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Nowhere to Hide 
(All Figures in USD) 

 
“There is no subtler, no surer means of overturning the existing basis of society than to debauch the currency. The process engages all the hidden 
forces of economic law on the side of destruction, and does it in a manner which not one man in a million is able to diagnose.” The Economic 
Consequences of the Peace, Keynes 
 
Our investment focus on corporate independence and endurance means we have a natural aversion to debt. The reasons for this are 
well understood, and we discussed them at length in our first quarter letter earlier this year. As a refresher for new readers and a 
reminder for regular readers: We are looking for an unencumbered balance sheet and a business model with limited outside 
dependence in operations. Independence in this way allows a company to focus on its core competencies and allows management to 
act opportunistically without the imposition of outside constraints.   
 
In general, independence (as understood above) is not something we find as frequently as we would like these days.  Currently, the 
number of firms with operating profits less than annual interest expenses for two years in a row has more than tripled since 1996.  
According to the IMF, the ability of companies to cover interest payments is at its weakest since the 2008 financial crisis. Both these 
facts should fill investors with trepidation, yet it does not seem to bother as many we would expect.  From our perspective, the reason 
for this is widespread confusion about what inflation is.   
 
We foresee a very distinct possibility that investors who are confused about what inflation is will soon be taught a painful lesson about 
real vs. nominal asset value growth as the Federal Reserve attempts to return a ten-year-long “irregular” interest rate cycle to 
“normal.”  It is worth remembering that there are only three ways to extinguish debt, that is outgrow it, default on it, or debase the 
currency it is denominated in. Within that context, the Federal Reserve and Central Banks globally, are confronted with the challenge 
of rising rates without: 
 

• Creating a situation in which debt levels become unsustainable resulting in widespread solvency issue, or  
• Creating a situation in which the cost of servicing debt does not become so significant that companies survive but must 

curtail investment and thus negatively impact near term and long-term GDP growth.  
 
It is challenging to see what the Federal Reserve does in this situation, and the importance of a sensible path forward is paramount 
given the maturity and structure of the current stock of outstanding debt in the US. Fully 85% of the US nonfinancial corporate loans 
outstanding ($2.2 trillion) have variable interest rates and mature before the end of 2020.  Additionally, 57% of nonfinancial corporate 
bonds in the US mature between now and 2024, the majority of which are fixed rate but potentially rolling in a rising interest rate 
environment.  In total roughly $4.74 trillion of nonfinancial corporate debt (77% of the total nonfinancial corporate debt in the US) will 
be impacted, either directly or in rolling, by the rising rate environment in the next six years. The Federal Reserve has suggested they 
will stay their current course and continue to hike. Such a course appears problematic and likely to increase the probability of both 
scenarios A and B.  Of course, the Federal Reserve may reverse course and either maintain the current ultra-low-interest rate 
environment or reverse even further and go back to a form of quantitative easing.  Should the Fed take this second path, which is a 
form of currency debasement, we must all ask ourselves how much currency debasement we will, as US citizens, tolerate and how 
much debasement of the global reserve currency will the world tolerate.    

Why, we wonder, is the market not more concerned with the situation described above? If debt levels are at historic highs, which they 
were in 2016, amounting to 225% of the world economy’s GDP and 12% higher than the last historic top in 2009, why has the market, 
despite increased volatility, maintained such relatively high prices? From our perspective, the answer is a tremendous 
misunderstanding of inflation amongst investors and at the world’s Central Banks. The flood of liquidity has masked solvency issues. 
The result has been a belief that the chiefly nominal asset growth over the last ten years has in fact been real growth, a sorry situation 
supported by the ability of firms to persist with the help of debt they can ill afford to sustain in environments other than 
accommodative.     
 
Our framework in which we evaluate financial markets is guided by the Austrian school of economics. To that end, inflation is simply 
the increase in the supply of money or credit of an economy. Unfortunately, today, the term inflation refers to the tendency of all 
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price and wage rates to rise. Price level increases or decreases should be understood as being caused by inflation, not inflation itself, 
and just one of many possible consequences of inflation.  Much of the misunderstanding is because of the reliance on the Consumer 
Price Index (CPI) as a measure of inflation. At best, CPI is a possible measure of what surveyed consumers believe is happening to price 
levels.  It does not capture the expansion of the monetary base though.  CPI is a particularly problematic measure of inflation because 
it assumes that monetary disturbances reverberate through the economy via a single causal path and removes the intertemporal 
structure of capital from the discussion (the time element of production).  Unfortunately, few understand that the growth in the 
monetary base results in relative price effects, not a single macroeconomic aggregate price effect.    
 
When understood as growth in the monetary base, there is no question that there has been significant inflation over the last ten 
years. The M2 money stock in the US (a broad measure of all liquid assets, checking deposits, money market securities, etc.) sits at a 
hefty $13.9 trillion, roughly 70% higher than it was a decade ago.  The question is not if we have had inflation or not, but rather where 
has the impact of that inflation had the most significant relative price effects. 
 
The answer would seem to be in financial asset prices.  We believe the following charts make a strong case for that claim. Figure 1 is a 
chart of the S&P 500 and Average Hourly Earnings, both indexed to 100.  Since 2009 individuals that held financial assets have seen 
tremendous appreciation in the nominal value of their capital endowments. Labors, on the other hand, have seen limited appreciation 
in the value of their capital endowment (which is labor/time). Figure 2 is the velocity of MZM.  The velocity of MZM is a measure of 
the frequency one dollar is spent to buy goods and services per unit of time. If the velocity of money is increasing, then more 
transactions are occurring between individuals in the real economy. Increased velocity would be suggestive of growth in the real 
economy. 
 

 
 
Taken together with the fact that there has been a 106% increase in the amount of money supply 
in the system per real dollar value of goods and services since 2000, it is reasonable to conclude 
that the significant inflation of the last ten years (again understood as a growth in the money 
supply) has resulted in substantial relative price effects for the value of financial assets (Table 1). 
In the presence of the current interest rate problem that the Federal Reserve and Central Banks 
of the world over are confronted with, the relative price effect of Central Bank-driven financial 
asset inflation would seem unsustainable.   
 
We do not have an answer for how the Federal Reserve should proceed.  They would seem, from 
our limited vantage point, to have painted themselves into a corner.  Raise rates, and they risk 
creating a situation in which defaults are rampant or GDP growth is significantly impacted by the 
cost of firms’ debt servicing. Reverse course, and they continue to debase fiat currencies.  Either 

path seems almost certain to end poorly; and a significant percentage of the pain will be felt by investors who have blindly enjoyed 
the benefits of rampant nominal financial asset value growth over the last ten years.  

Figure 1: Market Returns vs. Wages     Figure 2: Velocity of Money Stock
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Table 1 : Money Supply to Real GDP 

Year

Dollar of Money 
Supply  /  Dol lar of 

Real  Value of 
Goods and Serv ic es 

(Real  GDP)

1980 0.25
1990 0.37
2000 0.39
2010 0.59
2017 0.80


