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1. Stagflation: definition and measurement

Stagflation refers to a set of economic conditions under which eco-
nomic growth is stagnating (hence “stag”) or even negative and infla-
tion is high (hence “flation”). This kind of situation was inconceivable
to traditional economists during the post-war years. According to the
majority opinion at the time, when a central bank decided to stimulate
growth by way of a soft monetary policy, the unemployment rate fell,
but at the cost to citizens of a rise in inflation. There was therefore
a trade-off between inflation and unemployment: this is the famous
Phillips curve.

Itis therefore no surprise that it should have been a politician — namely
British MP Ian Macleod — who coined the neologism “stagflation” in
a speech to Parliament in 1965.

The first observed period of stagflation came at a very high economic
cost. The global economy had been growing at a rate of 5.1% a year
during the period from 1960 to 1973; between 1973 and 1989, growth
slowed to 3.2% a year. When the oil shock hit in 1973, central banks
adopted a policy of strong monetary expansion to restore growth;
instead of renewed growth, the result was high inflation.

This period from 1973 to 1989 also had significant consequences at
an ideological level. In 1972, the Club of Rome published a manifesto
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entitled “Limits to Growth”, in which it predicted that the global
economy would overshoot the earth’s natural resources and thus even-
tually collapse.

The economic indicator that is usually used to measure stagflation is

the “misery index”, which is derived by simply adding together the
inflation and unemployment rates.

USA AND UK MISERY INDEX
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As we can see, in the 1970s, the misery index peaked at 20% and then
22% in the United States and at 30% and then 27% in Great Britain.

GERMAN AND SWISS MISERY INDEX
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The situation was less catastrophic in Germany and, in particular,
Switzerland, where it can be noted that the index twice fell below 1%.

This divergence can be explained by two factors:
* Aless expansive monetary policy in Germany and Switzerland.

* The falling dollar and pound sterling, which led to high imported
inflation in the United States and Great Britain.

UNITED STATES: MISERY INDEX, INFLATION AND REAL GDP
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GREAT BRITAIN: MISERY INDEX, INFLATION AND REAL GDP
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The “Misery index, inflation and real GDP” graphs are intended to
show not only that a high misery index is associated with high inflation
— which is logical, since inflation is a component of the index — but
also, and above all, that the index is a useful instrument in predicting
a recession.

For more information, see “Stagflation is back. Here’s how to beat it”
by Jetfrey D. Sachs, CNN Money, 27 May 2008.

2. Causes and effects of stagflation

Economists put forward two main explanations for what causes
stagflation. Firstly, stagflation arises when an economy’s production
capacity is reduced following an unfavourable shock to supply, such
as a sharp increase in oil prices in a country that is an importer of oil.
This shock gradually affects many products and leads to widespread
price increases, causing a slowdown in production, which becomes
more expensive and less profitable. Secondly, stagflation can occur as
a result of inappropriate macroeconomic policies. Examples might
include central banks tolerating excessive growth in the money supply
or governments creating new taxes, raising existing taxation rates or
regulating the goods or labour markets too strictly. For the record, other
causes include protectionist policies, supervised or planned economies
and war economies.

Stagflation is often caused by a cocktail of the three factors described
above:

* Excess liquidity triggers an increase in inflation, causing house-
hold spending to increase as consumers anticipate further price
rises, giving rise to a snowball effect.

* Oil prices rise, with the result that many companies become less
profitable and begin to cut their workforces.

* Rising unemployment reduces overall spending power and
hinders economic growth.



The main effects of stagflation are as follows:

* Tax receipts fall and, to make matters worse, the government
has to increase spending to stimulate growth, for example by
spending more on infrastructure or aid for companies.

* This results in large public deficits, leading to high interest rates
and a shortening of the supply of bank lending for private
investment.

* Banks with a high proportion of fixed-rate mortgage lending
on their balance sheets experience difficulties.

* Production capacity is underutilised, and widespread de-indus-
trialisation may even occut.

* Investors’ expectations of corporate earnings are low, and fi-
nancial asset valuations have to be revised down.

* Companies with plenty of short-term assets and a good credit
rating with their banks are able to make acquisitions within their
sectors; as a result, many sectors become oligopolies.

3. How central banks should respond to stagflation

In a situation of stagflation, central banks are caught in an impasse:
they cannot both stimulate the economy by lowering interest rates and
fight inflation; raising interest rates to reduce inflation would mean
worsening the economic slowdown. Many economists paint a picture
of central banks being in the same situation as a driver who has one
foot on the brake and the other on the accelerator.

In the early 1980s, Federal Reserve Chairman Paul Volcker clearly
chose to favour anti-inflationary measures. The Fed Funds rate in-
creased drastically between 1979 and 1983 in what was referred to as
“a deflationary scenario”.

The United States “prime rate” topped the 10% threshold — some-
thing which had never happened before. While Paul Volcker might be
congratulated for having put an end to inflation, it was not until 1983
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that the American economy really recovered, thanks to a fiscal stimulus
and growth in the money supply. During the period of desinflation,
the unemployment rate rose for six years.

4. Do oil shocks necessarily lead to stagflation?

The concept of an oil shock refers to the consequences for the global
economy of a sudden change in oil supply conditions that combines
price rises with a fall in production.

Economists agree that there have been three oil shocks: in 1973, 1979
and 2008.

The 1973 oil shock was caused by the end of the Bretton Woods mon-
etary system on the one hand and the Yom Kippur War on the other.

On 15 August 1971, the United States suspended the dollar’s convert-
ibility into gold, allowing the dollar to float. The fixed exchange rate
system collapsed completely in March 1973 with the adoption of the
floating exchange rate system. The main result was a depreciation in
the value of the dollar; since oil prices were quoted in dollars, this had
the effect of reducing the real income of oil-producing countries. The
OPEC countries decided to price a barrel of oil against gold. From
1947 to 1967, the price of oilin dollars had risen by less than 2% a year.

On 16 and 17 October 1973, during the Yom Kippur War, OPEC’s
Arab member countries announced an embargo on the delivery of
oil to countries that supported Israel. Furthermore, the Persian Gulf
states unilaterally raised the posted price of crude oil by 70% without
the agreement of the oil companies. The price of a barrel of oil on
the open market rose from $3 to $18 in the space of a few weeks.
However, by the end of December, OPEC had “reunified” the price
of a barrel of oil at $11.65.



The first oil shock had the following consequences:

* The price of crude oil quadrupled.
e In the United States, inflation reached 15.2% in 1974 and the

number of people unemployed rose from 450,000 to 900,000
between 1974 and 1975.

UNITED STATES: 1973 SHOCK - MISERY INDEX, FED FUNDS AND MO
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As we can see, the Federal Reserve’s initial reaction was to let the money
supply continue to grow — a move that could only feed inflation. Fur-
thermore, the Fed Funds rate remained virtually unchanged in 1974.

The second oil shock occurred in 1979 under the combined effect of
the Iranian Revolution, the Iran-Iraq War and an increase in global
demand for oil following the end of the first oil shock.

Riots erupted and were violently repressed in Tehran on 8 September
1978, marking the beginning of the Iranian Revolution that resulted
in the Shah fleeing the country on 16 January 1979.

The Iran-Iraq War began on 22 September 1980, severely disrupting
the supply of oil. The price of Arab Light Crude rose from less than
$13 a barrel in September 1978 to $35 a barrel in May 1979.
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UNITED STATES: 1979 SHOCK - MISERY INDEX, FED FUNDS AND MO
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The misery index climbed from 15% to 22% during the second oil
shock. This time, the Federal Reserve changed its policy. While MO
growth remained constant, the Fed Funds rate tracked the misery index,
hitting 16% when the latter reached its peak.
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The third oil shock, in 2008, undoubtedly does not deserve to be called
a shock. Admittedly, the price of a barrel of oil rose from $60 at the
beginning of 2006 to $144 in New York on 2 July 2008, but by the
end of 2008 it had rapidly come back down to $35. In the meantime,



the misery index, after falling from 11.5% to 7.5% in the space of six
months, rocketed to 12.5% at the end of 2009 under the impact of

the subprime crisis.

UNITED STATES: MISERY INDEX AND M0 GROWTH SINCE 2006
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Note that the Federal Reserve kept growth in the MO money supply at
zero throughout the period when oil prices were rising, before panick-
ing in response to the subprime crisis. Meanwhile, the Fed Funds rate

continued to fall throughout 2008, settling in a range of between zero
and 0.25% by the end of the year.
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To conclude on the 2008 “shock”, we might add the following:

* The rise in prices in 2008 was caused not by a shortening in
supply but by an unexpected increase in demand on the part of
emerging countries, and particularly Asian countries.

* Without the subprime crisis, rising oil prices would undoubt-
edly not have triggered a recession in either the United States
or Europe.

5. Current fears of imminent stagflation

In May, the official US unemployment rate was 9.1% and consumer
prices (as measured by the CPI index) had risen by 3.6% year on year,
propelling the misery index to 12.7%. This last figure paints an overly
optimistic picture of the real situation in the United States.

The unemployment rate is artificially low as a result of millions of
Americans having given up looking for work.

The CPI benefits from the heavy weighting given to housing when the
index is calculated; looking at producer price indices for May, finished
goods were up 7.3% year on year, while intermediate goods and crude
goods were up 10.3% and 21.5% respectively.

Commodity prices are likely to continue to rise over the next few years,
particularly as a result of demand from emerging countries (not only
for oil and food, but also for industrial metals such as copper and
aluminium).

The oil market is going to have to cope with demand-side pressure to
meet the electricity needs of countries that no longer want the pol-
lution associated with coal-fired power stations and/or are abandon-
ing nuclear power, as well as increasing demand from the majority
of emerging countries, at the same time as coping with supply-side
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pressure resulting from increased political risk in the Gulf states. The
development of natural gas could, it is true, relieve demand for oil.

Over and above the population growth factor, the price of foodstuffs
will be affected by global warming and the increasing frequency of
natural disasters (drought, flood, fire, etc.), not to mention the devel-
opment of biofuels.

Another danger is the monetary policy pursued by the Federal Reserve
for more than two years, which consists of keeping short-term interest
rates as close to zero as possible and influencing long rates downwards
by buying huge volumes of Treasury Bonds (known as “quantitative
easing”). This has resulted in hot money leaving the New York financial
markets to be invested instead in emerging markets, and in particular
Asia and Latin America, which offer higher natural interest rates.

These capital flows have led to a continued fall in the value of the dol-
lar and a year-on-year increase of more than 5% in consumer prices
in countries like China, Brazil and Indonesia, with inflation stoked by
dollar-denominated commodities rising 40% in a year. Finally, note
that the Fed’s money creation activities have not increased the supply
of credit to households or companies, and in particular SMEs; they
have mainly served to increase commercial banks’ surplus reserves.

In conclusion, if stagflation were to occur, the Federal Reserve would be
utterly powetless with base rates already at zero and excessive amounts
of liquidity injected into the banking system. This is undoubtedly why
the FOMC ruled out any stagflation in 2012 and 2013 in the press
release that followed its meeting on 21 and 22 June and the economic
forecasts that were appended to it.

However, Angel Gurria, Secretary-General of the OECD, had this to
say on 25 May 2011: “There is also some concern that if downside risks
[to the global economy] reinforce each other, their cumulative impact
could weaken the recovery significantly, possibly triggering stagflation
in some advanced economies”.
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For more information, see the article “The Return of Stagflation”
by Stanford University Professor Ronald McKinnon, published on
wsj.com on 24 May 2011.

6. Recommended assets in a stagflationary environment

First, a somewhat discouraging warning: the only way to beat stagfla-
tion is by taking risks.

Liquidity should be avoided at the onset of stagflation. The famous
slogan “cash is king” is true in a deflationary environment; liquidity
only becomes attractive when a central bank has raised its base rate
above the level of inflation.

Bonds are strongly discouraged; in the 1970s, brokers and financial
analysts christened them “certificates of confiscation”. Inflation-
indexed bonds (TIPSs) did not yet exist at the time; they are undoubt-
edly the least dangerous type of bond. There are, however, dangers
to be taken into consideration: the official consumer prices index that
is used to adjust coupons underestimates real inflation, and the bot-
rowing government is no longer protected from being downgraded

by rating agencies.

In the event of stagflation, equity markets are bearish; the basic rule
is to focus on shares in companies with strong pricing power offering
high dividends. Investors should favour sectors that produce goods
or provide services that households cannot do without, such as en-
ergy, water, healthcare and food; conversely, since consumers are hit
by both unemployment and falling spending power, anything related
to so-called discretionary consumption should be avoided, as should
retail not focusing on food.

Investing directly in commodities and gold appears to be an obvi-

ous play. However, commodity prices have already risen significantly
in anticipation of accelerating inflation, and the price of any given

13



commodity can be influenced by speculation, for example by hedge
funds; this is why investors should primarily buy into broad indices
covering major commodities.

In currencies, the emphasis should be placed on commodity cur-
rencies, and in particular the Australian and Canadian dollars and the
Norwegian krone. Where a central bank cleatly appears to have decided
to aggressively raise interest rates, investors should buy the currency
that will benefit from the increase.

Finally, property is, in theory, promising in an inflationary environ-
ment. However, when stagflation occurs, households stop buying
property as an investment and buy it instead for long-term reasons. In
the event of a recession, spending power falls and there is a high risk
of being unable to meet mortgage repayments. We should also add
that the subprime crisis will be in everyone’s memories for a few years
to come, and that US house prices are unlikely to shoot up during a
period of stagflation.

Jacques Nicola / CIPa / July 2011
Bordier & Cie

14

BorDIER & CIE



WE ARE AT YOUR DISPOSAL

PARTNERS

EXECUTIVE BOARD

INVESTMENT MANAGERS
Bernard CHOLLET, Nyon
Bertrand CLAVIEN
Roman DOUBROVKINE
Niloufar EGHTEDAR
Sébastien GIOVANNA, Ziirich
Joseph GOMEZ
Dimitrios GREKAS
Véronique GROSSEN
Markus HAUSHERR, Ziirich
Carine IMHOF
Frank ISOZ
Francois JACOBI
Eric JOYAU

EXTERNAL MANAGERS DEPARTMENT

FINANCIAL RESEARCH
Rafaél ANCHISI
Loic BHEND
Agathe BOUCHE BERTON
Peter KELLER, Zirich

FAMILY OFFICE

LEGAL AND TAX ADVICE

COMPLIANCE OFFICER

IT

ACCOUNTING / CREDITS
FOREIGN EXCHANGE & TREASURY
CAPITAL MARKETS

BANKING SERVICE

TRANSFERS

CASHIER

Pierre PONCET
Gaétan BORDIER
Grégoire BORDIER
Evrard BORDIER

David HOLZER

Michel JUVET

Francois KOESSLER
Patrice LAGNAUX, Ziirich
Philippe RUDLOFF

Hubert LECLERC

Ruth MERCIER, Nyon
Manuel MORA

Ernest MORGELI Nyon
René MOZER

Philippe NABAA

Lisa NATALINI TISSOT, Nyon
Thierry PERRET

Daniel ROTH, Bern
Stephan SCHNYDER, Bern
Alois SOMMER, Ziurich
Masaki TSUNOOKA

Pierre-Louis CHARDIER
Patrick STOCKHAMMER

Christophe LABORDE
Daniel PELLET
Frédéric POTELLE

Radan STATKOW
Camille BORDIER

Dominique FELLAY
Nicolas TERRIER
Sergio ULDRY

Guy LUTZ

Frédéric DEVILLARD
Veronica VERDIAL
Juan-Luis CALERO
Reynald DUCOMMUN
Didier GRANDJEAN
Yves FOURNET
Jean-Marc SCHWAB

Rue de Hollande 16
CP 5515
CH - 1211 Geneve 11

BorDIER & CIE

Head Office
Bordier & Cie

T. +41 22317 1212
F +41223112973

Swift BORD CH GG
www.bordier.com
research@bordier.com

Representative office in Berne
Bordier & Cie

Zeughausgasse 28

Postfach 213

CH - 3000 Bern 7

T. +41313131212
FE +41313131200

Representative office in Nyon
Bordier & Cie

Rue de la Porcelaine 13

CP 1045

CH - 1260 Nyon

T. +41 22317 70 50
F. +41 22362 04 68

Representative office in Ziirich

Bordier & Cie
Bahnhofstrasse 62
CH - 8001 Zirich

T. +4144 2131212
F +4144 2131200

Bordier & Cie (France) SA
10, rue de la Paix

75002 Paris

France

T. +3315504 7878
F. +33149269248

Bordier & Cie (Singapore) Ltd.
Prudential Tower

30 Cecil Street # 27-00
Singapore 049712

T. +65 66 31 28 89
F. +65 66 31 28 94

Bordier & Cie (Uruguay) SA
Edificio Beta 3 of. 104- Zonamerica
91600 Montevideo

Uruguay

T. +598 2518 58 81
F +598 2518 27 03



