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“We're all one thing, Lieutenant. That’s what I've come to realize. Like cells
in a body. '‘Cept we can't see the body. The way fish can’t see the ocean.
And so we envy each other. Hurt each other. Hate each other. How silly is that?
A heart cell hating a lung cell?”

— “Cassie” in the novel The Three

| am a philosophical nomad disguised in Western clothing, a wondering drifter, masquerading
in a suit near a California beach. Sand forms the foundation of my being and its porosity is

at once my greatest strength and deepest wound. | have become after 70 years, a man who
believes that no belief is sacred. | have ideals and moral standards, but | believe them specific

“ln

to me. Had | inherited your body and ego, “I" could just as clearly have assumed “yours.” If so, |

wonder, if values are relative, then what are mortals to make of them, and what would a judging
God make of us? If a collective humanity is to be rooted in sandy loam, spreading its ideological
seeds through howling winds only to root in mutant form at different places and different times,

can we judge an individual life?



Decades and indeed | despair that my only answer is “not easily.” The conclusion at its logical end makes us
iesh h all innocent and equal. We are born innocent, falter, but no matter, we remain mostly
centurieshavetaught innocent. My problem, however, is that if there are no absolute standards, it may minimize
us that both inflation life's value. Concrete, as opposed to porous sand, provides a firmer foundation for

and deflation are judgment, but sand | suspect is the soil into which we are insecurely grounded. All one

. thing, masquerading as ourselves.
the enemies of 9 mesd °

Stab”ity and growth, The global economy and its financial markets are insecurely grounded as well. Decades

but knowina which and indeed centuries have taught us that both inflation and deflation are the enemies
9 of stability and growth, but knowing which one is just around the corner can be difficult.

one is just around Before the advent of central banks in the early 20th century, prices were just as likely to
the corner can go up as down. A bountiful harvest or supply shock miracle could sink prices just as easily
be difficult as the discovery of gold and silver in the New World could raise them. Even after the

miraculous “discovery” of the modern central banks printing press, a miscue or fat fingered

mistake by one of the “wise men” could lead to depression and accompany deflation. The
world of the 1930s and the more recent lost decades of Japan give testament. Prices
change — and while they usually go up these days, sometimes they do not. We are at such
a moment of uncertainty.

That one or the other should be favored, is a fascinating debate. Currently, almost all
central bankers have a targeted level of inflation that approaches 2%. Some even argue
for higher levels now that deflationary demons approach in peripheral Euroland. They
argue that the 2% level is sort of like a firebreak. Once inflation approaches zero, goes
their theory, the deflationary firestorm is difficult to stop. With interest rates at zero and
quantitative easing approaching potential political maximums, there is little water left

to pour on the flames. Best then to keep inflation at a reasonable 2% so that the zero
hour never comes. They have a point, but then how to explain to the average 30-year-old
citizen that if so, his/her retirement dollar will only be worth half as much come 65, and
if inflation averages 3%, it will only be worth a third. Actually, a 30-year-old citizen of the
1970s (yours truly), has experienced a 756% depreciation of his purchasing power. The
cost of a firebreak can be expensive insurance.

And why, goes the argument, are lower prices so bad? Didn't Wal-Mart get famous by
featuring everyday low prices, and what's so bad about 3-buck-a-gallon gas at the pump?
More dollars in consumer pocketbooks suggests more spending, stronger growth rates
and ultimately more jobs. Jim Grant, one of the most gifted financial historians of our
day, has long argued that economies did just fine during bouts of deflation in the 18th
and 19th centuries — in fact, in many cases, they did better. America in the 1880s was a
period of good deflation with output rising by 2% to 3% from 1873 to 1893. Two percent
targeted inflation, he would argue, is the “con” of central bankers who know nothing
better than to create money during a financial crisis and then to keep creating it during
the inevitable recovery. Grant has a point. If that is their job, then indeed they have been
good at it.
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But Grant must know, | suspect, that our modern finance based economy is not your

19th century Oldsmobile, if there had been one. “That indeed is the problem,” he

might counter. In fact, Grant has even written a book supporting that thesis titled

“The Trouble with Prosperity.” Prosperity has created inflation and excess, he would argue.
My problem though (getting back to the introductory quote’s reference to a heart cell as
opposed to the lung cell) is that much of our 21st century economy has been planted

in the sandy loam of finance as opposed to the concrete foundation of investment and
innovation. Stopping the printing press sounds like a great solution to the depreciation

of our purchasing power but today’s printing is simply something that the global finance
based economy cannot live without. Going home again, to paraphrase Thomas Wolfe,

is something you just can't do. Modern economies have grown used to inflationary sand
and cannot grow in the concrete based economy that Grant eulogizes in his magnificently
written histories.

Why not? Simple math, | suppose. Our 2014 U.S. Oldsmobile requires 4% nominal growth
just to keep it running, and Euroland economies need at least 3%. Having created
outstanding official and shadow banking credit of nearly $100 trillion with an average
imbedded interest rate of 4% to 5%, the Fed presses must crank out new credit (nominal
growth) of approximately the same 4% to 5% just to pay the interest rate tab. That of
course wasn't the case in Grant’s 19th century version — there was very little debt to
service. But now at 500% to 600% of GDP (shadow debt included), it's a Sisyphean
struggle just to stay above water. Inflation, in other words — or in simple math — is required
to pay for prior inflation. Deflation is no longer acceptable.

Such is the dilemma facing central bankers (and supposedly fiscal authorities) in 2014

and beyond: How to create inflation. They've made a damn fine attempt at it — have they

not? Four trillion dollars in the U.S,, two trillion U.S. dollar equivalents in Japan, and a

trillion U.S. dollars coming from the ECB's Draghi in the eurozone. Not working like it used

to, the trillions seem to seep through the sandy loam of investment and innovation straight

into the cement mixer of the marketplace. Prices go up, but not the right prices. Alibaba'’s

stock goes from $68 on opening day to $92 in the first minute, but wages simply sit there

for years on end. One economy (the financial one) thrives while the other economy (the ... deflation remains a
real one) withers. growing possibility -
Perhaps sooner rather than later, investors must recognize that modern day inflation, while not the kind that

a necessary condition for survival, is not a sufficient condition for increasing wealth at a creates prosperity

ratg necessarylto satisfy future liabilities associated with e.du.catlon, health care, and a. but the kind that's the
satisfactory retirement. The real economy needs money printing, yes, but money spending

more so, and that must come from the fiscal side — from the dreaded government side — trouble for prosperity.
where deficits are anathema and balanced budgets are increasingly in vogue. Until then,

Grant’s deflation remains a growing possibility — not the kind that creates prosperity but

the kind that's the trouble for prosperity.

-William H. Gross
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