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CURRENCY:  THE POLICYMAKERS’ LAST BULLET AND AVOIDING ITS PATH 

 

2012 A Quick Review 

In review of 2012, the year began with a laundry list of uncertainties for the stock market. Will the 

European Union or Euro still exist in 2013?  Will the Federal Reserve continue its regime of quantitative 

easing?  Who will win the U.S. presidential election?  Will China see a hard landing?  Will the fiscal cliff 

disrupt the U.S. economy?  Clearly, the market had much to consider for the ensuing twelve months and in 

due course all of these questions were addressed in a near-term manner.  As soon as the European Central 

Bank pledged to do “whatever it takes” to protect the Eurozone in July 2012, it was more clear the EU and 

Euro would see 2013 (and beyond).  Bernanke in his part, pledged QEternity, or $85 billion worth of QE 

purchases per month until unemployment improves. Obama won the election.  China is providing some 

easing in its policies, and fears of a hard landing have been allayed for the time being.  Finally, Obama 

delivered his tax increases on the highest earners during the first act of the fiscal cliff drama, while any 
possible conflict over government spending has been postponed for at least the next month or so.  Despite 

plenty of concerns that remain (we will get to them, too) the combined effect of the aforementioned 

resolutions were enough 

to lift equities some 

16.8% in the MSCI 

World Index for the full 

year of 2012.  Indeed, the 

market scaled the wall of 

worry in historic fashion.  

A testimony to this is a 

view of the so-called VIX 

index that is cited as a 

proxy for fear and 

uncertainty among 

investors. In the 

illustration to the right, 

the steady decline in the 

VIX during 2012 reveals 

that the removal of near-

term uncertainty relating 

to the items we mentioned 

was enough to the index 

down to a reading of 13, 

representing a level not 

seen since 2006. 

  

 
Source:  Bloomberg 

  

  

 

Did policy lead us out of the fire and into the frying pan? Only time will tell 

In our view, a large component of this relative complacency among equity investors is a veneer owed to 

the heavy hand of central banks in the financial markets, and the flood of liquidity these institutions have 

provided.  The trade-off we see lies in exchanging central bank liquidity to avert near-term economic 
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threats for what we perceive as greater future uncertainty regarding the value of the currencies that have 

been printed to date.  If 2012 marks a period of resolving prior economic policy uncertainty, the years that 

follow will likely represent a period of the bills coming due.  Clear evidence of this notion can already be 

seen in the rising tax rates for all Americans, top to bottom, through the repeal of Bush era rates for the 

wealthy or the expiry of lower social security withholdings on American workers.  Eventually, as 

common sense would dictate the spate of trillion-dollar budget deficits in the U.S. since 2008 led to 

higher taxes.  Likewise, it is a matter of common sense that we may eventually receive a bill for the large 

injection of monetary stimulus into the economy through the form of rising inflation, or as it is often 

correctly referred to, the silent tax. 

 

The bill may be coming sooner thanks to spillover effects of these monetary policies in the broader global 

economy. Just as experimental monetary policy by the Federal Reserve and other developed market 

central banks were designed to subsidize indebted borrowers and disfunctional lenders, a dangerous, 

albeit foreseeable subplot has emerged.  Namely, this subplot has been referred to as a currency war—or 

more specifically a competitive devaluation.  Whereas countries facing sluggish economic growth 

prospects in their domestic economies are now turning more explicitly towards debasing their currency in 

an attempt to make their exports more competitive in the global economy.  From a strategic overview, we 

tend to think that the developed market economies have basically now exhausted their respective regimes 

of Keynesian spending and  monetary easing through QE programs, to little or no avail in our opinion.  

The problem is easily summed up as pushing on a string. 

 

In our October discussion we delineated the key components to the QE programs across the developed 

markets, and offered bargain priced gold mining stocks as a possible method to seek both protection and 

profit, in the event (probable, we think) that inflation results.  Clearly though, and as we discussed in that 

October writing, the velocity of money continues to decline, and therefore keeping a wider release of 

inflationary pressure at bay.  We also offer, and still believe that one mechanism that could serve to 

release inflation into the economy is continued improvement in the housing market, which increases 

confidence among consumers to spend, and bankers to lend.  Regardless, now competitive devaluation, 

strikes us as the latest additional potential catalyst for loss of purchasing power in the dollar, and other 

developed market currencies as well.  Although we have referred to well-coordinated QE programs across 

the US, EU, UK and Japan, as a “race to the bottom” in our past discussions, recent rhetoric has brought 

this behind the scenes fight wide open into the public sphere.  The clearest evidence came through the 

election of Shinzo Abe as prime minister of Japan (who promised a weaker Yen
1
), and recent remarks by 

Jean-Claude Juncker, an EU official who recently suggested that many officials within the EU believe the 

Euro has has strengthened to much
2
 in relation to other developed market currencies.  What we have seen 

in the past several weeks is that the world’s central banks are locked in a “prisoner’s dilemma” and have 

been for some years now through their respective QE programs.  In the classic version of the prisoner’s 

dilemma from game theory, two prisoners are confined to separate cells and both are interrogated 

individually.  In both cases the interrogator offers each prisoner a lighter sentence if the prisoner will 

confess and implicate the other prisoner, who will receive a harsher sentence.  If both prisoners stay 

silent, both get lighter punishments due to lack of evidence.  That rarely happens though.  Most often, 

both prisoners implicate the other in an attempt to save themselves, setting up a paradigm of mutual 

destruction, or put more mildly a situation where each prisoner is worse off for doing so.  Such is the 

                                                 
1
 Tatsuo Ito, William Mallard. Global Currency Tensions Rise: Japan’s Abe Calls on Central Bank to Resist Easing Moves by U.S. and Europe. 

December 23, 2012. Wall Street Journal 
2
 Dean Popplewell. Has EU’s Juncker Given the EUR the Kiss of Death? January 16, 2013. Forbes.com. 

http://www.forbes.com/sites/deanpopplewell/2013/01/16/has-eus-juncker-given-the-eur-the-kiss-of-death/ 
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nature of a competitive devaluation, as well.  For instance, each central bank feels that relative inaction 

through not weakening its currency will leave it in worse shape and so each embarks on a policy to 

protect its own hide, so to speak (leaving them all worse off in the end).  Framed in this light, and the 

seemingly sequential nature of QE announcements around the world’s respective central banks for the 

past several years, we can see through illustrations (below) of these countries’ expanding money supplies 

the role of competitive devaluation at work in their calculus. 

 

 
 
Source: Morgan Stanley 

 

To understand what has prompted this behavior, we need to only examine a brief summary of 

macroeconomic data in the few years leading up to the 2008-2009 crisis, and the several we have 

witnessed since. 

 

 
Source:  Bloomberg 

 

In the summary above we can see the path of GDP among the G10 economies just prior to the crisis, and 

how in the years since there was no prototypical snap-back which is often seen in the wake of sharp 

recessions.  The nature of this tepid recovery probably relates most to the nature of the crisis, as it was 

owed to over-leverage among banks and consumers, and the preference for these entities to de-leverage in 

the years since (i.e., forgoing consumption).  Simply put, this phenomenon is often referred to as a 

balance sheet recession, and the deleveraging preference is easily illustrated in the data comprising 

household debt as a % of GDP.  Importantly, this balance sheet recession has not responded well to the 
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steroidal dose of Keynesian spending illustrated seen through the row of data in the table above 

displaying budget deficit as a % of GDP.  The clearest evidence of this lies in the same table where GDP 

growth is half of what it was prior to the crisis alongside stubbornly high unemployment across these 

economies. 

 

 
 
Source:  Bloomberg 

 

Be that as it may, the rebound in home prices during 2012 has had some regenerative effect on the animal 

spirits that drive consumer spending, confidence, and likewise confidence among lenders at least in the 

US.  To be sure, we do not make economic forecasts, nor pay much attention to those who do.  However, 

we believe we understand the pressures facing policymakers to generate near-term results in their 

respective economies (they base their very existence on this…via the election cycle) and therefore, we 

suspect that even if the housing market sustains its improvement, the US central bank will resist 

premature action that could upset the apple cart.  For that matter, we are not even sure how the mechanics 

of undoing the magnitude what has been done to date would work in a smooth fashion.  So in the event 

that Japan follows through with its promise to devalue and target a higher inflation run-rate of 2%, it 

appears based on the above that the developed market economies will vote to maintain a competitive 

position with the Yen in the export markets, where they find growth, an emerging middle class, and 

relatively healthy economic fundamentals on a long-term secular basis.  The primary reason we believe 

this to be the case is that many policymakers will be reluctant to passively observe unemployment rates in 

their own country rise any further.  Of course, all of this assumes that within the construct of our game of 

prisoner’s dilemma that a country, perhaps Japan, makes good on their sincere plunge into competitive 

devaluation.  Interestingly enough, Japan and others hold the perspective that they are no longer going to 

sit still while the U.S. devalues through their ongoing QE program.  Irrespective of the he-said, she-said, a 

discernible risk is in place for weakening currencies at least in the developed markets and perhaps 

beyond.  To understand the relevance of this discussion to investment returns, we offer the illustration 

below which shows stock market returns across several countries in both local currency, and when 

translated back to USD.  In sum, as much as one might hope to “not take on” currency risk, it is time to 
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remove said head from the sand.  We suspect that it is not really possible to escape some form of this risk 

in our view, particularly when there are several countries engaged in this devaluing activity. 

 

 
 
Source:  Bloomberg 

 

In search of “get out of jail free” cards 

Judging by the preceding illustration it is clear that currency movements comprise an important source of 

return, or conversely, risk depending upon one’s disposition.  Either way one might choose to look at this 

situation it seems likely that the best course of action is to seek some form of diversification, which quite 

frankly synchronizes well with what we see through our bottom-up view of stocks around the globe.  

Basically, if we stick to our knitting (which we believe is important) in our search for bargain stocks, 

there is an increasing incentive to search for bargains in the emerging markets, versus the developed 

markets.  The simplest proxy can be found in the relative P/Es taken among the S&P 500, the MSCI 

EAFE and the MSCI Emerging Markets Index. 

 

 
 

Source:  Bloomberg 
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As simple as this view may be, it does lay bare the fact that emerging market equities trade at a 19% and 

15.5% discount to stocks in the S&P 500 and developed Europe et al.  Given that these economies 

possess thorough potential for growth (even if interrupted by business cycles and hiccups along the way) 

over the next 10-20 years, it stands to reason that their currencies too could remain relatively attractive on 

a secular basis.  Of course, some of this relates back to how these emerging economies handle the 

prisoner’s dilemma in their own right.  Given that many of these emerging economies have pegged 

loosely to the dollar as a trade policy—but also possess distinctively stronger velocities of money—it 

stands to reason that the amount of inflation they must hypothetically digest is too acute to go the distance 

in a competitive devaluation.  In sum, an explosion in food prices, which would seem likely in those 

circumstances, is much more difficult for a young, immature economy where food still comprises a large 

and necessary percentage of income.  Therefore, it seems reasonable that should a competitive 

devaluation continue, some emerging economies would be candidates to let their currency rise thereby 

rewarding their broader citizenry with an increase in their standard of living, but also witnessing fallout 

among the least competitive export firms.  Whatever unfolds remains to be seen, as always, but given that 

there is a reasonable basis for currency appreciation in these markets over the medium term, and their 

stock markets hold potential bargains, we have been and still are concentrating our search for bargain 

opportunities in these markets. 
 

Thank you again for the opportunity to serve you as an investor.  We are sincerely grateful for the trust 

you have placed in us, and work every day to fulfill your needs as an investor. 

  

 

 

Lauren C. Templeton             Scott Phillips 

 

 
Principal & Portfolio Manager                                    Portfolio Manager 

 

 

 

 

 

 

 

 

 

 

 

Disclosures: 

 
Past performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to 

purchase any fund managed by Lauren Templeton Capital Management (“LTCM”). Such an offer will be made only 

by an Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An 

investment in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  
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LTCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  
 

 

LTCM is a registered investment adviser.  The fee schedule for LTCM’s investment advisory services with respect 

to the Fund is stated in the Offering Memorandum.  The Fund will also incur other operating expenses such as 

administration fees, audit fees and legal fees which will reduce the performance of the fund.  More information 

about LTCM can be found in Form ADV Part 2 which is available upon request.  LTF-13-03 

 

 

 


