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Fisher’s classic debt-deflation thesis is no longer a valid construct for understanding today'’s
capital markets. Policy action has moved the heavily indebted Anglo-Saxon economies into a new
environment of debt-debasement in which extreme deflationary forces of deleveraging compete
with the inflationary attempts of authorities to support nominal growth.

Events of the last two years have unleashed unprecedented deflationary and inflationary
forces on the US economy, one of the most important influences on global capital
markets. Whilst debate on the eventual winner is plentiful, little attempt has been made
to understand the impact of the interaction of these forces.

At Oxburgh, we believe that the capital markets environment will be a battleground

Deflationvs.  between inflation and deflation for at least another 10 years. A static adherence to
Z)]Zl ‘Z‘;nr:n theories of debt-deflation or hyper-inflation will, in our view, be a recipe for disaster.
and run Instead, a dynamic approach will be critical to generating returns on capital and

preserving wealth in this environment.
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The unstable equilibrium created by these opposing forces will lead to structurally higher

Tactical, not volatility with both inflationary and deflationary forces having periods in the ascendency.

Strategic Absolute returns will be achieved, we believe, not by blindly following disciples of Fisher’s
Zfsmems Debt-Deflation, Keynesianism or Friedman’s Monetarism but by backing either of these
views at the appropriate time. The eventual winner is of less importance as this may not
become apparent for 10 years or more.
The vast monetary and fiscal stimulus from authorities in 2009 have, in our view, moved
g:?]zﬁon e the western economies off Fisher’s classic debt-deflation path. Instead, we believe that

we have entered a difficult era of capital markets in which the extreme deflationary forces
of deleveraging compete with the inflationary attempts of authorities to support nominal
growth.

been averted. .

I. (7) Mild Gloom and Shock to Confidence
(8) Slightly Reduced Velocily of Circulation
(1) Debt Liguidation
I1. (9) Money Interest on Safe Loans Falls
(9) But Money Interest on Unsafe Loans Rises

(7) More Pessimism and Distrust
(1) More Liquidation

(2) More Distress Selling

(8) More Reduction in Velocity

V. (2) More Distress Selling

(2) Contraction of Deposit Currency
(3) Further Dollar Enlargement

V1. (4) Reduction in Net Worth
(4) Increase in Bankruplcies
(7) More Pessimism and Distrust
(8) More Slowing in Velocity
(1) More Liquidation

VIL

(6) Decrease in Profils

(6) Imcrease in Losses

(7) Increase in Pessimism

(8) Slowur Velocity

(1) More Liquidation

(6) Reduction in Volume of Stock Trading

1. (2) Disiress Selling VIIL (6) Decrease in Construction
(7) More Gloom (6) Reduction in Quiput
(8) Fall in Securily Prices (6) Reduction in Trade
(1) More Liquidation (6) Unemployment
(8) Fall in Commodity Prices % (;) z’"z?mm‘m
IV, (9) Real Interest Rises; REAL DEBTS INCREASE X: 28; R::s ::"Bank‘

(8) Banks Curlailing Loans for Self-Protection
(8) Banks Selling Investments

(8) Bank Failures

(7) Distrust Grows

(8) More Hoarding

(1) More Liquidation

(2) More Distress Selling

(3) Further Dollar Enlargement
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The critical difference between now and the Great Depression is that Fisher’s 1933 thesis
of debt-deflation had not yet been written at the time of the 1929 collapse. Whilst an
through academic theory is no silver bullet, there does at least now exist an understanding of the
policy action impact of a debt-deflation crisis and policy can therefore be directed in such a way as to
avoid its consequences. The remarkable coincidence of the current Chairman of the
Federal Reserve, Ben Bernanke, being an expert on this exact theory only increases the
likelihood that policy will attempt to avoid a repeat.

Fisher’s theory provided a roadmap of what would occur if policymakers did nothing. It
does not provide a roadmap of what will occur if policymakers seek to avoid this path.
Fisher’s primary conclusion was that the liquidation of debt caused a downward spiral
that led to the depression. Bernanke’s policy is therefore to attempt to prevent this
liquidation through the wide variety of policy initiatives we have seen. In short, the
reason we have avoided a repeat of the 1930’s is because we had the example of the
1930’s to draw on.

What is not well understood however is, if we have avoided falling into a debt-deflation,

. Jeading to an what are we in? There are some who believe we have merely delayed the inevitable and

environment the debt-deflation process will resume in time, others believe we have begun on a path of

Z?;ZZZZM@ hyper-inflation sparked by excessive money creation. Others take a more optimistic

- stance, namely that we are now staging a recovery from a standard, albeit severe,
recession.

At Oxburgh, we believe that we have entered a new environment of, to paraphrase Fisher,

debt-debasement where the extreme inflationary forces of quantitative and credit easing

(printing money) and the extreme deflationary forces of deleveraging will compete to

. but no less establish an unstable equilibrium in which we will oscillate between inflationary and

difficult deflationary scares. An environment in which real growth will remain structurally below

trend but be punctuated by mini business cycles as policy makers try to walk the
tightrope of maintaining nominal GDP growth through money creation without
triggering a crisis of confidence in the bond market.

This environment will be one of structurally higher volatility and will bring tactical
investment strategies into the ascendency.
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How we got there - the twin peaks crisis

The causes of the credit crisis have already been much discussed and will no doubt

continue to be in the future. Suffice to say that a generation of declining interest rates,

‘ deregulation and a definition of inflation that excluded most living costs allowed a

fftz:;l;:io speculative bubble of unparalleled proportions to build. The declining cost and increasing
avoid recession availability of credit over the last 30 years was a trend that became viewed as structural.

A free-market philosophy was defined by regulators as one in which asset prices rose.
Markets were free on the way up but not the way down. Risk was continually re-priced
downwards to reflect this ‘Greenspan Put’. The euphoria of the productivity miracle
peaked with the Nasdaq in 2000 but attempts to avoid the destruction of capital from
this bubble bursting generated a far more damaging phenomenon.

A second speculative bubble, this time in the debt-intensive asset of property, took
markets back to euphoric highs but added an additional 100% of GDP to the debt burden
.. created ever in the US.
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The choices we took

The weight of this debt burden ultimately caused the system to collapse in on itself,
triggered by the sub-prime market in the US. We then reached a critical point where the
authorities were required to make a choice about the path the Western economies would
take. They chose to protect the bond market.

Ben Bernanke and Hank Paulson have argued that they had no choice. In reality, they
had choices but none of them were good ones. They chose what they believed to be the
most palatable. Proponents of the Austrian School would argue they chose the wrong
one, and should have allowed the system to cleanse itself through the bankruptcy process.
In theory, this would have simply resulted in a transfer of assets from borrowers to
lenders, or the profligate to the parsimonious. But the whole point of Fisher’s work was
that he identified this process was not that simple. His theory was based on the
recognition that the negative psychology created by this process was itself negative. The
despondency caused by bankruptcy fed upon itself to create a vicious spiral down into
depression. The aim therefore is to break this cycle before it takes hold.

As with the cause of the crisis, debate over the actions to stem the crisis continues. Our
role however is not to critique the decisions made but to understand their implications.
The actions taken to avert the destruction of capital caused by the debt-deflation process
have very real consequences for how capital markets will operate in the future.

The new path we are on

Rightly or wrongly, Western economies have chosen to attempt to reduce the debt burden
through rising nominal GDP rather than the bankruptcy process. This is not a free lunch
but will trigger a debt-debasement cycle that will continue until the Debt to Nominal GDP
ratios decline to a point where the debt-deflation threat no longer exists.

A debt-debasement cycle does not ‘bail-out’ the profligate. Monetary debasement does
not generate wealth or prevent any of the misery associated with declines in real GDP.
The real value of assets will still fall as a mathematical consequence of the deleveraging
process. But it does seek to avoid the most damaging consequences of this decline in
asset values by attempting to restrict to a process that occurs in real terms only and not
nominal terms.
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For example, a homeowner with a $250k mortgage on a $350k home, earning $50k a year
may feel relatively comfortable in his situation. In a debt-deflation scenario, the house

Debt- value may fall to $200k and his earnings may fall to $35k a year. His debt of $250k
Debasement . . . . . . .
creates remains the same. His situation is now dire and a bank may foreclose on him. Multiply
nominal not his situation by many millions of others and you have a depression. In a debt-
real growth

debasement cycle where nominal GDP grows by 10%, his house may retain its value and
his wages may remain the same. In real terms, his house is worth less and he is poorer as
the monetary unit has been debased. But his debt burden remains manageable. The key
distinction is that the decline in real asset values and wages did not become nominal
ones.

Japan failed to achieve this and, despite expanding the public sector balance sheet, was
Japan failedto unable to generate any growth in nominal GDP. The challenge for Western policy makers
avoid deflation . . . X . .

is to avoid a repeat of the Japanese experience. To do this, deflationary expectations

must not be allowed to become ingrained. Fear of inflation must be retained at all costs.
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.. for various
reasons

Aging
populations
add to the

problem

The reasons for Japan’s failure to avoid deflation have been variously attributed to a
failure to speedily address the bad debt problems at banks, a lack of aggression in easing
monetary policy and a reluctance on the part of an aging population to respond to
stimulus. In defence of the Japanese authorities, their attempts to reflate occurred
within a period of global disinflation which did not help. Their failure to generate
meaningful inflation and weaken their currency has meant two decades of woe for their
export-dominated economy.

Like Japan, many Western societies also have aging populations with rising dependency
ratios (the ratio of non-working to working members of the population). This places a
heavy burden on fiscal positions as an increasing pensions and healthcare burden needs
to be carried by a decreasing number of taxpayers. The deflationary pressures also tend
to be structural as people approaching retirement tend to be reluctant to take on debt and
prefer income-generating assets over potential capital gains. This makes it hard for
authorities to halt credit contraction as there are more people paying off debt than taking
it on.

U.S.: Dependency Ratio (per 100) e Japan: Dependency Ratio (per 100)

World: Dependency Ratio (per 100) Developing Regions: Dependency Ratio (per 100)

U.K.: Dependency Ratio (per 100)
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The challenge for policy makers in the western world is to manage the interaction of the
forces of debt-deflation and monetary debasement within this environment. An aging
5 ‘Z;CZZ :;ZO” s population creates a fiscal imbalance and countries will have to compete for working-age
noamne immigrants. A shift in tax structures away from income-based taxation and towards
taxes on capital is likely as a means to address this imbalance. The tax burden on the
working age population will be too heavy to support growth and will have to be moved on
to the asset-heavy, non-working section of the population.

Successful management of this process does not necessarily mean an orderly reduction in
the debt burden. A critical part of the debt-debasement cycle is that fears of both
- between inflation and deflation remain. A fear of inflation is needed to help central banks break
opposingforees the negative psychology spiral of Fisher’s debt-deflation process as it forces investors out
of bonds and into growth-related assets such as equities. A fear of deflation is needed to
ensure quantitative easing does not generate into a hyper-inflation (as in Zimbabwe).

It is these fears which will act as natural stabilisers. At the inflationary peak of the debt-
debasement cycle, hyper-inflationary risks will appear intense. Moves to address these
risks will create the environment in which deflation can again take hold. Equally, at the
deflationary peak of the cycle, it will appear that we are in a debt-deflation trap.
Quantitative easing can then take place without provoking panic in bond markets.

Creating money does not create wealth. If it did, Zimbabwe would be the richest nation

.- with the , on earth. But it can help to prevent nominal price declines that are a critical part of the
rimary aim o, . . N . .
Z,evegmg debt-deflation cycle. The degree to which this can be pursued will be defined by markets.

nominal GDP A market which fears deflation will be able to cope with increased monetary debasement

declines . as attempts to prevent nominal GDP declines will be seen as a positive step to avoiding a
debt-deflation process.

A market which fears inflation, and is therefore wary of nominal fixed income assets (i.e.
 without government debt) cannot accept excessive growth in money supply. If bond yields are
triggering a rising because of an inflationary threat, any attempt to reduce them through quantitative
bond market

easing can trigger a crisis of confidence in which the government end up being the only
buyer of bonds (the Zimbabwe situation).

crisis

Rising bond yields must therefore be allowed to float until they reach levels which impede
growth. That will trigger a renewed cyclical decline and a resumption of deflationary
concerns which provide the environment to be able to resume the debasement process.
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Inflationary Threat
QE halted
Cyclical Upswing Fiscal retrenchment
Cyclical Decline
Rise in Real GDP
Yields rise Fall in Real GDP
Equities rise Yields decline
Astructural Debt-deflation Equities fall
cycle, not a cycle appears over
structural
trend . ..
Nominal Decline
Nominal Recovery
Fall in Nominal GDP
Rise in Nominal GDP Money supply declines
Money supply grows Yields decline
Yields rise Equities decline
Equities rise Debt-deflation cycle
appears to resume
Deflationary threat
QE resumes
Fiscal expansion
This cycle will continue until debt levels return to manageable levels. This will occur both
o comtine through the deleveraging process and rising nominal GDP over time. A debt-debasement
until debt cycle of this nature would not be an orderly process. It would evolve as a series of mini
levels are less business cycles driven by inventory liquidation and rebuilding punctuated with
of a burden

inflationary and deflationary panics. Quantitative easing will be a stop-start affair with
aggressive action at cyclical lows and pauses after nominal growth is achieved.

In this environment there is no single asset class which can deliver sustained out-
performance. Positioning will require an understanding of which force is in the
ascendancy at the time.
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This is not a
quick fix . .

.and  could
take decades

Debt, Debasement and Dependency

We believe the debt-debasement cycle will be with us for the foreseeable future. Even if
authorities were successfully able to grow nominal GDP at 5% a year, it would take
(assuming no nominal debt paydown) 11 years for Debt to GDP ratios to return to the
200% level of the mid-1980s. It would take 17 years to return to the previously ‘normal’
(i.e. pre-1980’s) level of 150%. A 3% growth rate in nominal GDP, which would still be
significantly in excess of anything Japan have managed to achieve, would mean a process
of 18 or 28 years respectively.

We are only at the very beginning of this cycle and have seen only the first deflationary
panic. Public sector balance sheet expansion will continue to try to offset private sector
contraction and manage this deleveraging process as best as possible.

US Debt to GDP
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The US
appears to
have escaped
the debt-
deflation trap .

debt-

.. through
swift
expansion of
public sector
balance sheets
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