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“Critics and supporters of the QE
program often state that increasing
the money supply inevitably leads to
inflation. Commonly they quote Milton
Friedman, “Inflation is always and
everywhere a monetary
phenomenon””.
Critics and supporters of the QE program often state that increasing the money supply inevitably leads to inflation. Commonly
they quote Milton Friedman, “Inflation is always and everywhere a monetary phenomenon”. The critics claim it will lead to high or
even hyperinflation, while the supporters of QE claim that we need inflationary monetary policy to avoid deflation.
So far the actual evidence of QE seems to offer no support to Milton Friedman’s claim.

The Federal Reserve has increased its balance sheet by nearly 4 times, and yet 10 year breakevens (a market measure of inflation
expectations) imply even lower inflation than before the financial crisis.
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The Bank of England has also greatly increased its balance sheet, but, like the US, with little impact on inflation expectations.
This is very curious for students of economic history. Loose monetary policy was often cited as the cause of inflation both in the
Western world in 1970s, but also in the Weimar Republic and Brazil in 80s and early 90s. But despite a prolonged period of
extremely loose monetary policy inflation expectations remain weak.
In my view, the thought process behind loose monetary policy and spiralling inflation misses an important step. In previous cycles
when central banks have had loose monetary conditions, governments have been keen to spend this money to boost growth.
However in this cycle we have seen governments retrench their spending.

As can be seen from above, in the early 1960s the US government ramped up spending aggressively and maintained the increase for
two decades. The UK shows a similar relationship.

One way that Milton Friedman could have been correct is that without QE the deflationary effects of reduced government spending
would have been far more evident. Certainly in my view, QE has helped to keep the Western World currencies look cheap versus the
“growth” market currencies of the world. It has also been noticeable that as QE has ended the US dollar has had a significant move
against most currencies.
While QE may have helped the US avoid deflation it has also had some unintended consequences. One has been to encourage a
rapid build-up of US dollar debt in Asia. The data below data is taken from BIS.
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A strong dollar makes these positions more difficult to repay and can lead to a debt crisis.
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The above graph shows the ADXY index (JP Morgan Asian Currency Index) versus Japanese yen. In the above graph I have reversed
the way yen is usually quoted, so a fall in the graph means yen weakness. The big fall in yen in 1995/6 led to falls in Asian
currencies that triggered the Asian Financial Crisis.
The BIS banks data again shows Asia has leveraged up significantly. When I combine this with the steep yen devaluation we have
seen recently I think the chances of even steeper declines in Asian currencies (including the CNY) is becoming more likely. A steep
fall in Asian currencies is very deflationary as it reduces growth from the most dynamic region of the world, and it reduces prices of
Asian exports forcing western manufactures to cut price. That an Asian currency crisis might happen in an environment where US
government spending is contracting and core inflation is at its lowest level outside of recession makes me think the US is heading
for outright deflation. While it is possible that QE stopped the US from going into deflation after the crisis, one of its unintended
consequences (that is a debt binge in Asia and it’s unwind) could cause deflation after all.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated
by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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