by Richard Cluver
Japan’s decision to embark on a money-printing exercise of mammoth
proportions that will see nearly a trillion dollars of fiat money disgorged upon
a bloated world monetary scene every year is a major game changer for share
markets. Couple that with China’s move to lower interest rates in order to
stimulate that economy and it is no surprise that world share markets are back
in bullish mode.
There was a time when stimulation such as this would have shocked global
economies into overdrive as it quickly found its way into the pockets of consumers
whose natural inclination is to go out and spend. New orders would push factories
into overtime operation and new jobs would be created at a rapid clip. But no longer.
In a world blighted by deflation, the only effect is to increase the price volatility of
world investment markets. And so it should surprise nobody that ShareFinder’s longterm projections suggest global markets could soon be headed for another fall!

At the heart of the problem are governments loaded down with debt, and one of the
most indebted nations is Japan. At 238 percent of its gross national product, Japan
is so overburdened by the cost of interest payments that to fund the debt it recently
had to increase sales tax by a massive 60 percent which crushed retail spending at
one blow. Meanwhile the Quantative Easing exercises embarked upon by the Bank
of Japan in a vain attempt to stimulate the economy have only worsened things,
effectively halving the value of the Yen relative to the US dollar which has added
another massive burden to the load already being carried by the Japanese man in
the street. The result; this month Japan tipped over into official recession.

Meanwhile, lest we in South Africa think that these happenings are remote from us,
we should understand that South Africa is headed down the same road as our
government continues to borrow money that it cannot repay. Our debt is only 42.2
percent of GDP but it is growing by leaps and bounds and the burden of it will soon
fall upon ordinary citizens in the shape of increased taxes.

To understand the malaise that is gripping the world, I have here re-printed an article
that I recently wrote for readers of my Prospects newsletter:

Economists everywhere are grappling with what for most of us is a new, or
should I say previously unexperienced, phenomenon of deflation. So it is
hardly surprising that most of my readers don’t really understand the
implications of it and its likely impact upon their investment portfolios.
To briefly explain, a deflationary era is one in which the prices of most goods and
commodities FALL. It is the opposite of monetary inflation. So, for example, we are
currently witnessing the decline of oil prices which should presumably be good for
everyone. I imagine we all felt a bit happier this month when we found we would be
getting a bit more petrol for our rands? So how is that bad?
To understand why you need to understand the importance of the velocity of money
movement. To explain this simply, a small quantity of money can achieve a lot if it is
turned over rapidly. It can in fact equal a large sum of money that is inefficiently
used. Thus, recognising that the holy grail of modern economics is the growth rate of
the Gross Domestic Product, modern economies can be said to be in recession if for
six months of more they have failed to achieve GDP growth. Thus, over the past 200

years the US has experienced a compound annual average GDP growth rate of 3.9
percent whereas for the past five years it has managed to only achieve 1.4 percent.
Europe has been a whole lot worse and here in South Africa against an average
growth rate of approximately 5 per cent in real terms between 2004 and 2007, the
average fell to just more than 2 percent between 2008 to 2012.
It is because of this slow-down that everyone has been feeling the pinch. It is why
unemployment is up and why everyone has been feeling a little gloomy. Worse,
because of this general malaise we have been witness across the planet to a rise in
hard-line politics which this month swept the Republican Party into control of both
houses of US politics. In France Marine Le Pen’s far right National Front party has
caused a huge political upset by winning 25 percent of the vote while in Britain
commentators are warning that Nigel Farange’s UK Independence Party could win
power at the next election. And here at home Julius Malema has shocked everyone
with the strength of support he achieved in this year’s elections. Indeed, it was
precisely the same kind of situation that swept Adolf Hitler to power in Germany 80
years ago culminating in the most brutal war the world has ever seen.
For those who are a little mathematically
inclined, a simple equation explains it all.
Where V is the velocity of money, M the
total amount of money and PQ is the gross
domestic product, economists use the
equation V = PQ/M. Translating that, there
is an absolute relationship between the
gross domestic product, the velocity of
money and the total amount of money in
circulation. And that being the case, the
puzzle is that since 2007 the world’s
central banks have trebled the total amount
of money that is in circulation but GDP
growth has remained tepid.
Now, the Bank of Japan has embarked on
a “whatever it takes” policy of printing
further unimaginable sums of money and
the European Central Bank has signalled
the same intentions.
In any other era all this cash finding its way
into the hands of the general public would
have triggered an explosion of demand for
goods and services which would in no time
at all have sent the prices of those same
goods and services soaring. It would have
resulted in hyperinflation: shades of the
Weimar Republic experiment in the 1930s
and more recently Zimbabwe’s reckless
money printing exercise which in both
cases resulted in ordinary folk needing
wheel barrow loads of bank notes to buy a
loaf of bread and, very soon, completely

empty supermarket shelves. This time, however, the result has been deflation: falling
prices as evidenced by the dramatic 35 percent fall in the price of crude oil over the
past 30 months. And if you care to look at the prices of minerals like iron and
platinum upon which this country depends for much of our foreign earnings, you will
note the same phenomenon of massive decline.
Now you would have imagined that given this 35 percent crude oil price decline that
the pump price of petrol would have similarly declined. But actually it rose. In March
2012 motorists at the coast paid R10.93 per litre. This month they are paying
R12.75. So despite the crude decline we are now paying 17 percent more. Surprise
surprise! Its all about taxation which is rising at a dramatic rate.

So lets bring that issue a little closer to home. Rick Crouch, the DA city councillor
representing the Durban ward that I live in, has written to residents to warn us that
Durban Metro wants to borrow R1-billion to put up extra free houses before 2016 in
order to win votes for the ANC ahead of the next election. The impact of that loan at
current interest rates will put another 5 percent on the average Durban resident’s
annual household rates, part of a series of cost burdens Rick Crouch estimates will
overall boost Durban’s rate bill by a minimum of 20 percent next year. Rick is fighting
the moves in council but, since the ANC dominates in Durban he does not expect to
win. So his answer is to urge ratepayers to deluge the Minister of Finance, Nhlanhla
Nene with letters of complaint. You can reach Minister Nene on
https://www.facebook.com/pages/Minister-Nhlanhla-Nene/585304381576040 or
phone his personal assistant Mary Marumo on 012 315 5372.
The Durban housing project in fact neatly summarises what has been happening in
government globally. Uncontrolled spending by politicians on a worldwide scale, the
consequence of the loss of monetary discipline that resulted from the world’s move

away from the gold standard a century ago, has resulted in an uncontrolled rise in
the collective debt of governments nearly everywhere. That is why, for example, the
combined debt of the US Government and its citizens has now exceeded 334
percent of US Gross National Product compared with 460% in the 17 economies of
the euro-currency zone and 655% in Japan.
Funding this debt has placed an impossible burden upon the average citizen. With
more and more being siphoned out of taxpayers’ pockets simply to service this
towering debt, ordinary folk have less and less to spend on their personal needs and,
since two thirds of GDP in most of the developed world is attributable on average to
retail spending, it is a no brainer that economic growth has slowed to a snail’s pace.
Worse, since most governments and many private individuals are funding debt
repayments by raising more debt, the situation is becoming daily more untenable.
That is why the International Monetary Fund is worried that a series of economic
collapses are probable, bringing into question whether the global economic system
can survive for much longer.
How do ordinary investors insure against the loss of their savings? Well let’s start by
noting that universally, blue chip shares have best survived global financial crises.
Next note that the Rand is losing value relative to the US Dollar at an average of
12.6 percent a year so it is wisest to go for blue chips which hedge the rand: shares
like Richemont, SAB Miller, MTN, Sasol and Naspers. The graph below illustrates
the ongoing performance of the virtual portfolio which I maintain month by month for
readers of my Prospects newsletter.

In addition, since there is a high probability of a Wall Street correction of the order of
15 percent over the next seven months, it is wise to hold some cash. I would
advocate around 10 percent in cash right now.
Finally, as insurance against a global monetary crisis, I would advocate a 10 percent
holding of Kruger Rands which are cheap right now but have over the past decade
gained in value at an annual 11.5 percent.
.

How the global consumer plays on the
JSE have kept up well with the S&P
500.
By Brian Kantor
Brian Kantor is chief economist and strategist at Investec Wealth &
Investment.
A noticeable feature of global financial markets has been the strong recent
performance of the S&P 500 Index, both in absolute and even more
impressively in relative terms. As we show in the charts below, the S&P 500,
the large company benchmark for the US equity market, continues to
outperform both emerging markets (EM) and also the US smaller listed
companies represented in the Russell 2500 Index.
The S&P 500 has gained approximately 15% against the MSCI EM benchmark since
a year ago and is about 5% stronger vs the Russell.
We also show that, compared to a year ago, the SA component of the benchmark
EM Index (MSCI SA) that excludes all the companies with a primary stock exchange
listing elsewhere (SABMiller, British American Tobacco, Anglo American, BHP
Billiton and the like) has done well compared to the average EM market, of which
only about 8% will be made up of JSE listed companies. The JSE All Share Index,
converted to US dollars, has lagged the S&P 500 by about 10% over the past 12
months.

There is however a class of shares listed on the JSE, that we describe as Global
Consumer Plays (GCPs), that has kept up well with the S&P 500, on both the share
price and earnings fronts, when measured in US dollars. These are companies listed
on the JSE whose economic performance is largely independent of the state of the
SA economy. As such they are not only rand hedges but, more important, are
hedged against the performance of the SA economy and are almost fully exposed to
the performance of the global economy. That is, both revenues and costs are
incurred offshore.
We have calculated GCP Index of these companies whose share price movements
have proved to be little influenced by either SA interest rates or the directions of
commodity prices forces that are important for the SA economy plays or the resource
companies that make up the bulk of the JSE by number of listed companies.
The components of this index – that account for about 40% of the full market value of
the JSE – are, in alphabetic order, Aspen, British American Tobacco, Mediclinic,

MTN, Naspers, Netcare, Richemont, SABMiller and Steinhoff, with the weights in our
GCP Index determined by their proportion of SA shareholdings; that is by their Swix
weights. We compare this combination of JSE-listed counters with the S&P 500
Index. As our charts show, this GCP Index has closely matched the performance of
the S&P 500, both in US dollar share prices, as well as in index earnings per share.
Note also how much better the GCP earnings held up through the Global Financial
Crisis.

Since 2010 the respective index earnings per share have grown strongly and similarly. These
excellent results have led to a significant rerating of the GCPs in recent years. Index values since
2010 grew significantly faster than index earnings per share, leading to a higher price/earnings
multiple for the average GCP company. The GCP Index also enjoys a higher rating than the S&P 500.

Clearly this group of JSE listed companies,
with full exposure to the global economy,
are demandingly valued, that is they are
expected to realise further strong growth in
their earnings; indeed, faster or more
consistently than the earnings expected of
the average S&P 500 company. For the
rand investor however, this group of
companies can be regarded as defensive.
The SA investor would be well hedged
against the possible weakness of the SA
economy and the rand. Furthermore, there
is perhaps good reason, based on recent
performance, to be of the view that this
group of companies will continue to be
valued (in US dollar terms) in line with that
of the S&P 500 rather than the average EM
company. A positive outlook on the S&P
500 could be translated into a roughly equal
positive view for the GCP Index.
Moreover such investments are not subject
to the limits imposed by foreign exchange
control regulations.There is however one
important caveat to be considered: there are
only nine companies included in the GCP
Index. Thus the investor holding the GCP
Index would still be subject to a high degree
of firm-specific risk.

Address poverty in SA and let inequality look after itself
By Brian Kantor
South Africans are often reminded that incomes in SA are the most unequal in the
world. We are as often told about the grave issues of poverty and inequality that
confront the economy; as if inequality in SA causes poverty.
But does it? And may not less inequality (engineered by policies to tax the rich and
give more to the poor) well lead to slower growth over the longer run, to the
disadvantage of those in the lowest deciles of the income distribution? Less equal
incomes or wealth (when tolerated) may well lead to a significantly better standard of
living for the (relatively) poor.
Poverty is a very obvious problem for any society. So is inequality – regardless of the
causes of the income or wealth inequalities (that are poorly understood). Yet
irrespective of the process of income and wealth creation and how well (usually how
badly) this process of income generation is understood, large differences in the
standard of living inspire resentment and envy in many. This unhappiness (call it
jealousy if you like) inspires economic policy interventions that take from the wealth
and incomes of the better off. Such actions, while often very popular, may well mean
more (rather than less) absolute poverty over the longer run.
Differences in incomes cause no economic disadvantage to the less well off. Instead
they will be to the advantage of the poor when they are the rewards for superior
economic performance. Examples are the incomes earned from owning or managing
a successful enterprise or for that matter practising a profession; or even running a
successful not for profit organisation but one that pays excellent employment
benefits. These firms, of one kind or another, deliver valued goods and services to
willing buyers and / or jobs for willing workers on mutually acceptable terms to
buyers or sellers of goods or services, labour or savings (capital).
Fair exchanges that make some rich and others much better off than the average is
not robbery or exploitation. These differential rewards also provide the essential
incentives for the enterprising sorts to take risks with their capital and labour, to save
and invest more and for managers and workers to work harder and more effectively
(at home rather than abroad).
Those who succeed in a competitive marketplace are not rich because the poor are
poor, as they would have been the case in Tsarist Russia or pre-revolutionary
France, where the aristocracy repressed the incomes of the serfs or slaves on the
land and consumed the surplus, sometimes leaving behind great palaces or
cathedrals for us to admire. Great generals could become rich beyond the dreams of
avarice, looting the wealth of their defeated opponents and selling their captives on
the slave market. The wealth of Rome and the title of Caesar that came with it were
earned on the battlefield. The above average incomes in SA are also mostly earned
in competition for the budgets of households or other firms. And when they are not
fairly earned – the result of corruption or theft – the legal solutions are obvious
enough even if not applied with all the rigour they deserve.
But while incomes earned in South Africa may well be the most unequally distributed
in the world - the distribution of expenditure is much less unequal. The World Bank
shows, in a recent study, that South Africa does more to redistribute income in cash

and kind to the poor than its developing economy peers with similar average
incomes , Armenia, Brazil, Bolivia, Costa Rica, El Salvador, Ethiopia, Guatemala,
Indonesia, Mexico, Peru, and Uruguay (South Africa Economic Update Fiscal Policy
and Redistribution in an Unequal Society, World Bank, November 2014).
As the study reports:
“South Africa ranks as one of the most unequal countries of CEQ (Commitment to
Equality Methodologies applied by official statisticians in income measurement)
participant countries, if not among all middle-income countries, given its Gini
coefficient of 0.69. The proportion of the population living in poverty at 33.4 percent
measured by the international benchmark of $2.50 a day(purchasing power parity,
PPP, adjusted) — is also higher than in many other middle income countries with
similar levels of GNI per capita. For example, the poverty rate is 11 percent in Brazil
and 4 percent in Costa Rica.
“Briefly, this Update has two main findings. First, the burden of taxes falls on the
richest in South Africa, and social spending results in sizable increases in the
incomes of the poor. In other words, the tax and social spending system is overall
progressive. Second, fiscal policy in South Africa achieves appreciable reductions in
poverty and income inequality, and these reductions are in fact the largest achieved
in the emerging market countries that have so far been included in the CEQ. Yet
despite fiscal policy being both progressive and equalizing, the levels of poverty and
inequality that remain are unacceptably high. South Africa is currently grappling with
slowing economic growth, a high fiscal deficit, and a rising debt burden. In this
context, addressing the twin challenges of poverty and inequality will
require not only much-improved quality and efficiency of public services but also
higher and more-inclusive economic growth to help create jobs and lift incomes.”
(p22)
As a result of these tax-and-spend interventions the distribution of spending power in
SA is significantly more equal than that of incomes. Understandably since most of
the poor earn minimal incomes, because they are mostly unemployed, or at best
informally employed, and where incomes are not easily recorded.
The issue for economic policy in South Africa is how much more can be taken from
the high income earnings off to give to the poor without undermining the prospects
for “higher and more-inclusive economic growth to help create jobs and lift incomes”
as the World Bank has put

it

The answer to this seems obvious. While it may be possible to raise more tax from
the economy, realistically this could only be achieved by broadening the tax base,
not by raising the income or capital gain or wealth tax rates on the top two income
deciles. The imposition of higher tax rates on the high income earners would achieve
little by way of extra collections; more important it would undermine the incentives of
the high income earners to deliver more taxable income. One should rather
encourage economic actors in ways that would stimulate economic growth and
increase the tax base to in turn provide more poverty relief.
In other words, if the objective of economic policy is to increase the ratio of taxes to
GDP, this must mean making the SA tax system less rather than more redistributive
– that is by increasing VAT or increasing other expenditure tax rates, or by adding to
the payroll taxes on all formal sector employees, which is the most obvious place to
look for extra revenue. Income redistribution without growth appears to have reached
a limit.
Controlling government expenditure – limiting the government’s share of GDP so
that the overall burden of taxation can be minimised and economic growth
encouraged – is essential. This means, in practice, strict limits on the employment
benefits provided for public sector employees. These benefits account for the bulk of
the measured welfare transferred to the poor in kind rather than cash, such as
educational and hospital services. Spending on the poor is judged by the World Bank
to have made the distribution of income in SA more equal. As the Bank remarks it
does not judge the quality of such services, only its cost to taxpayers which is taken
as its value.
It has been such extra government spending on its own employees that constitutes
the main threat to the welfare of the SA taxpayer. These officials are to be found
among the higher income deciles. Ironically therefore these improved benefits for a
largely transformed public sector will have added to the inequality of earned incomes
in SA. Without good delivery, much of the welfare budget will be wasted even if the
income taxes collected to fund government spending reduce income inequalities as
these are measured.

For a central banker, deflation is one of the Four Horsemen of the Apocalypse:
Death, Famine, Disease, and Deflation. (We will address later in this letter why War,
in the form of a currency war, is not in a central banker’s Apocalypse mix.) It is
helpful to understand that, before a person is allowed to join the staff or board of a
central bank, he or she is taken into a back room and given DNA replacement
therapy, inserting a gene that is viscerally opposed to deflation. Of course, in
fairness, it must be noted that central bankers don’t like high inflation, either
(although, looking around the world, we see that the definition of high inflation can
vary). In the developed world, 2% inflation seems to be the common goal. You
wouldn’t think that 2% a year is a significant change in the overall price structure, but
the panic among economists that would ensue with a 2% price deflation would
border on hysteria.
Inflation and deflation are often topics of discussions as I travel, but I find that there
is general confusion about what inflation and deflation actually are. This is
understandable, since many economists don’t agree on the definitions, so they are
often talking about totally different phenomena. In this week’s letter I have for you a
brief essay on the topic of deflation. Depending on your view, you might find some of
my thoughts controversial, but I will try to make my case clear, at least. Please note
this is the 30,000-foot view and is nowhere close to definitive. If you want great
detail, I suggest you get my good friend Gary Shilling’s latest book on deflation (of
four that I know of), called The Age of Deleveraging. (It’s only $11.49 on Kindle.)
Definitions of Inflation and Deflation
Generally speaking, there are two schools of thought about inflation. The Austrian
school of economic theory, founded by Ludwig von Mises, sees inflation as an
increase in the money supply and deflation as a contraction in the money supply.
Somewhat similarly (but not entirely!), the monetarist school of economic theory
tends to see money supply as the chief determinant of GDP in the short run and of
the price level over the long run.
Mainstream economics (generally Keynesian) tend to refer to rising or falling prices
as inflation or deflation. They tend to see deflation as a general price decline, often
brought about by reductions in available credit, money, or reserves or by the
government’s restraint of spending programs.
So when we talk about inflation/deflation, it is important to know whether we’re
talking about monetary inflation or price inflation. As we have seen recently, a rising
money supply is not necessarily accompanied by rising prices (although there is a
certain long-term rhythm to the two different measures).
When I talk to the general public about deflation being something to be avoided, I get
confused looks. Don’t we like it when the price of something goes down? Who

doesn’t love a sale on something they want to buy? Since the beginning of the First
Industrial Revolution, the general tendency for the prices of manufactured goods (in
real inflation-adjusted terms) has been to go down as productivity has gone up. This
is what Gary Shilling and others refer to as “good deflation.”
You can actually have solid productivity, GDP growth, wealth creation, a general
increase in the standard of living, and a buoyant economy during a period of overall
price deflation such as we had in the late 1800s – if it is the good kind of deflation.
What is the difference between good deflation and bad deflation? Good deflation is
the general fall in prices that comes from an excess supply of goods due to
increased productivity and product improvement. From 1870 to 1897 wheat prices
fell from $1.06 to 63¢ a bushel, corn from 43¢ to 30¢ a bushel, and cotton from 15¢
to 6¢ a pound. Most of the time farmers received even less for their crops.
While farmers blamed all sorts of people for their falling prices, the primary cause of
their problem was overproduction resulting from increases in the acreage of farms
and increased yields per acre due to improved farming methods, as well as the
advent of railroads that made it easy to get produce to Eastern markets. A farmer
had to produce more just to stay even. It didn’t help that global competition from
Argentina, Russia, and Canada was added into the mix, as increasingly large
oceangoing steamboats made international transportation cheaper and ended an era
of American agricultural export advantages.
This period of time saw one-third of farmers move to the cities for other work as they
lost their employment on small family farms. That trend in falling farm employment
continued until recent years, and farming has seen even greater increases in
productivity (yield per acre) in recent decades. Farm and ranch families are just 2%
of the US population today. Only 15% of the US workforce produces, processes, and
sells the nation food and fiber. Today’s farmers produce almost three times more
food with 2% lower inputs than farmers did 60 years ago. A third of American
agriculture is strictly for exports.
The late 1800s was a particularly contentious period of history in the United States
as farmers blamed railroads, bankers, and industrialists for their problems – a
situation not unlike the income inequality debate we have today. And while falling
prices weren’t fun for the farmers, the general public enjoyed lower food costs and
higher-quality food.
The easiest way to illustrate this trend in the modern area is by looking at the cost of
a gigabyte of storage. You can see an interactive version of this chart here. Prices
for a gigabyte of storage dropped from $500-700,000 in the early 1980s (depending
on what you were buying) to about $0.03 today. Put another way, a gigabyte cost
about 2 million times more 35 years ago than it does today. And it has fallen by 50%
every few years. The good deflationary fall in prices for data storage has enabled all
sorts of industries and products, creating millions of jobs. And we could find dozens
of other, similar products whose prices have been falling dramatically.

Measuring Inflation/Deflation
Each month we are greeted by the announcement of the Consumer Price Index
(CPI), telling us what the level of general price inflation has been for the previous
month and year. I’ve written about CPI extensively in past letters, but basically we
need to understand that the CPI is an artificial amalgamation of the prices of various
products and services. The composition of the CPI has changed significantly over
the last 40 years. As John Williams at Shadow Stats demonstrates, if we used the
same measurement methodology that was in force during the Reagan years or the
early Clinton years, inflation would be almost 4 percentage points higher now than it
is currently calculated to be.

Contrary to some commentators, I do not see this is a conspiracy to mislead
investors or consumers, or to slow down the rise in Social Security payments. We
should all be grateful that there is a small band of economists who are consumed by
the details of what inflation actually is. They go to conferences and vehemently
argue with each other (well, vehemently for academic economists) over arcane
topics that would bore 99%-plus of the population. They are passionate about trying
to find the proper measure of inflation.
My personal feeling is that the adjustments that have been made in the calculation of
inflation are generally quite reasonable, if somewhat controversial. With the prices of
electronics and many other manufactured goods falling over the decades, how do
you measure inflation in those items? Or rather deflation? I still spend about the
same amount for a new phone today as I did 10 years ago, but my new iPhone 6+ is
a major improvement over the Motorola flip phone I had 10 years ago, by any
standard you want to apply. Both could make phone calls, but that is about where
the similarity ends. Am I getting better value for my money? More bang for the buck?
Absolutely.
Currently, the economists who determine inflation see that increase in value as an
actual drop in inflation, and they use a somewhat controversial methodology called
hedonics to adjust the prices of a myriad of products for quality. If anti-lock brake
systems are now standard whereas before they were optional, then by this doctrine
the price of your car went down. (Those who are interested can google hedonics and
get a wealth of information on the definition and the controversy.)
Housing is a big component of our spending. Should we use actual housing prices or
what the inflation economists call “owner’s equivalent rent prices” as our measure of
housing cost increases? If we had used actual housing prices during the 2000s, the
inflation figures would have gone through the roof, suggesting to the Federal
Reserve that they should be raising interest rates rather than lowering them or
keeping them too low. And again, if we had been using actual house prices to
calculate inflation during the Great Recession, the economy would have been seen
as being swamped by serious deflation. There would’ve been even more weeping
and wailing and gnashing of teeth.
CPI is a useful measure by which to judge the overall trend of the economy, but we
have to remember is that it is a simple statistical construct. Just because the CPI
says inflation is 2% doesn’t mean that inflation for you as an individual or for the
economy in general is actually 2%. It is 2% inflation based on current assumptions
and methodology. There is a margin of error. The CPI is one of those statistics about
which you can say, “it’s close enough for government work,” … because it actually is
government work. We have to try to measure price inflation for a host of government
and business reasons, but we need to apply a healthy dose of economic reasoning,
a little salt if you will, to the stew that is CPI.

Asset Inflation Versus Price Inflation
I was at a conference last month where the rules of participation forbid me from
naming the other attendees or disclosing the specifics of what they said without their
permission. But I can talk about ideas I picked up. So, name-brand economists (think
Nobel Prize winner and central bankers) argued that inflation is too low and that the
Fed should continue to provide a stimulative monetary policy and work towards
bringing inflation back up. They also argued for a much higher inflation target than
2%.
A famous hedge fund manager raised his hand in the give-and-take and argued that
there is plenty of inflation in the United States; it is just asset-price inflation, and
nobody complains about that. By that he meant that we have seen a significant rise
in the stock market and other asset classes (including real estate) because of current
Federal Reserve monetary policy. I won’t say that his rejoinder was summarily
dismissed, but I felt his point was more or less ignored.
We (as in “us guys and gals in the market,” which probably includes you) don’t see
an increase in the prices of our stocks and other assets as inflation. We just like to
think that the market is finally recognizing the value that we saw when we invested in
them. The Fed purposely engineered a rising asset-price level because they felt
there would be some trickle-down from what is called the wealth effect – i.e., if
people have more net worth due to a rising stock market, they will likely spend that
money and stimulate the economy. The trouble is, nearly every recent academic
paper on the topic has demonstrated that there is, in fact, either no or very little
wealth effect. Wall Street, bankers, and investors have made out like bandits under
the current policy; and Main Street hasn’t benefited to nearly the same extent.
The problem with asset-price inflation is that prices generally keep rising until they’ve
gone too far, and then they fall and you get asset-price deflation. And asset-price
deflations (otherwise known as bear markets) are highly correlated with and
sometimes the cause of recessions.
The hedge fund manager was expressing a view held by many people (including
your humble writer), that by purposely targeting stock market prices the Fed may be
laying the groundwork for the next asset-price deflation and recession. It is one thing
for the Fed to lower rates in order to stimulate borrowing and thereby theoretically
increase demand, and another thing altogether to engage in quantitative easing to
stimulate stock markets. At precisely what point did the Federal Reserve decide that
they needed a third mandate, that is, to boost asset prices? The only two
Congressional mandates for the Fed are to control inflation and stimulate
employment. It is not entirely clear what the transfer mechanisms are from monetary
policy to employment, so that second mandate is suspect as to how it could actually
be implemented, in the opinion of many. There is a lot of theory, and there are
demonstrable correlations; but the evidence, in my opinion, that quantitative easing d
id anything to stimulate employment is sketchy. While unemployment has fallen
during the recent periods of quantitative easing, correlation is not causation.
One thing we do know is that significant asset-price deflation almost always leads to
a recession and to price disinflation, if not temporary deflation.

So Who’s Afraid of Deflation?
If good deflation is not a problem, what constitutes bad deflation? One major cause
of deflation is decreased aggregate demand, which is a function of insufficient
income and/or availability of credit. This bad type of inflation is typically associated
with lower corporate profits and bear markets. It also generally results in lower
wages and rising unemployment, which if not halted can become a self-reinforcing
downward spiral.
As an aside, this is one of the reasons that Janet Yellen keeps talking about income
inequality (lately, somewhat ad nauseam). The demonstrable stagnation of wages of
the middle class clearly has a negative effect on aggregate demand. From a
Keynesian point of view, the lack of aggregate demand is something both to worry
about and to counter.
One of the elements of inflation is rising wages. It is hard to get serious inflation
(over 2%) without a concurrent rise in wages. And in general we have not seen a rise
in average hourly wages since the end of the recession (for a variety of reasons).
The following chart is for the last eight years, but we’ve all seen numerous charts
demonstrating that inflation-adjusted wages have been stagnant for well over a
decade if not longer.

This is one of those chicken-and-egg arguments that economists frequently have.
There are those who think that if we can stimulate aggregate demand then that will
increase profits and GDP and will result in rising wages and lower unemployment.
And then there are those (including your humble writer) who think the problem is
inadequate income and not enough productivity. In this scenario rising incomes will
increase aggregate demand. If that is your philosophy, then the focus of government

policy should be not on making it easier to borrow money but on making it easier to
make money. And perhaps on giving people a chance to keep more of the money
they do earn.
And Then There Is Debt Deflation
And now we come to the real problem that central bankers and governments have
with deflation: it makes debt more expensive and thus more difficult to pay back.
Deflation is not kind to borrowers, especially governments.
It is not unusual to look at government debt in relationship to the size of the economy
as measured by gross domestic product, or GDP. When Dick Cheney argued way
back in the dark ages of the last decade that deficits don’t matter, he was arguing
that if the economy is growing faster than the debt is rising, then your debt relative to
GDP is shrinking. I don’t think in his wildest nightmares he ever thought we would
see debt rising by 6-7% of GDP per year (or more).
When we talk about GDP, we have to know whether we mean nominal or real GDP.
For newbies, nominal GDP is GDP unadjusted for inflation, while real GDP is actual
growth after inflation is factored out.
If I borrow $200,000 to buy a house, that debt is not inflation-adjusted every year. I
negotiate an interest rate that presumably the lender thinks will give him a return
over and above the inflation rate. If my income falls, then the percentage of my
income I need to pay for that mortgage increases. My debt-to-income ratio increases
even though the loan amount stays the same.
Deflation is generally associated with recessions (at least in the modern era). In a
recession GDP will shrink and government income from taxes will fall. Even if there
is no increase in the debt, the debt-to-GDP ratio will rise as GDP falls.
Let’s look at Japan. There the government is trying to engineer a nominal growth
rate of at least 4%. They are hoping to have 2% real growth plus 2% inflation. The
problem for Japan is that they have had almost no nominal growth for over 20 years,
a period they call the Lost Decades. The country has often been mired in outright
deflation. And if, as Japan has done, you borrow 5 to 7% of GDP per year in order to
run deficits to try to stimulate demand (classical Keynesian theory), you will
eventually get to the place where Japan is today, with a debt-to-GDP ratio of around
250%. The only possible ways they can bring that ratio down is to increase nominal
GDP to a level above that of the rate of borrowing – or to monetize the deficit and/or
actual debt.
According to my friend Nouriel Roubini, in 2013 Japan’s total tax revenue fell to a 24year low. Corporate tax receipts fell to a 50-year low. Japan now spends more than
200 yen for every 100 yen of tax revenue it receives. It is likely Japan will run an 8%
fiscal deficit to GDP this year, but the Bank of Japan is currently monetizing at a rate
of over 15% of GDP, thereby theoretically reducing the level of debt owed by
government institutions other than the central bank. At some point, when the Bank of
Japan has monetized enough debt and the government is running something close
to a nominal surplus, including debt service, the debt on the balance sheet of the
Bank of Japan will have simply been made to go away (whether de facto or de jure
makes no difference – as long as the government is not paying on the debt).

But that monetization comes at a cost. The yen is already down 40% in buying
power against a number of currencies, and another 40-50% reduction in buying
power in the coming years is likely, in my opinion.
Such a reduction in debt is currently not possible in the Eurozone, which means that
European governments must increase their debt at a slower rate than their nominal
GDP growth. Since they are all (except Germany) running 3-4%+ deficits and most
of the continent is in recession, their debt-to-GDP ratio is getting progressively worse
each year, making it more expensive for them to pay off their debt. Even if you think
that outright debt monetization is a good thing (and many Keynesian economists do),
to implement it would take an almost-impossible-to-achieve rewriting of the treaty
that created the Eurozone or a willingness by all the members (and their courts) to
ignore the current treaty.
Is it possible to reduce your debt-to-GDP ratio without falling into some sort of
austerity-dominated recession? Absolutely. The US did it following the
Clinton/Gingrich compromise in the mid-’90s. We were actually reducing our debts
and running surpluses at the end of the Clinton era.
But the United States had a very obliging set of circumstances in those days. Not
only did we have high growth, we had inflation (as measured by CPI) that averaged
well above 2%. Notice in the chart below that nominal growth averaged roughly 6%
in the ’90s and has barely averaged 4% so far this decade. (For those looking at the
chart in black and white, the upper line is nominal GDP.)

This past week we learned that the 2014 government deficit will be only 2.8% of
GDP (it last saw that level in April 2005), the first time in a long time it has been
below nominal GDP. It is projected to fall again next year before rising in 2016.

For the United States, this represents a reprieve, allowing us some time to deal with
potential future problems before government spending rises to a proportion of
income that is impossible to manage without severe economic repercussions.
Government spending on mandated social programs will rise more than 50%, from
$2.1 trillion this year to $3.6 trillion in 2024, potentially blowing the deficit out of
control.
If the US economy were to slip into deflation, it would clearly become more difficult to
both service the debt and reduce the total debt. And thus the central bank and
government aversion to deflation. Not to mention that the experience around the
world of deflationary times has not been pleasant. It has been quite some time since
we have seen good deflation for any sustained period of time in an economy in the
developed world.
Is global deflation in the near future possible? The short answer is yes, for several
reasons. Commodity prices are falling all over the world and especially in dollar
terms. This is a result of the high prices of the last decade, which resulted in excess
supply in a world where demand growth is trending lower, especially the demand
growth provided by China. Commodity prices are a key component of the prices of
all manufactured goods and of food.
Wages are stagnant, and in general it is hard to see wage inflation, although my
friend David Rosenberg swears he can see it coming in his charts. Given the
deflationary environment we are in, an increase in wages would be a welcome event.
Stagnant wages are a prescription for weak retail sales growth, thus keeping a lid on
inflation.
It is very possible that we could see asset-price deflation in the near future and an
accompanying bear market. A few weeks ago I discussed the possibility that the next
recession will actually be led by a bear market as opposed to the bear market simply
resulting from a recession. I should note that the recent bubble-like levels of
subprime corporate credit and junk bonds have set up the potential for a collapse in
debt valuations. Shades of 2008.
And last but not least, the rising dollar is also somewhat deflationary. A rising dollar
in and of itself is not enough to create deflation, but it can help create an
environment where deflation takes root.
The elements of a deflationary surprise are all in place. Given the composition and
economic beliefs of the current Federal Reserve governing bodies, it is more than
likely that monetary policy would become even more easy and quantitative easing
would resume should we get close to 0% inflation.

The Last Argument of Central Banks
King Louis XIV had the words Ultima Ratio Regum or “The Last Argument of Kings”
cast on the sides of his cannons. Central bankers exercise an equivalent last
argument when they fight deflation by monetizing debt and lowering their currency
valuations. Japan is clearly trying to export its deflation. It has deployed the largest
monetary cannons in history and is likely to double down over the next few years.
Europe would like to do the same, and a falling yen may force it to do so. One of the
classic ways (at least in theory) to fight deflation is debt monetization, which leads to
currency wars.
At the beginning of this letter I said that the Four Horsemen of the Apocalypse for
central bankers are Death, Disease, Famine, and Deflation. I substituted Deflation
for War because the monetary equivalent of war is a currency war, and evidently
central bankers today don’t see that as a problem that rises to the level of the
problems created by deflation.
Too much debt – the environment we find much of the world in today – is inherently
deflationary, as debt service takes away from current consumption. Debt is future
consumption denied, and at the end of a debt supercycle future consumption and
thus total GDP are going to be constrained until the debt is dealt with in some
manner. Too much debt has often led to some kind of deflationary period. For all
intents and purposes, much of peripheral Europe went through a deflationary
recession/depression following the last debt crisis. And their debt has not really been
dealt with: it is still hanging around to create a problem in the not far-distant future.
Can you monetize your way out of a deflationary collapse brought on by too much
debt? Paul Krugman and the monetary authorities of Japan think you can. Japan is
running one of the great economic experiments of all time. Can a productive,
generally got-its-business-act-together country monetize 200% of its GDP without
devastating, or at least seriously affecting, the buying power of its currency? And at
what cost to its trading partners and those countries and companies that must
compete against Japanese exports?
I think the coming currency war and the potential for protectionism are the most
serious challenges we will deal with in the global economy over the next five years.
Stay tuned.

