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Monetary policy is no threat to markets

Anatole Kaletsky | GaveKal | 04 September 2014

In the first two articles of this series, | argued that the US economy has now clearly reached
escape velocity and that, with little prospect of a renewed recession in the next year or two,
investors are forgetting their earlier fears of secular stagnation and becoming increasingly
confident about the extraordinary monetary and fiscal policies adopted by all the major
world economies (see The Case For A Structural Bull Market and The Global Obsession With
US Data). The obvious risk to this consensus - apart from the possibility that it is plain
wrong and that a recession is imminent, as some bond market indicators suggest - is what
will happen when monetary policies change direction.

My answer is "nothing much" - because the prospects for monetary policy, like the prospects
for cyclical conditions, are now much clearer than they have been for many years. Moreover,
when the US and UK central banks start to move in the next year or so, the policy shift will
be so moderate that it will have almost no effect either on economic conditions or on
investor expectations. That may be hard to swallow. In dozens of client meetings, |
encountered more resistance to this idea than to any other. Nevertheless, | am confident that
over the next year or two, monetary policy will not be a major driver of financial markets.

BELIEVE IN THE CENTRAL BANKERS

Why, then, am | so sure that interest rates will remain "lower for longer"? Mainly because the
central bankers say so. Of course, central bankers cannot always be trusted. | have argued in
the past that central bankers are "licensed to lie" in a way that would end the careers of
democratic politicians. Most analysts today are therefore sceptical about central bankers'
promises, especially Britain and the US. Yet, strangely enough, the very modest tightening
built into forward yield curves suggests that markets collectively tend to believe the
promises of dovish monetary policy, despite the scepticism of professional economists. In
my view, there are five reasons to side with the markets and trust dovish central bankers,
rather than the more hawkish analysts whose job is to predict what central banks will do
next.

The first three reasons are familiar, the other two less so.

Firstly, the normal cyclical triggers for monetary tightening - inflation, unemployment and
capacity utilisation - do not yet signal any tightening, even in the US or UK.
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In the US, unemployment, at 6.1%, is still only just below the previous cyclical peak of 6.3%
and is 0.5ppts above the point where the Fed started tightening in 2004, while the under-
employment rate (U-6) is 2.5ppts higher than it was then (see Figure 1).

In the UK, the standard indicators of excess capacity are even more striking. Unemployment
at 6.5% is 1.5ppts above where it was in 2003 when the BoE was still easing, while
manufacturing production (Figure 2) is still 9% below the level of 2007. Under these
circumstances, fear of inflation would be the only standard argument for tighter money, but
signs of accelerating inflation are almost entirely absent, at least for now.

Figure 1: US unemployment and "underemployment”
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Figure 2: UK industrial production
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THE POLICY MIX IS TURNING JAPANESE

Secondly, while market economists often argue that the 2008 financial crisis lowered trend
growth rates and increased structural unemployment, from the policymaker's standpoint, the
structural changes since 2008 have created incentives to keep monetary policy extremely
loose. Extremely low interest rates reduce government deficits, ease servicing costs for
highly leveraged householders and allow inflation to redistribute wealth from lenders to
borrowers. So, to the extent that excessive leverage and financial fragility remain serious
structural impediments to economic growth, central bankers will continue erring on the side
of lower interest rates. And, even if economies start growing robustly enough to withstand
substantial policy tightening, the priority should be fiscal tightening to reduce government
debt burdens. Wherever fiscal tightening proves politically feasible, as in Japan at present,
central banks will be only too happy to support tougher budgets with easy monetary
conditions. This Japanese-style policy mix of tighter budgets and looser money will probably
be repeated in the US, the UK and Europe whenever politically possible during the next
decade.

The third reason for believing in "lower for longer" is that the professional central bank-
watchers and macro traders who are most sceptical about this doctrine have an inherent bias
to predict dramatic monetary moves - and, ever since 2008, their bias has proved
consistently wrong. Part of the reason for this intellectual partiality is that so many people's
incomes depend on predicting central bank activism, rather than inertia. After all, in a world
where the weather never changed from day to day, meteorologists would be redundant.
More importantly, every economist educated since 1980 takes it as axiomatic that the main
goal of monetary policy is price stability and that every central banker's nightmare is to "get
behind the curve" of rising inflation.

FALLING BEHIND THE CURVE

This brings me to my fourth, less familiar, reason for expecting monetary policy to remain
essentially on hold for at least another year.

Central bankers no longer worry about getting behind the curve of rising inflationary
expectations - in fact, they positively wantto get behind the inflation curve. This is because
monetary policy thinking has gradually been transformed by the structural weakening of
global demand since 2008. The main objective of monetary policy is no longer simply to
control inflation; it is to accelerate nominal GDP growth, while trying to keep inflation within
reasonable bounds. How do | know this? Because policymakers keep saying it - and their
actions show that they mean what they say. Instead of reacting aggressively to occasional
flickers of higher inflation, central bankers openly welcome them and strongly suggest that
they want expectations of rising prices and faster income growth to be re-embedded into
financial, business and consumer thinking. That central bankers want more inflation is
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widely understood, yet the logical implication is almost never considered - from now on,
monetary policy will deliberately and consciously fall "behind the curve" of rising inflation. In
fact, the phrase "behind the curve" may soon mutate, evolving from an insult into a badge of
honour.

If this sounds preposterous, consider the record of Paul Volcker, probably the greatest
central banker ever. While Volcker is justly credited with tightening monetary policy in 1979,
1980, 1984 and 1986 to get ahead of rising cyclical inflation, his policy changes were
consistently behind the curve of structurally falling inflation (Figure 3).

Figure 3: US inflation and Fed policy
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Inflation peaked in the US as early as June 1980. Yet Volcker was still raising interest rates
until early 1982. It was not until August 1982, two years after US inflation peaked, that he
decisively eased policy - and that was only in response to the Mexican debt default which,
on modern accounting rules, rendered all major US banks technically insolvent.

In short, during the most important period of his career, Volcker was consistently behind the
inflation curve. He was reacting to changes in inflation with a long lag rather than trying to
anticipate and pre-empt them. His reason for doing this was not, of course, stupidity or
incompetence. His goal was to bring inflation down, keep it down and make sure that it
never again accelerated to alarming levels. He judged that the only way to do this was to
hoist interest rates much higher than almost anyone imagined possible and keep them at
extraordinary levels much longer than anyone expected, even after inflation was clearly
collapsing. In other words, Volcker wanted to turn the cyclical inflation peak of 1980 into a
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permanent structural turning point. Only after Volcker had achieved and secured his victory
over inflation in 1983-84 did monetary policy shift from a reactive to a pre-emptive mode -
the mode it remained in for the next 30 years.

FLIRTING WITH DISASTER

Now apply this lesson to the challenges facing today's central bankers, most obviously in
Japan, but also in the US, UK and even Europe. Volcker decided, after the inflationary
traumas of the 1970s, that the US must never again flirt with the disaster of double-digit
inflation. Today's central bankers have decided, after the deflationary traumas of 2008-12,
that their economies must never again flirt with the disaster of near-deflation. More broadly,
today's policymakers, including central bankers, finance ministers and international
organisations such as the IMF and the European Commission, have realised that they face
fiscal bankruptcy and other disasters (such as breakup of euro) if they ever again experience
the abysmally low rates of nominal GDP growth seen in 2008-12.

To try to avoid this fate, today's central bankers are following the same course as Volcker,
but in the opposite direction. To make sure that the cyclical lows of inflation and nominal
GDP growth of 2009-10 turn into permanent structural lows, central bankers have had to
suppress their instinct, acquired during the 30 years of structurally declining inflation, of
trying to anticipate inflationary pressures. Instead, they have become reactive, waiting not
only for stronger growth and inflation, but for proof that the acceleration in nominal GDP will
be sustained before they even consider tightening policy.

In adopting this reactive approach, policymakers may of course be making a huge mistake,
as Charles and many other distinguished economists, including numerous dissidents on the
boards of the central banks, have suggested. But rightly or wrongly, this is the policy
adopted by the people now in charge at the Fed, the BoE, the BoJ and, more recently, even
the ECB. And as long as this remains the case, no major central bank will raise interest rates
by an economically significant margin (by which | mean more than 25 to 50bps) before the
end of 2015.

The remaining question is whether financial markets could impose a monetary tightening
against the dovish preferences of central banks. This leads to the fifth and final reason to
believe in "lower for longer". Central banks can now pursue inflationary policies as
aggressively as they want without any fear of bond market vigilantes. These once-mighty
beasts, who ruled the financial world by brandishing steep yield curves against inflationary
central bankers, are now as extinct as Tyrannosaurus Rex. The main cause of this mass
extinction is obvious. Prudential regulation has been transformed into financial repression as
solvency requirements have compelled pension and insurance funds to hold long-term
government bonds regardless of price, while capital and liquidity requirements have forced
banks to buy short-term paper. This financial repression is very convenient for finance
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ministries, as well as for central banks, and is therefore likely to persist for many years, as in
the 1950s, 1960s and 1970s.

BOND MARKET VIGILANTES PARALYSED

In the past few months, however, another, even more powerful international force has
paralysed the small number of bond market vigilantes left in the US and UK who might have
disciplined the Fed and the BoE. This has been the desperate search for yield by bond
investors from Japan and Europe, as the BoJ and the ECB have joined the all-out battle
against deflation previously waged by the Fed and the BoE. As long as Japanese and
European investors view US or British bonds offering 2.5% yields as a deep-value investment,
the Fed and BoE can laugh at the thought of market pressure to bring forward rate hikes. In
short, the deflationary pressures in Europe and Japan will allow the Fed and the BoE to stick
to "lower for longer”, even if this policy is no longer justified by conditions in the US and
Britain.

The ultimate consequence of this globalisation of monetary policy are hard to predict.
Perhaps it will cause a stronger than expected recovery, perhaps an inflationary upsurge or,
perhaps, the capital misallocation and global stagnation suggested by Charles [Gave]. But,
whatever may or may not happen in the long run, the bond markets will surely be powerless
to impose an unintended monetary tightening on the Fed or the BoE. Which suggests that a
big correction in equities, if it hits in the next year or two, is unlikely to be caused by
monetary policy expectations. The next article in this series will consider a more likely
catalyst.

Anatole Kaletsky is co-founder and GaveKal Research, GaveKal is one of the
world'’s leading independent providers of global investment research. It also
advises several funds with combined assets of more than US$2bn. In Australia,
GaveKal Capital's GaveKal Asian Opportunities Fund is available through
Certitude Global Investments.
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