
A European-based friend sent me a long note from a gold bug predicting run away
inflation ahead. He asked how that might affect my investment plans. Here’s my reply:
Thanks for sending the article, Luis. Here’s how I relate the author’s views to my
present investment thesis.

I agree that Modern Monetary Theory is bunk. They haven’t repealed the laws of
economics. Milton Freedman stated succinctly that inflation’s a monetary phenomenon.
The three other factors in the equation determining prices are money supply, velocity at
which that money supply turns over and the world’s ability to produce goods and
services to satisfy demand. Central bank policy and fiscal largess is causing money
supply to climb at more than 12% per annum in the States now. On the other hand,
velocity has been moribund as savings accelerated in recent years and consumers and
businessmen were careful in their spending. World capacity to produce goods and
services is a bit excessive, more so now while the pandemic prevails. So, we get away
with exploding money supply. I will even argue that without that happening the world
economy would already be in extremis.

The risk of course is that once consumers and businesses regain confidence, spending
will accelerate, driving velocity higher and consuming the world’s excess capacity. At
that point, MMT is dead!  Basic economics is back. Inflation will start slowly and
accelerate. Interest rates will rise. The questions are; will we have an inflationary boom
or an inflationary bust, as well as when will it start and how fast will it spread?
We always look for precedent but finding a close fit for the current situation is hard. The
last time the US printed money as fast as it is presently doing so was during WW II.
Interest rates were also regulated at very low rates and price controls kept inflation
under control. When the war was over, inflation spiked to 8.3% in 1946 and 14.3% in
1947. This was traumatic for me as a kid when an ice cream cone went from 5 to
7cents!  GDP dropped a bit in 1945, fell 12% in 1946 and a bit more in 1947 before
unsteadily swinging to growth in most following years, as war production shifted to
civilian markets.

You might say the States endured an inflationary bust immediately after the end of WW
II. In that instance, the US, not to mention the rest of the world, needed a few years to
reorient itself from a wartime to a peacetime economy. That’s not at all the case today.
When and if consumers opt to spend again, there will be plenty of capacity ready and
waiting to fulfill orders. Following America’s post WW II transition, it was able to reduce
national debt as a percentage of national income for quite a while, repaying old
obligations with newly depreciated currency. A dollar at the end of WW II is worth a bit
less than 7 cents today.

While the Fed can carry its bloated balance sheet indefinitely, we all know that there is
no practical way the US Federal government, or most other governments, can repay
their present, rapidly expanding debt without a good deal of future inflation. On the other
hand, once inflation gets up a head of steam, interest rates rise accordingly and that



drags the economy back down again.

The challenge to the world’s central banks is to pump up consumer demand sufficiently
to get economies moving ahead nicely while not so nicely as to utilize all of the world’s
excess production and service capacity. They want to develop "a little inflation". Again,
we can reference some broad precedents. The US averaged 3.6% annual inflation
since the last time we printed money on the present scale. We got away with that and
did pretty well economically thereafter, until the Vietnamese war and the immediate
post-Vietnam period when our annual inflation rate climbed as high as 13.5%, similar to
the immediate post WW II rate. We saw that level was too high to safely manage
through. Drastic steps taken to dampen inflation continued for years and drove it, and
related interest rates, to near all-time lows today.

Mr. von Greyerz’ contention is that inflation will come roaring back and gold is the
investment of choice in that environment . Isn’t it also likely that we could experience a
period of gradual inflation while demand returns at a rate that is sufficient to lift global
GDP, but not fast enough to use up all excess productive capacity, velocity begins to
improve and prices begin to rise at a rate of 3-5% for a few years? This may require
arrival of a viable vaccine in 12-18 months and maybe an effective anti-viral drug. When
and if we get one or both of those, I expect that the current dramatic increase in money
supply and fiscal spending will in fact be multiplied by much improved consumer
spending, including US home building, and the world’s productive capacity will gradually
be utilized. That would be the makings of an inflationary boom, like we had in the
States in the past once the transition from a money-printing war economy was
navigated.

No one knows what the future holds, Luis. We speculate, we guess. I guess that the
inflationary concerns expressed in the article are quite valid, but might well evolve over
two to five years, possibly longer. In that event, we could see a period of inflationary
boom develop first, putting an end to the decades long relatively deflationary period that
has marked the careers of most of today's investment professionals. Bonds would
become a portfolio liability. But high-quality equities, leading businesses with pricing
power, might be seen as preferred investments to hedge future inflation. Based on past
experience, in those years when inflation remains below about 5% this is a reasonable
expectation. If the nominal economy were also expanding by 7-8% annually, 2-3% real,
observers might even feel that tax receipts will enable major economies to more or less
stay in business. This scenario is very positive for quality equities. Should inflation at a
rate higher than 4.5-5% seem likely as this scenario evolves, a change in plan will be
called for. We need to think ahead, but it’s too early to do that now.

Gold might also do well. It is a shortage commodity. There is a limited amount of it
around, it has a very long history as a store of value and the cost of increasing supply is
very high. But it doesn’t pay dividends and is not especially liquid relative to the size of
today’s huge public bond and equities markets. Large, growing, high-quality public



businesses with pricing power are also in short supply. There are only about half the
number of public companies available to investors today than there were two decades
ago and many of the largest have retired a significant part of their equity base through
share buy-backs. Most do pay dividends, a future stream of which can be discounted to
present value, and they are very liquid.

As investors, we have to make choices and be prepared to change our minds if
conditions change. Doing nothing is a choice. I’m choosing to maintain my primary
investment in a group of exceptionally well managed leading businesses that dominate
their industries, companies with pricing power and liquidity. As you know, I also have
some gold and a relatively short-duration, high-grade muni portfolio to carry me through
times when the well goes dry. These are indeed trying times but I’d rather trust in the
managements of a few dozen of the world's most successful, well-led, growing
businesses to build value for me in the years ahead than sit on cash which, as Mr. von
Greyerz points out, is likely to become less valuable as time goes on.

My guess is based on the assumption that an effective permanent vaccine for CV-19
will be available within 18 months, hopefully sooner, and that the enormous increase in
money supply being created by the central banks will find its way into increased
consumer and industrial spending as well as investment markets. “Don’t fight the Fed.”
It's a plan, and in my view, beats no plan.

Thanks for bringing this article to my attention, Luis.

Warmest regards,

Bill
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