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You may remember in the early part of the last decade, 
long before he was appointed the Chairman of the Federal 
Reserve, Ben Bernanke penned an article that caught 
widespread public attention entitled, “Deflation: It Can’t 
Happen Here.” Bernanke was referring to the deflationary 
pressures Japan had been dealing with for more than 
a decade. In the article, Bernanke laid out a game plan 
for how the Fed would respond if the US ever faced 
deflationary pressures. Bernanke’s miracle antidote for 
battling deflation? Printing money. Little did anyone know 
at the time that this game plan would become the Fed’s 
exact response to the credit market crisis and deflationary 
impulse the US was to deal with in 2008 and 2009. 
Moreover, this game plan of printing money was ultimately 
adopted by every major global central bank in the wake of 
the meaningful global downturn of that period.

Fast forward six years to the present. Since early 
2009, central banks globally have printed more than 
$12 trillion. In addition, governments across the 
planet have increased their borrowings at near historic 
proportions, all in an effort to stimulate economies and 
avoid deflationary pressures. Total US Federal debt has 
doubled in five years, an increase of $8.5 trillion and 
counting. The objective? Generate inflation.

In addition, central bankers have not been bashful 
about explicitly targeting inflation rates they would like 
to achieve in their respective countries. We know that in 
the prior cycle, excess credit in the private sector was a 
key reason the US and global economies experienced 
a deflationary impulse. Academically, an increase in 
inflation allows debtors to pay down debt with “inflated 
dollars,” clearly a motivating factor in global central bank 
decision making over the last half decade. And certainly 
“inflated dollars” would also allow governments to ease 
their own ever accelerating debt burdens.

So where do we find ourselves today? Have the global 
central banks vanquished the deflationary demon? Have 
they “created” enough inflation via money printing to 
allow debt burdens to melt away? Has the Bernanke 
deflationary antidote been a success for the Fed and 
their global central banking brethren?

We can start with a very simple look at the year over year 
change in the US consumer price index. What we see 
is that the current level of rate of change in consumer 
prices is pushing the lows of the current cycle from 2009 
to present. We are not seeing any meaningful inflationary 
pressures in consumer prices. Yes, selective consumer 
goods such as food and health care costs have risen, but 
we have seen deflationary pressures in electronics prices 
and in non-essential areas of consumer spending. On 
balance, inflationary pressures are modest at best at the 
headline level.

 

 

 

It just so happens that the favorite inflation gauge of the 
Fed itself is what is called the personal consumption 
expenditures price deflator. Remember that personal 
consumption drives roughly 70% of US GDP. Moreover 
in the current cycle, as we have discussed a number of 
times, the Fed professes to believe in the “wealth effect.” 
If the Fed could engineer higher household balance 
sheet values (stock prices and real estate values), 
their belief was that consumers would feel wealthier 
and would increase consumption. Unfortunately this 
has not come to pass and we believe it is clearly the 
reason the Fed has now ended Quantitative Easing. 
The lack of inflationary pressures in the personal 
consumption expenditures deflator is clear in the next 
chart. The message is similar to that of the CPI. Despite 
unprecedented money printing (academically thought 
to be very inflationary) by global central banks, the 
consumer expenditures price inflation needle has barely 
moved. Rather, it is pushing multi-decade lows and is 
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an outcome anything but desired by the Fed. Simple 
message, Quantitative Easing has failed to generate 
inflation. Stated alternatively, QE has not been able to 
overcome still extant deflationary pressures.

One last data point that is very important in terms 
of the message of the financial markets themselves. 
You may remember that a few decades ago, the US 
began issuing inflation protected Treasury bonds. One 
would receive coupon income and the CPI rate for the 
year as a potential total investment return from these 
bonds. The securities are known as TIPS – Treasury 
Inflation Protected Securities. There is a calculation in 
the financial markets that has come to be known as the 
“TIPS inflation breakeven rate.” This is calculated by 
taking the yield on a non-inflation protected Treasury 
bond and subtracting it from its like maturity TIPS yield. 
This calculation gives us the market’s forward inflation 
expectations at any point in time.

In the next chart we are looking at the 5 year inflation 
expectations rate that is derived by subtracting the yield 
on a 5 year US Treasury bond from the yield on a 5 year 
TIPS bond. Once again, the message is strikingly similar 
to the CPI and personal consumption inflation numbers. 
The financial market’s expectations for 5 year forward 
inflation is pushing multi-year lows at 1.47% as of late 
October.

 

 

 

What is important to note is that over the current cycle, 
inflation expectations in the US (as measured by the TIPS 
inflation breakeven rate) have spiked up temporarily five 
times, only to turn back down each time. Again, this has 
occurred while the Fed has printed close to $4 trillion and 
US Federal debt has simultaneously doubled. Although 
we will not drag you through a detailed analysis, each 
time inflation expectations have fallen to current lows, the 
Fed restarted QE. These restarts also came on the heels 
of 10% and 20% stock market corrections. But as we 
stand here today, current financial market expectations of 
forward inflation are no higher than they were in late 2009!

Just what does all of this tell us? It tells us that global 
central banker actions in printing over $12 trillion of new 
money over the last 6 years have been insufficient to 
surmount still existing deflationary forces. It tells us the 
probability of further global deflationary impulses are 
very real. This has direct implications for any sector of 
the economy or financial markets whose fundamentals 
are negatively leveraged to deflationary pressures (think 
banks, real estate, etc.) We can assure you the central 
bankers are more than fully aware of this.

During October, the US stock market experienced close 
to an 8% correction, before recovering all of the losses 
in less than ten trading days. Foreign markets corrected 
and recovered in tandem. On the exact day of the stock 
market bottom, three important global central banker 
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actions occurred. The European central bank stated 
they would begin printing money and buying assets 
within days. The People’s Bank of China delivered a $32 
billion immediate stimulus package (after completing a 
$100 billion package literally one month prior). Finally, 
a US Fed member publicly suggested that “if needed, 
the Fed could do QE4.” The stock market had not even 
corrected a historically normal 10% before global central 
bankers were on the scene to promise ever more printed 
money. Moreover, the Fed had not even concluded QE3! 
Why would something like this occur unless deflationary 
pressures were still a significant concern of central banks 
globally? They could not even allow the equity markets to 
correct at a normal level without yet another intervention.

As a final anecdote of current central banker deflationary 
concern, on the last day of October, global financial 
markets were greatly surprised by the Bank of Japan. 
Japan has been engaging in money printing really for 
decades now, all to no avail in terms of turning their 
economy. The money printing heat was turned up 
significantly in late 2012 when Shinzo Abe was elected 
prime minister. Since then, the value of the Yen has 
declined by 30%. During 2013 and 2014, the Bank of 
Japan was printing even more money than the US Fed. 
Despite all of this turbo-charged money printing, the 
recent GDP number for Japan released a month back 
registered -7.1% as an annualized number. 

On the last day of October the Bank of Japan (BOJ) 
announced they would increase their money printing 
from $70 billion monthly to $90 billion. At this rate, the 
BOJ will essentially buy all newly issued Japanese 
government debt looking out over the foreseeable future 
using money printed out of thin air. There is no precedent 
for this across history. Once again, global stock markets 
went vertical with the news of yet another central bank 
driven liquidity tsunami to come. 

If central bankers are obviously still very worried about 
deflation, should we as investors worry? Or will even 
more money printing in Japan finally be the solution? We 
need to watch the global inflation numbers very closely 

as we move ahead. We need to remember that the major 
global central banks (US Fed, Bank of Japan, European 
Central Bank and the People’s Bank of China) have 
already pushed interest rates to or near zero. As such, 
the efficiency of their policies now rests virtually entirely 
on their supposed ability to generate inflation. An ability 
that has proven elusive for six years now.

Why are deflationary pressures still present?

1. The debt overhang from the prior cycle has not 
vanished by a long shot. In fact, today there is 
significantly more debt outstanding globally than was 
the case at the highs of 2007, primarily driven by 
global government borrowings. The following chart is 
total US credit market debt relative to GDP. You can 
see that very little has been reconciled since the peak.

Data Source: US Federal Reserve 

  Additional global debt assumption means additional 
interest cost burdens, even under an environment 
of interest rate suppression. And that means higher 
taxes to service the debt. Servicing debt crowds 
out capital availability to the private sector, which 
academically suppresses GDP growth.

2. Taxation globally has risen. Increasing government 
size, borrowing and spending likewise crowd out 
private sector economic growth as taxation extracts 
what may otherwise be investment capital from the 
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system. Investment capital that otherwise would 
have gone into plant and equipment expansion, 
necessarily involving employment growth.

3. The emerging markets (think China, Brazil, Indonesia, 
etc.) had been massive beneficiaries of the $12 
trillion in central bank liquidity creation over the 
last six years. We are seeing meaningful economic 
slowing, with a special spotlight on the 800 pound 
gorilla that is China. Despite the Bank of Japan’s 
recent accelerated money printing shock, taking the 
US Fed out of the money printing game for now, 
reduces overall global liquidity potentially destined 
for real economies. A reduction in the overall global 
liquidity tide is deflationary for emerging economies. 
If they respond by trying to further debase their 
currencies, they send deflationary impulses into the 
global economy.

Finally, what does this mean to us as investors? In 
a world where deflationary pressures are still very 
real, sustainable cash flows become very valuable. 
Companies that generate high levels of sustainable 
cash that can be used to increase dividends and buy 
back stocks are attractive. Assets that can generate 
noncyclical streams of cash flow regardless of economic 
environment should do well. Although deflation is not 
a positive for real estate in the macro, certain pockets 
that can deliver sustainable levels of cash flow will do 
well. Alternatively, it is important to monitor risk in those 
assets that are hurt by deflationary pressures. Price 
deflation in the asset collateral of a bank loan raises the 
risk profile of banks as lenders. Those who lend into the 
auto space face the same dynamics. 

Although the financial media does not seemed to be 
focused on the issue of global deflationary pressures, 
current macroeconomic statistics and real world market 
messages such as the TIPS implied inflation breakeven 
rate tell us this issue is real and must be incorporated 
into investment decision making. The almost panicked 
action of central bankers over the last month also 
suggest their level of concern is high. We believe this 
issue of global deflationary pressure in real economies 
will become ever more visible to investors as we move 
into 2015. 
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