
to maturity are guaranteed to lose 
money unless deflation worsens 
(interest rates decline further) or un-
less there is a flight to safety from a 
credit or liquidity crisis. Negative 
yields have increased investment 
uncertainty and are not yet fully un-
derstood. For example, what if nega-
tive rates actually have a contraction-
ary rather than simulative effect? 

What is understood is that financial 
markets are increasingly dependent 
on the low interest rates that central 
banks have been supressing since the 
financial crisis of 2007-09.  Extraor-
dinary monetary policies, such as 
quantitative easing (printing money 
to buy securities), have also helped 
prop up the markets.

Since the financial crisis, consumer 
price inflation (CPI) has remained 
strangely quiescent, despite central 
bankers� efforts to generate it. Their 
political masters want to try to use 
inflation to reduce the real value of 
their respective government�s enor-
mous debts. To say that we�ve not 
had inflation over the past decade is 

not quite accurate; we just have not 
had inflation in the core consumer 
components of the CPI basket.

Instead, we have seen asset price 
inflation. Consider where all of the 
money printing has ended up during 
this business cycle: bonds (because 
central bank buying has restricted 
supply), stocks (corporate buybacks 
have restricted supply), property 
(municipalities have restricted sup-
ply). In other words, too much mon-
ey, by those that have it, has been 
chasing too few assets.

A question many want answered is 
when will we finally see consumer 
price inflation; when will all that 
money printing show up in the gro-
cery bill and at the gas pump? It 
might be sooner than many think.1

Historically, a major source of infla-
tion has been wage costs. With 
American unemployment at fifty-
year lows, labour now has significant 
bargaining power so wages have 
been increasing. Wage demands have 
been made more extreme because of 

"By a continuing process of inflation, gov-
ernment can confiscate, secretly and unob-
served, an important part of the wealth of 
their citizens.�

John Maynard Keynes 

Of all the potential economic outcomes  
to consider, the one that seems least 
anticipated, and least priced in by the 
markets, is an increase in inflation.

The last serious bout of inflation 
(rising prices) was in the late 1970s 
when it was almost out of control. Here 
in Canada, five-year mortgage rates 
rose to 21% and life annuities yielded 
over 18% - because annual inflation 
was running at 13%! With that rate of 
inflation, Canadians would lose one-
half of their purchasing power every 5 
1/2 years. Such debasement usually 
signals a central government lacks fi-
nancial discipline, and that causes its 
citizens to lose faith in the currency. 
After forcing the country into a brutal 
recession with draconian interest rates, 
the monetarists at the Bank of Canada 
managed to put the inflation genie back 
into the bottle.

Today, the primary challenge for some 
central banks, such as the US Federal 
Reserve, is disinflation (slowing in the 
rate of inflation) while other central 
banks, such as the Bank of Japan and 
the European Central Bank, are being 
tested by deflation (falling prices). 

Deflation creates economic curiosities. 
One oddity is visible in the bond space. 
Roughly 25% of all investment grade 
debt, mostly government bonds issued 
in Japan and Europe, carry negative 
yields. Investors holding those bonds 
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Governor Paul Volcker imposed on 
America in the 1980s. In that case, the 
money supply was restricted to con-
tain inflation and interest rates rose to 
eye-watering levels, nearly destroying 
the economy in the process.

Right now, investors are still comfort-
ed by asset bubbles in bonds, stocks 
and property - but inflation is here. 
Savings are being slowly confiscated 
by almost imperceptible inflation.

It is only prudent to have some infla-
tion protection in the form of hard 
assets before the third stage�s surge 
puts the price of those assets out of 
reach. This is why having a gold allo-
cation is of value. Because if and 
when the later stages of inflation 
begin happening, gold will be inac-
cessible.

While we�re seeing stirrings from 
sources of inflation, a more immedi-
ate concern is that the global economy 
continues to slow. Because of the 
world�s enormous debts and aged de-
mographic profiles, odds still are that 
we will test the lower bound of inter-
est rates and eke out disappointing 
growth over the near term. But mone-
tary policy is probably reaching its 
limits. Thereafter the baton will have 
to be passed to the politicians who 
will then unleash deficit-funded, fiscal 
stimulus. Hello stage three.

Few blights undermine a society�s 
confidence more comprehensively 
than runaway inflation. Be prepared: 
it is time to consider the genie escap-
ing its bottle.

Sources:

1. Harris Kupperman, �Inflation is Com-
ing�, Adventures in Capitalism, 4 Dec. 
2019

2. Ibid
3. Jim Rickards, �The Fast Track From No 

Inflation to Runaway Inflation�,  The 
Daily Reckoning, 9 Dec. 2019 

4. Chart page one, �Americans� Inflation 
Expectations Have Never Been Lower�, 
Bloomberg, 20 Dec. 2019

5. Chart page two,  Ryan McMaken, 
�Where�s the Inflation?�, The Mises In-
stitute,17 Dec. 2019

state minimum wage laws and unaf-
fordable healthcare inflation. The cost 
of labour goes into almost every fin-
ished good and service. Politicians on 
both sides of the spectrum seem eager 
to promote laws that give labour a big-
ger share of the pie. What might this 
do to inflation?

Another source of inflation comes 
from energy prices. Prices have been 
suppressed for the past few years be-
cause of American excess (often une-
conomic) shale production. But uneco-
nomic shale has had its share of invest-
ment funding cut back. Absent a geo-
political event, where will prices go if 
shale production slows or reverses? 
What will energy prices do as im-
portant producers, such as Venezuela 
and Iran, sink further into disorder?

Next, contemplate the prices of con-
sumer goods. The past thirty years 
have been all about globalisation and 
moving manufacturing to the cheapest 
location. Consumers have reaped a 
deflationary windfall of ever cheaper 
goods: from TVs to mobile phones to 
clothing. President Trump�s trade wars 
have put a stop to this trend. Supply 
chain disruptions and their relocations 
will increase costs. If globalisation�s 
advance was deflationary, will its re-
treat be inflationary?2

One of the reasons that central banks 
are struggling to achieve their CPI tar-
gets is that inflation is not only a func-
tion of monetary policy. Psychology 
also has a role to play.

It�s difficult to get people to change 
their expectations after a forty-year 
trend of falling inflation and falling 
interest rates. It�s certainly been chal-
lenging to raise inflation above 2% in 
this environment. But once inflation 
does surpass some threshold, a psycho-
logical shift could occur, and that will 
lead to expectations of further inflation 
to come. That�s because inflation ex-
pectations are non-linear. Inflation 
might not just go from 1% to 2%, or 
from 2% to 3%. Inflation could spin 
out of control quickly as expectations 

change. In other words, inflation can 
gap higher abruptly and serious infla-
tion could follow. (e.g. contemporary 
Argentina is a case in point)

Jim Rickards has a pertinent article 
about the four stages of inflation and 
the �money illusion�.3

In the first stage, the groundwork for 
inflation is laid by central banks but is 
not yet apparent to most investors. This 
is when people are counting the nomi-
nal gains from their investments and 
don�t see through the illusion.

Stage two is when inflation becomes 
more obvious. Investors assume infla-
tion is only temporary and the central 
banks �have everything under control�.

Stage three is when inflation begins to 
run away and central banks lose con-
trol. Now the illusion wears off. Sav-
ings and other fixed-income cash flows 
from bonds, annuities and pensions 
noticeably lose purchasing power. The 
prices of hard assets (i.e. precious met-
als, property, art) will gap up before
the money illusion dissipates.

Stage four can take one of two paths. 
The first path is hyperinflation, such as 
in 1920s Weimar Germany or in to-
day�s Zimbabwe. In that case, all cash 
flows are destroyed until a new curren-
cy replaces the old. The second path is 
shock therapy of the kind the late Fed 
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