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Equities & The Rise of Inflation: How Much Inflation Before
Repression? (07/07/20)

In 1Q 2009 The Solid Ground called for the bottom of the bear market in equities and then went on to
recommend that investors should hold US equities until inflation reached around 4.0%. This proved to
be good advice for those who followed it but unfortunately your analyst was not one of them! By 2011
The Solid Ground saw problems ahead for the global banking system in boosting credit growth and
thus, with the likelihood that broad money growth would remain anemic, inflation would decline and
deflation was fikely. Inflation did peak just below 4% in 2011 and by early 2015 the US was indeed
reporting mild deflation. The problem was that the journey of inflafion from close to 4% back to just
below zero was not negative for US equities. Only in the latter period of that journey, when inflation went
below 1% and corporate eamings declined, did the S&P500 index decline. The original advice from mid-
2009 - hold US equities untit inflation nears 4%, even if you think it will subside from that level back
towards zero - was the best advice. Now we are living through another deflation shock but The Solid
Ground believes that by 2021 inflation will be at or near 4%. Can your analyst take his own advice this
time and leam to stop worrying and love the early reflation?

Inthe 4Q 2019 report (Inflation, Disinflation & Deflation: Their Impacton Equities & Problems for Europe)
The Solid Ground revisited the advice from mid-2009 and concluded that those who believed in rising
inflation should buy European equities. While that quarterly report forecast a deflation shock, it was
clear that European equities would be a major beneficiary of rising inflation if that forecast proved to be
wrong. Since the publication of the 4Q report we have had a deflation shock, with probably some
expected deflation to come, and equity prices and inflation break-evens on Indexed Linked Bonds (LBS)
have moved sharply lower. If European financial markets were pricing in prolonged low inflation in
December 2019, they are pricing in even lower inflation now. So if The Solid Ground is correct in
expecting inflation, even in the Eurozone, to near 4% by next year, there must be an opportunity to profi
from a rise in European equity prices?

A trading opportunity does now exist in European equities in particular. With the impact of bank credit
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A trading opportunity does now exist in European equities in particular. With the impact of bank credit
guarantees not yet fully positively impacting broad money growth, we can expect Eurozone broad
money growth to go even higher. Eurozone M3 is already growing at 8.9% year on year and in just a
few months will likely exceed its peak of 2007. Most investors your analyst has spoken to in the past
few weeks then expect bank loan growth and money supply growth to subside, as emergency lending
ends, and this brief surge in broad money growth to become an historical aberration with almost no
impact on inflation. While that is possible, The Solid Ground believes it is not probable as politicians
fully recognize the possibilities of commercial bank balance sheet control and launch a series of new
initiatives, probably focused on guarantees on loans for green initiatives. The more the duration of this
quaranteed lending extends, the more investors will come to realise that there is nothing temporary
regarding governments use of commercial banks balance sheets to create credit and in the process to
create money. Already the Spanish government's bank credit guarantee programme has been extended
from EUR100bn to EUR150bn. While cautious investors will want to wait to see the permanensy = *::
bank credit guarantee policy, your analyst suggests it is ime to embrace the silent revolution and the
return of inflation long before such permanency is confirmed.

It is now probable that deflation will be reported across the developed world. It might also be somewhat
irrelevant for investors. If The Solid Ground is correct what has just happened is that the control of the
supply of money has permanently left the hands of central bankers - the silent revolution. The supply of
money will now be set, for the foreseeable future, by democratically elected politicians seeking re-
election. Imagine two economies, identical in every way, except that in one an independent central
banker seeks to control the supply of money while in another a democratically elected government
directly determines the supply of money through commercial bank balance sheet control. Would these
two economies have the same level of long-term interest rates? The Solid Ground's answer to that
question is that they would not and it is because they would not that long-term interest rates should now
rise - even if the near term outlook is for deflation. The 2Q 2020 report (The Birth of the Age of Inflation:
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Why It Is Now and What fo Own) shows just how governments have seized control of money creation
and thus your analyst believes that financial markets will soon be pricing in this silent revolution long
before the inevitable inflation, governments so crave, has actually been created.

So at this stage it is probably best o hold equities as the market begins o discount the silent revolution
and, with a lag, inflation itself begins to rise. Should you hold them for the entire joumey to 4%? The
Solid Ground is skeptical that the rise in equities will last for the duration of inflation’s journey to 4%.
The key reason for that skepticism is that it seems highly unlikely that governments will accept the likely
long-term interest rates that would probably foliow if inflation reached 4%. With total debt-to-GDP ratios
just below record highs before the COVID-19 crisis, they are now spiraling even higher - in both the
government and private sectors. These record high debt levels risk crushing any reflation if the cost of
interest rises dramatically in any recovery. The Solid Ground has long forecast that no such rise in
interest rates will be permitied - see Capital Management in An Age of Repression: A Handbook (3Q
2016). So when might government action begin to stop stich a rise in interest rates and what does it
mean for equity prices?

Judging what level of fong-term interest rates will be deemed unacceptable by policy makers is one of
the most difficult calls in investment. Itis probable that policy makers do not currently know the answer
to that question themselves. They might not know the answer until there are negative economic impacts
from higher long-term interest rates and only then might repressive action be triggered. Your analyst's
best quess is that ten year bond yields will have to be forced to setile between 2% and 3%. This level
comes from working backwards from the highest rate of inflation that governments might dare target to
bring escalating debt-to-GDP ratios under control. At levels of annual inflation above 6% there is a
growing risk that the velocity of money could shift markedly higher and the prospects of controlling
inflation thus reduce. Perhaps some governments might flirt with higher levels and of course there is
always the risk of over-shooting any economic target, whether of a government or a central banker.
However if we conclude that governments will not want to risk inflation rising above 6%, what level of
long-term interest rates would they need to pull off a successful financial repression? Perhaps they
could allow long-term interest rates to reach 3% but as the success of a repression is based primarily

upon the gap between inflation and interest rates, any smaller gap might just slow the, process,of nflating
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even itinflation is permitted to rise as high as 6%, invésto'rs”shomd expect aggressive moves to repress
long-term interest rates once they are even as low as 2% to 3%. Allowing interest rates to rise to higher
levels risks too slow a de-leveraging or a need for a rate of inflation that is too destabilizing.

In the last newsletter (The Silent Revolution: How To Inflate Away Debt... With More Debt) The Solid
Ground explained why central bankers would not be able to control long-term interest rates in a world
of rising inflation expectations. Such a cap on interest rates would only be possible by forcing savings
institutions to buy government debt at the targeted yields. So at some stage in the reflation the
government will have to move to cap yields in the knowledge that it is probably too risky to allow inflation
to rise above 6%. Many investors seem to believe that this combination of a capped yield curve and
rising inflation will be positive for equity prices. That will depend upon what savings institutions are
selling in order to fund their compelled purchases of government debt. The most likely asset for
liquidation will be equities and, as yields are to be capped possibly for decades, that liquidation could
be prolonged.

The conclusion from all of the above is that equities will benefit on the road to higher inflation. That will
occur even if defiation happens first as markets begin to discount the impact from the shiftin the powers
of money creation from central bankers to governments. However the move to cap interest rates
between 2% and 3% may well come before inflation hits 4%. As one would normally expect long-term
interest rates to be ahove the rate of inflation, a forced purchase of government bonds by savings
institutions is likely before inflation reaches 4%. If the move to force savings institutions to cap yields
occurs before inflation reaches 4%, then the mass liquidation of equity portfolios by those institutions
also begins before inflation hits 4%. That does not suggest that equity prices can rise ever higher into
the financial repression and the liquidation may be met by high equity issuance in a period when non-




0:41 AM  Sat Jul 11

RUSSELL NAPIER
russell@arlockadvisors.co.uk

a eri-c.com

| | | The
Newsletter 7th July 2020 ' a | :
y . ; Solid

@  Ground

Established 1995

bank debt availability will be significantly curtailed (see The Silent Revolution: How To Inflate Away
Debt... With More Debt).

Is your analyst guilty of once again ignoring his own advice? Perhaps, but tactically the advice s the
same. Equities can be held as long as the markets continue to discount higher rates of inflation and only
when the move to the forced purchase of government debt securities is likely is that upward movement
in equities likely to end. We cannot be sure when that will be but should receive some warning on the
timing as higher longer term interest rates begin to impinge on the economic recovery. Your analyst,
seeing this move as part of a much longer financial repression, would be surprised if long-term interest
rates were allowed to rise above the 2% to 3% level, given the implications for the acceptable rate of
inflation. Time will tell whether that is a good or a bad guess but for now inflation is low, long-term
inflation expectations are ridiculously low and equities will benefit from the change in inflationary
expectations that are still before us.
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