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Views From the Stream

November, 2021

The Monthly Letter covers two topics this month. First, we provide out Global Economic Quarterly.
Global Growth in 2022 appears set for another strong year. However, inflation reared its ugly head in
2021 as more than just “Transitory”. Leading to the current tightening moves by Central Banks.
However, with governments needing to continue to run massive budget deficits and Debt to GDP ratios
standing at levels last seen in the 1940s, tightening will be a relative word and not necessarily the
traditional tightening of yore. Second, as always, we close with brief comments of interest to our
readers on a variety of current topics relevant to the economy and the markets.

Global Economic Quarterly, Part 1:
A Trip Down Memory Lane
To Those 1970s Swinging Disco Days
And
To Those 1940s Crooners

Hey, hey, hey, hey, hey

Macho, macho man (macho man, yeah)
I've got to be a macho man

I've got to be a macho, macho man, yeah
I've got to be a macho, ow!

Macho, macho man (yeah)

I've got to be a macho man

Macho, macho man (hey, hey)

I've got to be a macho

Macho Man
By Morali Jacques and Belolo Hen
Recorded 1978 by The Village People

For the Global Economy, the last two years appear A Trip Down Memory Lane, as Western governments
resorted to pump priming and monetary printing as one. These actions, as in prior recessions, lifted the
Global Economy out of its Pandemic induced funk, driving Global GDP to new heights. What differed
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this time around stood the magnitude of the stimulus, which prevented the normal collapse in goods
demand that occurs in a recession, despite the massive rise in unemployment. As a result, Global Goods
Demand soared. Central Banks, in a repeat of their late1960s and 1970s actions, continued to add copious
piles of money, throwing fuel on the proverbial fire. With a small lag, the normal problems emerged in
2021, including goods shortages and late 1960s/early 1970s inflation. With monetary authorities realizing
that inflation can no longer be hidden under government manipulated statistics, they moved belatedly to
end the massive monetary accommodation put in place to combat the Pandemic. This modus operandi
consists of the “Tapering” underway by Central Banks, such as the Federal Reserve and Bank of England,
and traditional monetary tightening in the form of interest rate increases put in place by Central Banks
such as Norway, Uruguay, and New Zealand. In addition, some Central Banks, such a the Royal Bank of
India, began to remove money from their economy to combat the inflation caused by their prior actions.

While the closest analogy to Central Bank policy stands the 1970s Swinging Disco Days for those alive
today, a bygone era may prove a better vantage point from which to view the current economic situation.
This era of the 1940s and 1950s Crooners spans both World War Il and the Korean War, a point in time
when the government needed to fund large deficits, then inflate the real value of government debt away.
A review of the data from the Consumer Price Index (CPI), 10 Year Treasury Note Yields, Moody’s AAA
Corporate Bond Yields, and Real Rates will illustrate why the 1940s appears the more apt analogy for
today’s economic environment. The following graph lays out US interest rates since 1953:
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And the following chart lays out the CPI since 1919:
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FRED -+ — consumer price index for All Urban Consumers: All ltems in U.S. City Average
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As the CPI graph makes clear, the rate of change of the CPI drastically accelerated after President Nixon
took the US off the Gold Standard in 1971, which helped enable the massive inflation during the 1970s.
The following graph makes clear how Inflation accelerated in the 1970s:
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However, that merely put inflation back at levels seen during the 1940 — 1955 period and from 1916 —
1920, which both overlapped a World War and the normal inflation after a major conflict. Given the
average American’s experience during the 1940s and 1950s, Interest Rates rapidly responded to the rising
levels of Inflation in the 1960s and 1970s. The following chart overlays the two since 1953:
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As is clear, Americans demanded a premium in Interest Rates over Inflation to protect themselves against
the US Government’s tendency to use Inflation to solve its debt problems. The following chart of Real
Rates makes this clear:
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As the chart illustrates, except for 2 periods in the 1970s, when Interest Rates chased Inflation, rising from
~6% to 15%, Real Interest Rates stayed positive. And once Paul VVolcker broke the back of inflation in
the wrenching recession from 1980 — 1982, Real Rates remained quite positive until 2011, when the
Federal Reserve embarked on Quantitative Easing (QE), a monetary policy last used in the 1930s and
1940s. The easiest way to see the similarities is through examination of the St. Louis Adjusted Monetary
Base during the relevant historical periods. The first graph covers 1918 — 1960:
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FRED 2 == St. Louis Adjusted Monetary Base (DISCONTINUED)

45
40
35
30
25

20

Billions of Dollars

1920 1925 1930 1935 1940 1945 1950 1955 1960

Shaded areas indicate U.S. recessions. Source: Federal Reserve Bank of St. Louis fred.stlouisfed.org

From 1930 — 1946, the Monetary Base grew 5.5x, leading to the war time and post-war time inflation.
Then the Base grew at a modest rate until 1960, totaling just 19% over those 14 years, producing the low
inflation 1950s. Then the growth took off again:
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While this appears a steady rise, the Monetary Base actually grew at different rates during this period.
During the 1960s, growth accelerated to 60% for the decade. This stands high relative to the 1950s, but
not at wartime levels. Then money grew 3x in the 1970s, more than during the 1940s rate of 2.3x. No
wonder Inflation took off again in the late 1960s and the 1970s. And Time magazine published its
famous cover showing the US Dollar in 1980 worth only 1/3 of its 1970 level.
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If we fast forward to today, the graph does not look like the 1970s, with its steady and accelerating rise,
but looks eerily similar to the late 1930s and 1940s:
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In fact, the Monetary Base grew 7.6x since September 2008. This exceeds its growth from 1930 — 1945.
Should anyone wonder that Inflation took off?

This brings back the question of Interest rates. Unfortunately, there did not exist 10 Year Treasury Notes
in 1940. However, there did exist Corporate Bonds and Moody’s. The following graph shows the
Moody’s Seasoned AAA Corporate Bond Yield since 1919:
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As the graph shows, Corporate AAA Bond Yields stand at a level last seen during the 1930s and 1940s.
And the following chart compares these Yields to CPI Inflation:
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In the 1940s and 1950s, Inflation rose well above Yields as the Federal Reserve controlled Interest Rates
to enable the government to monetize its debt. This contrasts with the 1960s and 1970s when rates rose to
compensate investors for the massive Inflation. The following graph illustrates this difference using the
Real Corporate Bond Yield, comparing AAA Bonds to CPI Inflation:
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With the US Government needing to fund large deficits and to simultaneously inflate away the value of
the debt, the setup looks much closer to the 1940s and early1950s than the 1970s. And when adding in
the actions of the Federal Reserve to massively expand the Monetary Supply while simultaneously
controlling Interest Rates using QE, the analogy grows stronger.

With a potential war ahead, it remains unlikely the Federal Reserve will change its policies anytime soon,
regardless of the image it wishes to project to the markets. These actions will allow Inflation to surge
while simultaneously holding Interest Rates low. For those holding bonds, it will prove a difficult time as
the real value will shrink. And Interest Rates, just as in the 1940s, will not adjust to the reality of
Inflation. But the Negative Real Interest Rates will stimulate the economy enabling faster growth and
aiding the Federal Government’s Quest to monetize its debt. Instead of hearing Those 1970s Swinging
Disco Days and the Village People’s Macho Man, investors will hear a very different tune. This tune will
rise with the melodious sounds of Those 1940s Crooners. And in the immortal 1949 song performed by
Perry Como, the words will ring:

Some enchanted evening, you may see a stranger,
You may see a stranger across a crowded room,
And somehow you know, you know even then,
That somehow you'll see her again and again.

Some Enchanted Evening
South Pacific
Lyrics by Oscar Hammerstein |1
And Richard Rodgers, 1949
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Cooling Off, Contained, and Charging Up

Finally, we close with brief comments on Cooling Off, Contained, and Charging Up. First, there
appears a slowdown in process in the Construction Markets. Permits for Residential HVAC (Heating
Ventilation and Cooling) Equipment fell 12% year-over-year in October while Commercial Roofing
permits declined 6%. In addition, Toll Brothers, one of the largest public homebuilders, saw unit orders
fall 13% in Q4 despite a large increase in its community count. Given these data points, it appears
Construction Markets are Cooling Off. Second, according to industry data source RISI, containerboard
delivery times have started to normalize. This appears to be impacting pricing as 30% of open market
purchases by box manufacturers received slightly lower pricing. With supply appearing to catch up with
demand, containerboard manufacturers appear Contained. And Third, the UK appears “All In” on
electric vehicles (EVS) as part of its Green Industrial Revolution. The government plans to issue
regulations requiring every new home built and every office building constructed to put in place
charging points for EVs. These rules will also apply to major renovations. This will add up to 145,000
charge points per year for the next decade. Given the government push, we see the UK Charging Up.

In Closing

Should you have any questions on how the above issues or the items discussed in our accompanying
cover letter impact your family’s financial position or your business’s future as well as the potential
actions you could take in response, please do not hesitate to contact us. We welcome the opportunity to
discuss this with you.

Yours Truly,

Paul L. Sloate
Chief Executive Officer
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