May 2022 Newsletter: Inflation or Recession

May 8, 2022

Market Overview

Gold Price (0z) 12-Month Change CAPE Ratio US Market Valuation
$1,883 2.4% 32.5 Very High

—] Silver Price (oz) 12-Month Change Market/GDP US Market Valuation
' $22.36 -18% 168% Very High

9 Copper Price (Ib) 12-Month Change CAPEERP US Market Valuation
54.26 -10% -0.06% High

WTI Qil Price (bbl) 12-Month Change 10¥r Yield Inflation Rate (CPI)
$110 39% 3.14% 8.54%

Bitcoin Price 12-Month Change 10Yr - 3Mo 10Yr Breakeven
$34,089 -42% 2.27% 2.86%

Latest Articles:

e Investing During Stagflation
e Dividend King Investing Ideas

This newsletter issue examines the Federal Reserve’s dilemma as it tries to fight inflation, while trying not to
contribute to the forming of a recession.
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Causes of Recent Inflation

Consumer price inflation came up fast and has been running at four-decade highs lately:


https://www.lynalden.com/investing-during-stagflation/
https://www.lynalden.com/the-top-5-dividend-kings-now/
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And concerningly, by other credible ways of measuring it, the true cost of living has probably gone up even higher
than that official number.

A lot of money was printed, while the supply of many goods and services was disrupted, and so prices are higher
now. At the end of the day, that sentence simply summarizes it. Some big price spikes may cool off at some point as
bottlenecks subside, but many prices will be at permanently higher levels now due to the substantial increase in
the quantity of money.

But let’s walk back and look at this in more detail.

Back in the summer of 2019, I wrote an article highlighting the risk that we were in a bond bubble. I pointed out
how low bond yields were, discussed some now-ironic contemporary magazine headlines of inflation being dead,
and observed that many people were taking low inflation for granted.

Here’s the most relevant section:

Central banks around the world are nowhere near out of ammo for causing higher inflation if they want
to, and many of them do have higher inflation targets than what they are currently experiencing. The
U.S. Federal Reserve, Bank of Japan, and European Central Bank have all publicly expressed their
disappointment in reaching inflation targets, meaning that inflation is running lower than they would
prefer.

Low interest rates and quantitative easing may be near their limits of effectiveness, but central banks
have other tools if they choose to use them. Central banks absolutely do not want deflation, and will not
allow it. Deflation makes debts unpayable and brings an economy to a halt.

Saying that macro deflationary forces are more powerful than central bank monetary forces is like
mistakenly saying Superman isn’t very strong when really he’s just holding back.

Superman holds back most of the time because he doesn’t want to accidentally kill his friends or knock
down skyscrapers. He’s a nice guy. If for some reason he decides not to hold back, he can overpower


https://ycharts.com/
https://www.lynalden.com/bond-investing/#inflation
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basically anything, sometimes to disastrous results. There are occasional story arcs in the comics where
Superman has to go all-out on a world-threatening arch-villain, like Doomsday or Darkseid.

They just have to be careful because if they push it too far, people can lose faith in a currency and it
becomes worthless.

In 1933, the United States devalued the dollar by about 40% by redefining the dollar from being worth
about 1/20th of an ounce of gold to only 1/35th of an ounce of gold. The government later devalued the

dollar again in 1971 by taking it off the gold standard. They just changed the definition of what money is!
Macro-deflationary forces are nothing against you when you have the ability to change the definition.

Currency devaluation has been standard practice for countries throughout history as their debt levels
reached unsustainable levels. Currencies today are not linked to any commodities, and so currency
devaluation would take the form of money-printing. Those that create currency can decide how much of
it exists. They could hand it out like candy on Halloween if they want to, but they don’t do so because it
would make each unit worth much less (aka inflation).

I wouldn’t want to be holding a 20-year or 30-year bond at super-low fixed yields in that kind of
environment. Negative yields would be even more vulnerable. Sometimes Superman goes all out, and
every few decades, central banks do unusual things.

-Lyn Alden, July 2019

And then in early 2020, the pandemic hit, and economic lockdowns followed, including both government-
mandated lockdowns and self-imposed lockdowns. The supply of goods and services was disrupted, but so was
demand for many of those things, with people isolating at home. The global economy ran into a deflationary shock.

The problem is that in such a debt-based money system, with debts relative to GDP near historic highs, major
deflationary shocks can’t be allowed to last long or the whole financial system will collapse. Deflation from
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Additionally, so many people are unfortunately living paycheck to paycheck, and so they can’t sustain their
necessities if their income is disrupted for more than a short period of time.

Or as Alfred Henry Lewis once said, “there'are'onlyninemeals’between mankind'and'anarchy”. If people aren’t

able to meet their basic needs, eventually they riot.

So indeed, an unfathomable amount of money was printed and distributed. Some of it was given to people directly
in the form of stimulus checks and child tax credits. A lot of it was given to corporations and business owners, with
a significant amount of fraud having occurred.

Much like how Superman stops holding back when he fights Doomsday or Darkseid, Congress and the Fed took the
gloves off and collectively threw trillions of dollars at the problem, with programs that were hastily put together.
And after a delay, as that vast amount of money worked its way through the system, we indeed got broad consumer
price inflation. Faced with a rock (deflationary collapse) or a hard place (inflation), they chose the latter, as they
basically have to do at that point.

I've compared this 2020s situation to the 1940s a number of times with descriptions and charts. This one was
from September 2020:
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And this one was from May 2021:


https://www.nbcnews.com/politics/justice-department/biggest-fraud-generation-looting-covid-relief-program-known-ppp-n1279664
https://www.lynalden.com/fiscal-and-monetary-policy/
https://www.lynalden.com/wp-content/uploads/newsletter-2021-5-longterm-debt-cycle.png
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A Century of U.S. Debt as a % of GDP
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In the early stages of this playing out, I wrote a number of reports, articles, and newsletters about the rising
probability of inflation, which remain relevant today. Here’s a snippet from my “QE, MMT, and
Inflation/Deflation: A Primer” article:


https://www.lynalden.com/quantitative-easing-mmt-inflation/
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starting money supply can be inflationary, depending on what share of that money ends up in consumer
hands, how far nominal asset prices fall, how much of that money goes to deleveraging, the degree to
which lending multiplies the effect of that new money, and so forth.

The biggest variable in the near-term and intermediate-term to monitor for broad consumer price
inflation in my view (outside of targeted areas of supply chain disruptions) is the total amount of QE-
funded money that makes it to Main Street, meaning to the public, as well as their ability to come out of
quarantine and spend it. And then for the longer-run, the on-shoring of supply chains and big
infrastructure projects amid a period of deglobalization, if it happens, is something to watch as it
pertains to more structural inflation.

These are trends I'll be monitoring in the quarters and years ahead. Outside of food, healthcare, and
other essentials which have inflationary catalysts at the moment, the trend is likely to be disinflationary
for many discretionary goods and services until a large amount of helicopter-like money ends up on
Main Street in the form of more checks, negative payroll taxes, considerably extended unemployment
benefits, or other stimulus policies. And the probability of those types of policies occurring over the next
few years is likely higher than many people think due to how few assets the bottom 50% of the
population has and how reliant they are on active income streams.

At that point, the possibility for broadly higher consumer price inflation is on the table and the four-
decade period of disinflation from the 1980’s to the 2020’s will have ended.

-Lyn Alden, May 2020

Basically, I wasn’t sure how high inflation would go, or over what timeline specifically, but all of the main
ingredients for broad price inflation were clearly there.

This chart shows the broad US money supply in blue, and the year-over-year percentage change in broad money
supply in red:
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And here’s a historical look at consumer price inflation as officially measured:

FREDMﬁ == Consumer Price Index for All Urban Consumers: All Items in U. 8. City Average (left)
—— Consumer Price Index for All Urban Consumers: All ltems in U.S. City Average (right)
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Supply chains have been disrupted in numerous ways, from lockdowns, to wars, to shifts in consumer demand (e.g.
less business travel and more home-based work setups). Additionally, large portions of the commodity complex
have been underinvested in during the past several years, and continue to be underinvested in:
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~— HorizonKinetics

HK

Observation #33

Since 2014, commodity capital expenditures (as
represented by S&P Global Natural Resources Index
constituents) are down 57%, while US GDP is up 34%
on a nominal basis. Commodity Capex is now below 1%
of US GDP.

Commodity CAPEX as % Gross Domestic Product

Source: Bloomberg

The S&P Global Natural Resources Index includes 80 of the largest publicly-traded companies in natural resources
and commaodities businesses that meet specific investability requirements, offering investors diversified and
nvestable equity exposure across 3 primary commaodity-related sectors: agribusiness, energy, and metals & mining

Chart Source: Horizon Kinetics

During the 2010s decade, the rise of (mostly unprofitable) US shale oil resulted in oversupplied conditions for the
world. With low interest rates, new technology, and plenty of appetite to deploy capital into the space regardless of
profitability, we had more oil than we knew what to do with for a while, and that helped keep prices low.

But those wells deplete quickly, and require continued investment into new drilling in order to maintain that level
of output, let alone grow it. Eventually, due to low oil prices as well as shifts towards ESG investing, large pools of
capital started investing less in the space, and began expecting management to focus on profitability and capital
returns rather than unprofitable growth. We also had abundant supply of many other commodities during the
2010s decade, resulting in low prices, and thus low incentive to find and develop more mines. This type of
commodity cycle happens every couple decades or so.

Commodity prices were therefore structurally deflationary for quite a while, until they ran into a shortage:
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Now, due to years of low investment in commodities, the world is no longer oversupplied on many of those
commodities, including oil and gas and copper and nickel. Supply is tight, and falling global trust between
countries makes that supply effectively even tighter, since the smooth distribution of that supply globally is in
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Some of My Articles on Inflation for Further Reference:
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Are We in a Bond Bubble, or is This The New Normal? (July 2019)
The Subtle Risks of Treasury Bonds (February 2020)

Why This is Unlike the Great Depression (March 2020)

“Fixing” the Debt Problem (May 2020)

QE, MMT, and Inflation/Deflation: A Primer (May 2020)

A Century of Fiscal and Monetary Policy (September 2020)
Defining Inflation (November 2020)

How “Money Printing” Works (November 2020)

The Ultimate Guide to Inflation (May 2021)

Fiscal-Driven Inflation (May 2021)

The Case for a Longer-Term Oil and Gas Bull Market (June 2021)
Supply Chain Woes (August 2021)

The Fifth Age of Oil (December 2021)

Global Bifurcation (March 2022)

The Pushback Against Inflation

Okay, so now we have broad price inflation happening for multiple reasons. The official inflation number is around
4x as high as the Fed’s 2% inflation target.

Fed officials repeatedly said this price inflation would be transitory, but then it spiked way higher and longer than
they anticipated.

And price inflation is mostly a global phenomenon at this point, because commodities are a global market. If the
US prints a lot of money and gives it to people, and those people buy up scarce commodities, that pushes up prices
for everyone else too, including for countries that didn’t print as much money. The same is true for shipping
capacity and things like that. Some types of price inflation are relatively local, like Europe’s natural gas crisis, while
most types of price inflation spread around the world like a virus.

So, now comes the central bank counter attack, to try to contain price inflation that they previously
underestimated.

The problem, of course, is that central banks like the Fed cannot print oil, copper, ships, ports, or manufacturing
facilities. They can’t improve the supply of real-world goods and services. All they can do, is try to weaken the
demand for those things: They have to try to make you and me spend a bit less, to let the supply/demand balance
of things improve, and to slow down the rate of new money creation.

To do this, they can raise interest rates to increase the cost of borrowing. If mortgage rates go up a lot, for example,
it leads to fewer mortgage applications and refinancings. Fewer people move, fewer people draw equity out of their
house to buy things, and so forth.

Additionally, they can stop quantitative easing “QE”, and start doing quantitative tightening “QT”. During QE, the
Fed creates new base money and uses it to buy bonds from various financial institutions, which then allows those
financial institutions to use that liquidity to buy more bonds or to buy stocks, and tends to weaken the currency.
During QT, the Fed lets bonds mature off its balance sheet (or outright sells them), and destroys base money,
which means financial institutions or the foreign sector have to buy more bonds. If this is successful at pushing
down the prices of stocks and real estate a bit, it’ll give us a reverse wealth effect and convince some of us to tighten
our financial belts a bit.

Back in the 1970s, Paul Volcker (then-chairman of the Fed) famously spiked interest rates to double digits, well
above the inflation rate, and put the US into a recession in order to stabilize the dollar. Combined with various
policies to outsource labor globally to cheaper markets and thus keep wages low, the US entered a long period of
rising asset prices, falling labor costs as a share of GDP, and declining inflation levels.


https://www.lynalden.com/bond-investing/
https://www.lynalden.com/treasury-bonds-risks/
https://www.lynalden.com/great-depression/
https://www.lynalden.com/fixing-the-debt-problem/
https://www.lynalden.com/quantitative-easing-mmt-inflation/
https://www.lynalden.com/fiscal-and-monetary-policy/
https://www.lynalden.com/november-2020-newsletter/
https://www.lynalden.com/money-printing/
https://www.lynalden.com/inflation/
https://www.lynalden.com/may-2021-newsletter/
https://www.lynalden.com/oil-and-gas/
https://www.lynalden.com/august-2021-newsletter/
https://www.lynalden.com/december-2021-newsletter/
https://www.lynalden.com/march-2022-newsletter/
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So, What if the Fed Keeps Tightening Policy?

As of the latest Fed meeting last week, they hiked rates by 0.50%, and announced a plan to perform up to $47.5
billion worth of QT per month, which will increase to $95 billion per month after three months.

They are raising interest rates, and starting to reduce their balance sheet. Markets have been objecting rather
seriously to this, with both stocks and bonds selling off. The stock decline has thus far been mild relative to the
major crashes of history, but bonds this year had their biggest sell-off in many decades.
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Deteriorating Economic Conditions

When the Fed tightens monetary policy into a hot economy, asset prices typically do fine, and they are able to keep
tightening policy for quite a while. Things have to get pretty tight before the economy really starts to “feel” it when
they start early enough in the cycle.

However, if the Fed waits too long and tightens into a decelerating economy, that’s when things tend to get messy.

Consumer sentiment, for example, is already at recessionary levels:
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FRED “;j — University of Michigan: Consumer Sentiment
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The purchasing manager’s index is rolling over, which is a measure of broad economic acceleration/deceleration.
When it goes below 50, it means it’s contracting, and usually during those troughs the Fed or Treasury are forced
to do some stimulus to kickstart it again:

United States ISM Purchasing Managers Index (PMI)
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Chart Source: Trading Economics, annotated by Lyn Alden

The copper/gold ratio, which tracks PMI pretty closely, is also rolling over:
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Retail sales volumes are down year-over-year, which has been masked by inflationary price increases:
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Sharply rising mortgage rates have led to mortgage refinancings drying up, similar to late-2018:


https://twitter.com/francesdonald
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The 10yr-2yr Treasury yield curve briefly inverted, and the 10yr-3mo yield curve is likely to catch down to it if the
Fed keeps raising short-end interest rates:
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mEnMﬁ — Households and Nonprofit Organizations; Net Worth, Level
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In the prior cycle, it took a credit market freeze (late 2018, where they stopped raising rates), decelerating
economic growth (mid 2019, where they did a mild interest rate cut) and a repo rate spike (late 2019, where they
switched from QT to QE) for the Fed to reverse course on monetary tightening.

Portfolio Updates

I have several investment accounts, and I provide updates on my asset allocation and investment selections for
some of the portfolios in each newsletter issue every six weeks.

These portfolios include the model portfolio account specifically for this newsletter and my relatively passive
indexed retirement account. Members of my premium research service also have access to three additional model
portfolios and my other holdings, with more frequent updates.

I use a free account at Personal Capital to easily keep track of all my accounts and monitor my net worth.

M1 Finance Newsletter Portfolio

I started this account in September 2018 with $10k of new capital, and I put new money in regularly. Currently I
put in $1,000 per month.

It’s one of my smallest accounts, but the goal is for the portfolio to be accessible and to show newsletter readers my
best representation of where I think value is in the market. It’s a low-turnover multi-asset globally diversified
portfolio that focuses on liquid investments and is scalable to virtually any size.

I chose M1 Finance because their platform is commission-free and allows for a combo of ETF and individual stock
selection with automatic and/or manual rebalancing. It makes for a great model portfolio with high flexibility, and
it’s the investment platform I recommend to most people. (See my disclosure policy here regarding my affiliation
with M1.)


https://www.lynalden.com/premium/
https://track.flexlinkspro.com/a.ashx?foid=1107131.139234345&foc=1&fot=9999&fos=1
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And here’s the breakdown of the holdings in those slices:

Newsletter Multi-Asset Model Portfolio (M1 Finance)

Eristol-Myers Sauibb (BMY) 5% Vanguard Emerging Markets (WO 24%
Bank of Mova Scofia (BNS) 5% Vanaquard Pacifc Markets (VPL) 20%
Infercontinental Exchanae (ICE) 4% iShares Latin America (ILF} 18%
PulteGroup (PHM 4% Vanauard European Markets (VGE) 18%
British American Tobacco (BTI) 4% izhares MSCI India (INDA) 10%
Enbridage (ENB) 4% Global ¥ Southeast Asia (ASEA) 10%
Alfria (MO 4%
AmerisourceBaraen (ABC) 4%
Ciana (CI) 4%
CVS Health (CVS) 4%
FedEx (FDX} 4% Matural Resources ETF (GUNR) 8%
D.R. Horten (DHIY 3% Marth Share Uranium Mining ETF (URNM} 8%
Amaen (AMGN) 3% Rie Tinte (RI1Q) &%
BlackRock (BLE) 3% ECG Resources (EQG) 8%
Texas Instruments (TXM) 3% Franco Mevada (FHV) &%
United Health (UNH} 3% Wheaton Precious Metals (WPK) 8%
Johnson and Jehnson (JHJ) 3% Sandstorm Gold (SAND) 8%
Grupo Asroportuaric del Centro (OMAB) 3% Suncor (SU) 8%
US Bancorp (USEB) 3% Mutrien (NTR 6%
Cisco (CSCO) 3% Canadian Mational Resources (CHQ)Y 6%
Kinder Moraan (KMI) 3% TotalEneraies (TTE) 6%
Union Pacific (UNP) 3% Raval Dutch Shell {SHEL) 6%
Aflac (AFL) 3% Barrick Geld (GOLD) 4%
Maovartis (NVS) 3% Pan American Silver (PAAS) 4%
eBav (EBAY 3% Sibanye-Sillwater (SBSW) 4%
Prudential Financial (PRU) 3%
JP Morgan Chase (JPM) 3%
Discover Financial (DFS) 3% Microstrateay (MSTR) 55%
Erockfisld (BAN) 3% Marathon Digital Heldinas (MARA) 15%
Riot Blockchain (RIOT) 15%
Coinkase Global (COIN) 15%
Adcbe (ADEE) 12%
Amazon (AMZN) 12%
Fiserv (FISV) 12%
JOJD 10% jShares 1-3 Year Treasury ETF {SH T%
HODFC Bank (HDEB! 10%
Alibaba (BABA) 10%
Eisv (ETSY) 8%
Roku (ROKU) 8%
Twilio (TWLO) 8%
MercadoLibre (MELI 5%
Zoom {ZM) 5%
Aberdeen Platinum ETF {PPL 2%

Changes since the previous issue:

I made rather few changes since the prior issue. The portfolio remains focused on being an “all weather” diversified
portfolio, with a current overweight emphasis on defensive value.

M1 Finance recently added the Grayscale Bitcoin Trust (GBTC) to their list of available securities, so I plan to

incorporate that within the digital assets segment in the weeks ahead, replacing some of the existing holdings.
Until GBTC was added to the platform, I've had to rely on bitcoin-related equities to have any exposure to the
space within this particular portfolio.

(For my primary bitcoin holding outside of these sorts of portfolios, I buy bitcoin directly through Swan Bitcoin).
Other Model Portfolios and Accounts
I have three other real-money model portfolios that I share within my premium research service, including;:

e Fortress Income Portfolio


https://m1finance.8bxp97.net/AN5mN
https://m1finance.8bxp97.net/AN5mN
https://www.lynalden.com/swan-bitcoin/
https://www.lynalden.com/premium/

e ETF-Only Portfolio
e No Limits Portfolio

Plus I have larger personal accounts at Fidelity and Schwab, and I share those within the service as well.

Final Thoughts: Think in Degrees

A lot of investors focus on binary extremes when it comes to analyzing the markets, rather than thinking in terms
of degrees or probabilities.

Central banks are tightening monetary policy, and thus actively trying to reduce asset prices, consumer demand,
and money creation in order to tame price inflation. This tends to be a challenging environment for stocks and real
estate, either in terms of downward market moves, or in terms of volatile sideways consolidations. That being said,
there are times where the market can get ahead of itself, and become too bearish too quickly. And so there can be
significant rallies along the way.
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Markets are funny in the sense that they tend to repeat the same pattern enough times to convince everyone to
anticipate it, and then they change the pattern. In other words, once a pattern becomes sufficiently priced in, that’s
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probably not what will happen. The past few years have been historically unusual, and T'suspect the next few years
will be historically unusual as well, with all sorts of unique exceptions and unintuitive outcomes.

The easiest way to navigate an uncertain environment for the long run is through diversification and rebalancing.
A combination of stocks, real estate, cash/bonds, commodities, and hard monies can navigate through multiple
types of economic environments better than a 60/40 stock and bond portfolio, because each element of that more
diversified portfolio benefits from either inflation, deflation, growth, or stagflation.

Certain hedges such as long-volatility exposures, or overweight positions in assets that you are deeply
knowledgeable about, can potentially further improve your risk-adjusted returns from that diversified baseline.

Best regards,

7%


Matt Wagoner


