as investors bail out of paper 
assets including paper money, which is overburdened by debt and 
panic into gold. The prices of gold shares will emulate the metal 
itself and should perform even better than they did in the 1930s, 
when the price of gold was fixed initially at $20.67 an ounce and 
then raised to $35 an ounce in 1934. Long Wave Analyst, Jan 2002

The accumulation of gold is still in its infancy, even though the price 
has risen by better than 5 times since 2001, because the debt col-
lapse has only just begun and  the economic and financial mael-
strom is about to hit us with renewed intensity.



From 2000 onwards, in keeping with my understanding of the Long 
Wave Cycle, my investment portfolio has been entirely invested in 
gold mining shares. The gains have been spectacular. In a future 
Winter Warning, I will detail how I manage my investment account.

In conclusion, allow me, to list the main points that support my 
absolute conviction that a deflationary/depression is the only out-
come that can evolve from the greatest credit money expansion in 
history. If I have failed to convince you of this and you are in the 
inflation camp or worse still the hyper-inflation camp you should go 
and buy every piece of real estate that you possibly can and bor-
row as much as you can from the banks to make these purchases.

1.  All advanced nations are on a credit money system. Credit mon-
ey has grown exponentially, particularly in the past ten years or so. 
Credit money is now collapsing; debt is being eliminated both invol-
untarily through bankruptcy, foreclosure or default and voluntarily.

2.  This is leading to a collapse in the money supply, which is now 
negative by better than 7%.

3.  Velocity of money has fallen dramatically. Americans aren’t 
spending, they’re trying to save; they’re scared.

4.  The consumer price index, essentially an inflation/deflation 
measure, is close to zero and has already been negative; a point 
where it has not been since the last depression.

5.  Asset prices are down significantly; housing down 29% and 
stocks down 25%.

6.  The economy is already in depression with real unemployment 
worse than 16%.

7.  Retirement plans and pension plans are severely underfunded. 
When it comes to retirement many people will have meagre pen-
sions, which will be insufficient to cover their basic needs.

8.  The economy and financial markets are governed by natural 
law and those in charge are powerless in preventing the terrible 
ramifications of a massive credit bubble, which has now burst. “It 
is a delusion to think that a depression caused by credit can be 
resisted. All the panaceas, nostrums, and quacks invented by all 
the politicians in the world, can but hold off the eventual day of 
reckoning, prolonging the agony.” Robert Smitley

October 2010

9.  The Long Wave Cycle comprises many economic and finan-
cial cycles. One of these is an inflation/deflation cycle. Every long 
wave cycle has seen an inordinate debt growth coupled with huge 
speculation during autumn. Debt has always been purged in the 
long wave winter. This has always been marked by a severe defla-
tionary depression.

10.  Excessive productive capacity. The world is awash in goods.

Both Mr.Bernanke and an earlier predecessor Federal Reserve 
chairman, Paul Volker have absolutely no concern about deflation, 
or so they say.

“At this point, there is not a very high probability that deflation will 
become a concern.” Ben Bernanke, 21 July, 2010.

“I don’t think we should be worried about and consumed by the 
problem of a potential deflation. That doesn’t exist….I think we 
ought to be sure that we don’t take actions that down the road 
might lead to an inflationary situation.”  Economic advisor to Presi-
dent Obama, Paul Volker, September 23rd, 2010.

Remember this, these men are not gods. Paul Volker, who is cred-
ited with getting the US out of inflation, is Benjamin Strong, the 
Federal Reserve chairman of the 1920s. Paul Volker started the 
great credit inflation of the 1980s, as did Benjamin Strong in the 
1920s. Ben Bernanke, an ex-university professor, is given great 
credit for his so-called understanding of The Great Depression, he 
really hasn’t a clue. He’s leading us down the road to “hell in a 
handbasket.” Gird your loins and fill your handbasket with gold and 
gold equities.
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