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January 24, 2014 

 

 

GENIES, OGRES, FINANCIAL CHAOS AND THE RETURN OF PESSIMISM 

 

Last Wednesday in a speech delivered in Washington D.C., the International Monetary Fund’s Managing 

Director, Christine Lagarde, warned against the growing threat of deflation.  To be sure, inflation readings 

for the month of December appeared tepid across developed markets including the U.S. (1.2%), Eurozone 

(0.8%) and the U.K (2.0%).  Ms. Lagarde sounded the alarm to central bankers, saying, “If inflation is the 

genie, then deflation is the ogre that must be fought decisively.”  Later in the week on Friday, however we 

were reminded of the inflation genie’s special brand of magic as an article in the Wall Street Journal titled 

“Change for a Nickel?  U.S. Mint is Weighing It” described the unfortunate reality facing the privileged 

purveyor of U.S. government coinage. Namely, it costs the Mint $0.018 to produce a penny and $0.094 to 

produce a nickel.  Given that the last change to the metal content of the U.S. penny was in 1983, this 

implies that the fiat money necessary to produce these coins has steadily risen in volume relative to their 

metal content.  The timeless response dating back to the Romans and extending to governments in the 

present day is to reconstitute said coin with less valuable metal content.  Not surprisingly, this is precisely 

what the U.S. Mint is contemplating after years of producing these lower denominated coins at a loss. 

 

Despite the consistent evidence that genies do more harm than good—the US Dollar Index has lost 33.4% 

since its 2001 high—policymakers much prefer genies to ogres.  This preference from policymakers is 

simple to understand given that the inflation genie grants the policymaker’s wish to erode the rising 

public debt balances that are necessary to curry favor and gain election among voters.  The deflation ogre 

accomplishes the opposite by making debt balances more difficult to service, ensuring fiscal restraint, the 

removal of government provided goodies and eventually the policymaker from their office.  There is no 

question that policymakers fear ogres. 

 

The problem of course is not so much that there is widespread deflation in the global economy, but rather 

that inflation seems to be rather scarce at the moment also.  Indeed, the current consensus is that a 

strengthening growth profile in the U.S., and to a smaller degree its supporting cast across the Atlantic is 

going to create renewed demand and therefore strength for these respective currencies.  This stands to 

reason as rising real interest rates attract fresh capital that has been desperately in search of yield for 

several years, or at least water down the appetite for traveling to spottier destinations in search of yield.  

Conversely, many international and emerging market countries with clear ties to Chinese commodity 

demand are seeing their currencies decline as investors recognize that China is sincerely (but 

incrementally) addressing economic imbalances.  For instance, China is continuing to pull back from 

infrastructure investment (or more specifically the unbridled flow of credit into this activity) as an 

economic driver and replace it with a focus on domestic demand and consumption (e.g., an economic 

model that more resembled developed countries).  Clearly though, this cannot occur overnight.  

Therefore, in the wake of this policy maneuvering near-term credit flows and economic growth in China 

have become choppy, and have created near-term uncertainty compared against the unwavering economic 

paradigm that dominated the past few decades which assumed that China will build infrastructure, 

vacuum up all of the commodities across the globe, and grow at 9-10% per annum.  This uncertainty has 

produced knock-on effects in other emerging market countries as many are found guilty by association. 

Furthermore, perennial basket cases such as Argentina—no longer get a pass based on Chinese 

commodity demand—are once again seen to be swimming naked as the tide of easy money ebbs (Turkey 

is in a similar boat of its own making).  On the other hand, we welcome the market’s shoot first, aim later 

approach to all emerging market equities as it may create key opportunities to purchase at bargain prices 
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companies that are well positioned for the growth of the emerging market consumer in the decades to 

come, as they trade at increasingly discounted valuations. 

 

In sum, we believe the market possesses a near-term consensus that developed market assets are 

preferable and most international and emerging markets assets are to be avoided.  Of course, the 

consensus insisted on avoiding all stocks in 2008, U.S. stocks in 2009, European stocks in 2010-2011, 

and emerging market stocks in 2013-?  A simple albeit careful reminder to remain open minded and 

skeptical of consensus thinking is illustrated in the so-called “Periodic Table of Investment Returns” 

represented below by Callan Associates.  As we can see in the graphic below, it has rarely paid to remain 

pessimistic on any given market for too long.  

  

  Source:  Callan Associates, Inc. 
 

 

Moreover, simply because market forces drive emerging market and commodity linked currencies (e.g., 

Canada and Australia) lower in the near-term does not mean that policymakers will necessarily oblige.  

As we know the primary economic bogeyman of the past five years has been anemic domestic demand in 

the developed markets including the U.S., U.K., Eurozone and Japan.  The reason for this, as we have 

labored over in these past commentaries, is that developed market demand has suffered under the weight 

of a balance sheet recession since the melee of 2009.  This finally began to change in late 2012 when the 

Federal Reserve launched an open ended QE program of $85 billion per month in bond purchases that has 

just recently begun to unwind through a reduction of the monthly purchase amount.  The force majeure of 



 
 

6 3 3  C H E S T N U T  S T R E E T  | S U I T E  8 2 0  | C H A T T A N O O G A ,  T N  3 7 4 5 0  | P H :  4 2 3 . 8 2 6 . 0 9 4 4  | F A X :  4 2 3 . 8 2 6 . 0 9 4 9  

this Fed policy served to 

propel household net worth in 

the U.S. to levels exceeding 

the pre-crisis peak in late 

2007 as equity prices and 

home prices soared in 2013.  

Although this asset reflation 

policy removed a significant 

hurdle to the U.S. economy as 

the balance sheet recession 

fades, it remains unclear 

whether the U.S. can leave its 

unsteady growth of the past 

several years behind.  The 

reason for this in our opinion 
 

Source: Bloomberg 

is that the financial crisis of 2008-2009 and the economic lethargy it spawned are more than likely 

symptoms of a larger phenomenon, which is the re-tooling of the economic landscape towards 

increasingly higher technology content.  In other words, the “new economy” that was advertised so 

mightily to justify the tech share bubble of the late 1990s has indeed come to pass, and despite getting 

clobbered for paying 100x earnings for companies without earnings, its advocates have been correct about 

the long-term fundamentals.  To sum it up, the U.S. economy and other economies across the globe are 

suffering to some degree from structural unemployment (i.e., unemployment owed to a workforce that 

needs updated skills).  This is not much of a revelation, and actually underscored our thesis on for-profit 

education in the developing markets, i.e., Brazil’s Estacio, that we discussed in Buying at the Point of 

Maximum Pessimism (FT Press, 2010) back in 2009.  Even so, the structural unemployment phenomenon 

explains much of the economic policy responses we have witnessed in the past decade, and until there is a 

better match between workers and the skills needed to propel this growth engine, it will be difficult to 

realize its full potential. 

 

In the meantime early adapters of technology have not been sitting on their hands.  This was a point 

presaged by Sir John Templeton in an excerpt from his widely cited Financial Chaos memo penned in 

June 2005:   

 
“Research and discoveries and efficiency are likely to continue to accelerate. Probably, as quickly as fifty years, as 

much as ninety percent of education will be done by electronics. 

 

Now, with almost one hundred independent nations on earth and rapid advancements in communication, the top one 

percent of people are likely to progress more rapidly than the others. Such top one percent may consist of those who 

are multi-millionaires and also, those who are innovators and also, those with top intellectual abilities. Comparisons 

show that prosperity flows toward those nations having most freedom of competition. 

 

Especially, electronic computers are likely to become helpful in all human activities including even persons who 

have not yet learned to read.” 

 

In light of the raging discussion surrounding income inequality among media and various politicos, it 

helps to some degree to understand the likely progenitor of growing wealth disparity.  We believe the 

impetus comes from what is proportionally a smaller subset of economic actors that have been the first to 

seize upon the technological advances of the past decade.  Secondly, institutions and individuals perhaps 

lacking the technological expertise, but possessing surplus capital to invest have also advanced 
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disproportionately over the past decade.  The reason for this that many of the competitive businesses these 

investors own through shares, funds or other partnerships have also by necessity learned to adapt or even 

thrive based on these technological shifts and the benefits of owning these companies have been 

conferred to the investors.  Conversely, many other participants in the global economy have been 

temporarily left behind, but if history is a guide, this group will also adapt and reap similar benefits.  To 

illustrate this latter group, it is easy to see the effect technology has had on automobile production 

(increasingly robotic, fewer humans), newspapers and print media (digital content), travel agents (online 

booking), camera and film service providers (Kodak bankrupt), and the list goes on, and may perhaps 

expand over time.  The net result of this technological progress is that from a top level analysis, the U.S. 

economy’s productivity is advancing rapidly and creating new wealth, but the interrelationships of how 

this productivity is occurring and to whom the wealth is accruing is a departure from the immediate past.  

To examine and illustrate this discussion we present the graph below that shows the side by side 

relationship between laborforce participation and economic productivity in the U.S. dating back to 1960.  

Some might choose the rate of unemployment rather than participation, but to us, the subjective nature of 

who is looking for work and who is not (and therefore who gets counted) is well, too subjective.  

Participation describes more simply what proportion of the country is employed, knowing full well that 

some are too young, too old, disabled, etc. and therefore bound to a range.  What we found particularly 

interesting in the data was what amounts to an inflection point occurring in 2000.  Based on a simple 

linear regression with participation as the independent variable and productivity as the dependent variable 

we found a rather steady and positive slope from 1960-2000.  The interpretation is that as employers 

added headcount or new businesses formed, U.S. productivity continued to increase at a consistent rate 

from 1960-2000.  Likewise, the correlation coefficient between the two time series over this time period 

was 0.94, robust, and about what one would expect.  On the other hand, if we treat the period of 2000-

2014 as a new time series (i.e., the so-called new economy), we basically get the mirror opposite of the 

relationship that existed in the preceding 40 year period.   In other words, the exact same linear regression 

equation produces a negative 

slope, which suggests that for 

every unit of laborforce 

participation that is subtracted 

from the workforce, 

productivity rises.  Needless to 

say this represents a profound 

change from the preceding 40 

years.  Finally, the correlation 

coefficient calculated between 

the two variables from 2000-

2014 was -0.91, confirming the 

negative relationship between 

participation and productivity. 

In sum, it certainly appears 

that the economy is becoming 

increasingly productive in its 

output, but with fewer and 

fewer workers in the 

laborforce.  In fact, one might 

argue that in the past 10-15 

years many workers have been  
Source:  Bloomberg, Lauren Templeton Capital Management, LLC 
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supplanted by the automation of various labor processes whether through robotics or computer 

technologies that can replicate repetitive back office activities, i.e., where clerical work gets replaced by 

so-called “big data” and “cloud computing” services or applications.  Whatever the specific instance may 

be, the bottom line is that U.S. laborforce participation currently stands at 62.8%, which places the index 

at a low level that has not been seen since the first quarter of 1978.  

 

Given the unprecedented upheaval and the obvious effects it is having on the developed world—in light 

of the fact that this economic paradigm exists in other advanced societies—it is clearly generating policy 

responses as workers have become displaced at an unusually high rate.  Perhaps most interesting though, 

is that government policy responses have tended to exacerbate the symptoms of this economic shift, 

namely, adding to income inequality.  Take for instance, the policy prescription of negative real interest 

rates that the Federal Reserve applied following the bursting of the dotcom stock market bubble.  

Negative real rates provided a financial subsidy to speculate on rising asset prices, which as we know 

manifested itself through the inflation of a real estate bubble that did exponentially more harm than good 

by saddling a large number of people with mountainous debts that unnecessarily set the economy back 

even further.  Similarly, quantitative easing programs have again put the wind at the back of asset prices, 

and in this case have pushed equity prices noticeably higher during 2013 which rewards a smaller subset 

of the economy given that approximately 52% of Americans own shares, with a larger share of that 

number coming from higher income investors, i.e. ownership ratio within each income bracket: higher 

income 81%, middle income 50% and lower income 21%.  On the other end of the income spectrum, U.S. 

policymakers have encouraged citizens to take advantage of loosened income and asset criteria for food 

stamps, which has seen significant growth in enrollment up some 70% since 2008 with over 47.8 million 

Americans in the program representing 15% of the population.  The picture that emerges from the various 

tactics employed by policymakers is one that looks mindful of Newton’s Third Law, which states that 

“for every action, there is an equal and opposite reaction.”  Stated differently, for all of the force that 

technological change has imposed on the economy since 2000, policymakers have found methods to push 

back with equal force on the economic outcomes that upset voters and constituents (including quantitative 

easing and expanded welfare programs).  Although the examples cited above are highly visible policy 

moves deployed to offset the disruptive effects of the new economy and the policy derived burst credit 

bubble of 2008, perhaps the most pervasive and prolific policy tactic of the past 14 years has been the 

consistent devaluation of the U.S. dollar versus other currencies.  Just as we discussed in our opening 

paragraph that it now costs $0.018 to produce a penny, it is not hard to see that the effects of currency 

debasement represents a tax that touches everyone’s lives from the top to the bottom of the economic 

spectrum through the loss of purchasing power. 

 

In light of the recent sentiment that the US dollar is poised for a significant strengthening on the back of 

better near-term growth prospects, we have maintained a balanced view.  We acknowledge that better 

near-term growth prospects for the U.S. may indeed precipitate increased near-term demand for dollars at 

the expense of other currencies, and lead to dollar strength.  On the other hand, until the structural 

unemployment variables affecting the U.S. economy’s workforce resolve themselves there is likely to be 

considerable slack in laborforce participation rates.  This may suggest that although the market may push 

the US dollar higher in the near-term, that it will not be a particularly welcome development among 

policy makers.  In our opinion, the weakening dollar over the past fourteen years has served as a latent 

form of protectionism through beggar-thy-neighbor tactics that have stemmed the loss of additional jobs 

in the traditional manufacturing sector by keeping the U.S. competitive with other currencies.  Taken in 
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this light, the policy appears to carry a thinly veiled Ludditian
1
 objective that has gained ground in recent 

years through a closer political link between organized labor interests and the U.S. government.  The most  
outward manifestation of this 

Luddite influence was the 

commandeering of U.S. 

taxpayer funds (as well as the 

trampling of bondolders and 

secured creditors) to bailout 

GM and Chrysler during the 

2008-2009 financial crisis.  

Inasmuch as these labor special 

interests can push for additional 

protection through a weakened 

USD, it only adds to the already 

strong disposition and 

concurrent motives (i.e., debt) 

that policymakers possess to 

inflate the currency otherwise. 

In sum, we remain skeptical  
 

Source:  Bloomberg 

that a strong dollar will be allowed to persist, absent a noticeable recovery in unemployment, and even 

then it may be met with some trepidation by policymakers. 

 

Bearing this backdrop in mind, we continue to search 

for new bargains being created through the fervent 

near-term pessimism surrounding the international 

and emerging markets.  As evidenced in the 

illustration to the right, the recent bout of pessimism 

surrounding the emerging markets has served to push 

P/E ratios and other valuation metrics down to highly 

attractive bargain levels, in our opinion.  Although it 

remains difficult to forecast the path of any given 

currency due to the number of variables and 

unforeseen events, we believe that diversification, 

through the purchase of more attractive bargains 

wherever they lie remains a wise policy when 

performed in the context of fundamentally sound, 

long-term focused, and most importantly, common 

sense driven selection methods.  
Source:  Bloomberg 

 

We appreciate your continued interest in our firm.  If you would like to learn more about the registered 

investment advisor Lauren Templeton Capital Management, please visit us at 

www.laurentempletoninvestments.com.   

 

                                                 
1
 From Wikipedia: The Luddites were 19th-century English textile artisans who protested against newly developed labour-saving 

machinery from 1811 to 1817. The stocking frames, spinning frames and power looms introduced during the Industrial 
Revolution threatened to replace the artisans with less-skilled, low-wage labourers, leaving them without work 

http://www.laurentempletoninvestments.com/
http://en.wikipedia.org/wiki/England
http://en.wikipedia.org/wiki/Artisan
http://en.wikipedia.org/wiki/Stocking_frame
http://en.wikipedia.org/wiki/Spinning_frame
http://en.wikipedia.org/wiki/Power_loom
http://en.wikipedia.org/wiki/Industrial_Revolution
http://en.wikipedia.org/wiki/Industrial_Revolution


 
 

6 3 3  C H E S T N U T  S T R E E T  | S U I T E  8 2 0  | C H A T T A N O O G A ,  T N  3 7 4 5 0  | P H :  4 2 3 . 8 2 6 . 0 9 4 4  | F A X :  4 2 3 . 8 2 6 . 0 9 4 9  

 

 

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.  

 

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.  Registration does not imply a certain level of skill or training. 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-14-05 

 

 


