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Article 1:  

Eyes Wide Shut 
 
Are we all sleeping or what?  Maybe we have become too comfortably numb for our own good.  We 
are all so busy working and paying off debt that we have no energy left to spend on understanding or 
even wanting to understand what is really going on.  We prefer, it seems, to remain addicted to short 
term hits of happiness and, in so doing, we keep digging ourselves deeper in debt.  And debt, you see, 
is how we get shackled into servitude.   
 
Mortgages (the word ‘mortgage’, incidentally, originated from Law French and literally means ‘death 
pledge’ or ‘death vow’... not exactly an attractive proposition if you ask me) and an increasing array of 
debt forms exist to ensure our long term servitude to the credit-based monetary system we now have.  
Too often, we borrow without thinking about (or, worse, without even being told) how much it could end 
up costing us.  Interest rates, after all, are not static: they can go up and by quite a lot too.  And there 
is no guarantee that what was purchased with the borrowed money will also go up in price...   
 
It is no wonder that we keep being trapped by ‘easy money’: we are real suckers for it!  No doubt about 
it, we need to wake up, free ourselves form this addiction and rise up.  Or else, it’s our own personal 
wealth that is at stake and maybe, just maybe, also our well-being.  For instance, do you really believe 
that everything is hunky-dory now that interest rates have stopped going up for a while and the price of 
petrol at the pump has dropped and the financial press screams that the ‘Market Soars to a Record 
High’ (Washington Post) and that the ‘Boom is Back’ (New Zealand Herald), just because a US share 
market index has apparently reached a new high? Oh, come on, please!   
 
The Dow (that’s short for the Dow Jones Industrial Average) is not even an index, it’s an average, and 
of only 30 stocks; hardly a good indicator of how well equity investments are doing.  But is it even a 
real high?  No.  In real (i.e. inflation adjusted) terms, it’s still 15% short of a new high.  And in real 
money (i.e. gold) terms, it’s still at least 50% short of its previous high (one ounce of gold cost US$283 
on 14 January 2000, the date the tech bubble burst or the date or the previous high, and it now costs 
at least twice that price)!  So please, give me a break: the secular bear market for US equities is far 
from over.  I rest my case. 
 
Now, that is actually a very important point to understand if you really want to prosper financially.  

That’s why this issue of Prosper! is mainly dedicated to tackling the most misunderstood of all 
monetary topics: inflation.  What is inflation, exactly?  OK, we all know that inflation is measured as the 
overall increase in prices.  But, do price increases cause inflation or are price increases not just a 
manifestation of inflation?  If so, then what causes inflation?  Is inflation, as some would have us 
believe, now under control?  Or is it about to get seriously out of control?  The next article below is my 
humble attempt at answering these questions for you, using Common Sense Economics (a great little 
book published recently by St. Martin’s Press). 
 

"It is well enough that people of the nation do not understand our banking and monetary 
system, for if they did, I believe there would be a revolution before tomorrow morning."     
 
- Henry Ford 
(1863-1947) 
Founder of the Ford Motor Company and father of the modern assembly line  

 
Please note that all past issues of Prosper! are available Here for your convenience. 

 
Article 2:  

What Inflation Truly Is and Why It’s Back with a Vengeance! 
 
 

http://lbnow.co.nz/index.php?option=com_content&view=article&id=43&Itemid=147
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Let’s start with money.  Money is first and foremost a means of exchange.  It reduces transaction costs 
because it provides a common denominator into which all goods and services can be converted.  
Money also makes it possible for people to gain from complex exchanges, such as the sale or 
purchase of a home or car, which involves the receipt of income or payment of a purchase price across 
lengthy time periods.  And it provides us with a means to store purchasing power for future use.   
 
The productive contribution of money, however, is directly related to the stability of its value.  In this 
respect, money is to an economy what language is to communication.  Without words that have clearly 
defined meanings to both speaker and listener, communication is impossible.  So it is with money.  If 
money does not have a stable and predictable value, it will be difficult for borrowers and lenders to find 
mutually agreeable terms for a loan; saving and investing will involve additional risks; and time-
dimension transactions (such as mortgages) will be fraught with additional danger.   
 
There is no mystery (or, at least, there should not be any mystery) about the cause of monetary 
instability.  Like all other commodities, the value of money is determined by supply and demand.  
When the supply of money is constant or increases at a slow, steady rate, the purchasing power of 
money will be relatively stable.  In contrast, when the supply of money expands rapidly compared to 
the supply of goods and services, the value of money declines and prices rise.  And, voila!  We have 
inflation... 
 
What Inflation Is 
 
Inflation occurs when governments print money or borrow from a central bank in order to pay their bills.  
Politicians often blame inflation on such scapegoats as greedy businesses, powerful labor unions, big 
oil companies, or foreigners.  But this is a ruse – a diversionary tactic.  Persistent inflation has a single 
source: rapid growth in the supply of money.  A nation’s money supply is made up of its currency 
(notes and coins circulating), checkable bank deposits, EFTPOS transactions, overnight (‘on call’) 
money (or funding on terms that can of right be broken without break penalties) and repurchase 
agreements (‘repos’).  When that money supply increases faster than the growth of the economy, the 
result is inflation.   
 
Inflation undermines prosperity.  When prices increase 10 percent one year, 20 percent the following 
year, 15 percent the year after that, and so on, individuals and businesses are unable to develop 
sensible long term plans.  Unexpected changes in the inflation rate can quickly turn an otherwise 
profitable project into a personal economic disaster. 
 
Perhaps the most destructive impact of inflation is that it undermines the credibility of government.  At 
the most basic level, people expect government to protect their persons and property from intruders 
who would take what does not belong to them.  But the government becomes an intruder when it 
cheats citizens in the same way that counterfeiters do by creating money, spending it, and watering 
down its value.   
 
The key to price stability is straightforward: control the growth of the money supply.  Each country’s 
monetary authority, typically a central bank directed by politically appointed officials, needs to be held 
accountable.  The governing board of the central bank, which controls the supply of money, will 
typically be required to keep the inflation rate within a narrow range – or be dismissed.  That is 
precisely the framework we have here in New Zealand, with the Policy Targets Agreement (PTA). 
 
The PTA is a contract, negotiated between the NZ government and the Reserve Bank of New Zealand 
(RBNZ).  The current PTA was signed on 17 September 2002 by the Hon Dr Michael Cullen, as 
Minister of Finance, and by Dr Allan Bollard, as Governor of our central bank.  It requires the Reserve 
Bank to “conduct monetary policy with the goal of maintaining a stable general level of prices” and 
goes on to define price stability as “annual increases in the All Groups Consumers Price Index (CPI) of 
between 1 percent and 3 percent on average over the medium term”.   
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There, that wasn’t so difficult, was it?  That’s what inflation is.  But, of course, reading the newspaper 
or watching the news on TV, you could be forgiven for being totally confused on the subject.  For 
example, reading energy price levels without looking behind the reasons for their dropping 
precipitously has resulted in much of the media concluding that inflation is behind us. But the media 
forgets that inflation is by definition monetary ease and prices are just the result of that easing.  
Monetary ease is the inflation that precedes price inflation.   
 
It would also seem like even the Reserve Bank has forgotten how important the money supply (which it 
controls) actually is...  Why else would they not even make a single mention of it in the latest quarterly 
Monetary Policy Statement (MPS)?  After all, is not the purpose of these quarterly reports to inform the 
public on what monetary policy it is engaged in to maintain stable prices?  The MPS is written as if the 
Official Cash Rate (OCR) is the only tool at the Reserve bank’s disposal to conduct monetary policy! 
 
Also, it seems, does it not, that every economist has a different opinion on what inflation is.  They even 
have so many different names or expressions and definitions for it, that you really do need a PhD or a 
full time job in economics to follow what they are saying and even then...  And don’t they all have an 
opinion (and there will be at least as many opinions as there are economists) on whether the central 
bank should increase, decrease or leave the OCR or official interest rate where it is.   
 
Well, even if the central bank leaves interest rates (i.e. the OCR) where they are, it does not 
necessarily follow that inflation will also pause.  It all depends on what is happening to the money 
supply.  Let’s take a look at a few charts produced by our very own central bank and let’s try to find out 
what is happening to inflation right here in New Zealand. 
 
First, let’s look at the past.  Here is a chart that shows what the annual rate of inflation has been in 
New Zealand since 1970.  Inflation was high and rising in the 1970s.  The 1980s present a picture that 
is distorted because GST was introduced in the late 1980s.  Had that not been the case, the picture 
would show that inflation reduced in the 1980s.  What about the 1990s?  Well, generally speaking, it 
would appear it was kept pretty much under control.   
 

 
 
 

The following chart shows this in greater detail.  Inflation continued to fall during the 1990s and the 
annual rate was maintained quite successfully within a narrow band of low inflation between 1% and 
3% from mid-1991 to mid-2000.  Well done, Dr Brash (who was Governor of the Reserve Bank during 
this whole period)!   
 
But what can be said about the rate of inflation after that?  Well, you could say that it has averaged 
around 3% per annum.  But you could also argue that there has been more recently (since early 2004, 
when current Governor, Dr Bollard, started to increase interest rates (OCR)) a distinctive trend and that 
is up!  In fact, there appears to be a persistent tendency for the rate of inflation to more or less steadily 
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increase despite the increase in interest rates or the OCR, does there not?  I would even go as far as 
saying that, if you look closely at the period since January 2004, it takes a great deal of imagination to 
see any evidence of price stability.  Prices are clearly on their way up and there is no convincing sign 
of this turning around soon.     

 

 
 
 
What about mortgage rates?  What has happened to them over the same period?  Well, as you can 
see from the next chart below, they also came crashing down in the early 1990s and then more or less 
stabilised at around 10% for the rest of that decade.  Then they suddenly came crashing down again in 
1998 as our money lenders’ inflation expectations had by then finally caught up with reality.  But look at 
what happened after Dr Brash increased interest rates (the OCR increased from 4.5% to 6.5% in less 
than six months): floating mortgage rates went back up by 2% to around 8% and have pretty much 
stayed there since then until...  when Dr Bollard started to increase the OCR again in 2004.   
 
But note also how the 2 year fixed mortgage rate has continued to resist following suit.  That is a most 
interesting observation to make, in my view.  It merely represents the manifestation of the increasing 
competition among banks (even Dr Bollard refers to this period as the ‘Mortgage War’) to grow their 
share of property suckers under their servitude before they can no longer defer increasing their rates.  
That cannot take much longer to happen, with most of the fixed mortgages that were taken out at what 
appears to have been the peak of the ‘War’ in late 2004 will be coming up for renewal or re-pricing very 
soon.  And, because Dr Bollard stated in his latest MPS that “there is clearly no prospect of an OCR 
cut for some considerable time”, I would imagine that the banks will have no option but to increase 
their fixed rates.   
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Dear oh dear, I hear you sigh!  Can it really be that bad?  Well, it can get a lot worse before it gets 
better it would seem.  Take a look at household debt in the chart below, again graciously provided by 
our central bank on their excellent website.  We now owe, on average, more than 1.5 times what we 
earn... 

 

 
 
 

In fact, this is what the Reserve Bank has to say about the chart: “By mid-2006 the outstanding debt of 
households had increased around five times in dollar terms since 1990, more than doubling as a 
percentage of households' disposable income. Weighted average interest rates however had fallen 
from over 15% to about 8.5% per annum (over 90% of household debt is housing debt, at an average 
rate of around 8%). Interest servicing of the increased debt, as a percentage of incomes, was about a 
third higher than in 1990. At current levels, the ratio of household debt to income (excluding student 
loans) is similar to those found in Australia, the UK and USA.”  And, again, the trend is not nice... 
 
But what I would really like to see, more than all of the above charts, is a chart showing the growth in 
our money supply (M3).  The RBNZ does not produce such a chart.  It does not even comment on the 
money supply (as mentioned earlier) or if it does, I could not find the commentary.  So I searched for 
the numbers, which are available (which is better than in the US, where M3 is no longer made 

available, as I had mentioned in the first issue of Prosper!), and I produced the following simple and 
less attractive chart with my limited artistic abilities, for our discussion on where inflation might be 
heading.  I have focused on the period since Dr Bollard started to increase the OCR (which is 
supposed to be a money tightening or contraction tool).    
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    Growth in New Zealand Money Supply (M3)
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                     Source: RBNZ, C1 Monetary Aggregates (spreadsheet available at www.rbnz.govt.nz/statistics)    

 
 
Well, guess what?  What the above chart reveals is that, far from contracting, the money supply has in 
fact been growing at a higher rate than the rate at which the general level of prices has increased (as 
measured by the CPI) and has been growing at an increasing pace: from an annual rate of 4.3% in 
January 2004, when the Official Cash Rate (OCR) was first increased in this latest New Zealand 
‘money tightening’ cycle, up to the now dizzying heights of almost 16%!  And the trend is clearly up.   
 
Even this year, while the OCR has remained at 7.25%, our money supply continued to grow at an 
increasing and much faster pace, from an annual rate of around 8% at the beginning of 2006 to 15.4% 
in August and now probably at an even higher rate.  Is inflation under control?  Are interest rates really 
not going to go up any more?  Don’t bet on it... 
 
 
 
Why Inflation Is Back with a Vengeance  
 
Money can only maintain its buying power when an increase in the money supply is matched by an 
equivalent increase of the supply of real goods and services.  Central banks often set interest rates at 
artificially low levels supposedly to stimulate growth.  These low interest rates cause demand for loans 
to increase excessively and the money supply to expand at a faster rate than the real economy.  This 
results in fast growing amounts of money chasing slowly growing quantities of goods causing the price 
levels to rise, i.e. inflation. 
 
Excessive money supply can never cause real growth, but merely creates a nominal illusion of growth.  
In the end, real wealth can only be increased through increasing the availability of real goods and 
services, and the only way to increase production of tangible services and commodities is by working 
more or by producing more efficiently.  So a policy aiming real growth must therefore promote saving 
and investment, and certainly should not stimulate consumption.  Yet, that is precisely what the US 
policy has been for at least the past five years...  
 
Easy access to loans merely creates an illusion of wealth tempting borrowers into unsustainable debt.  
It is this illusion which temporarily causes an artificial excess of demand over supply, temporarily 

http://www.rbnz.govt.nz/statistics
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making everything seem affordable.  Expensive properties turn into desirable family homes or seem 
like good investments.  Low interest rates and excessive money supply consequently cause asset 
prices to rise unreasonably (a bubble).  Property prices, in the end, become so expensive that house 
rent absorbs much of people's earnings and acquiring a family home engages a lifetime of savings.  
 
To fully realise that inflation is on its sneaky and pervasive way back with a vengeance, as it did during 
the 1970s, you need to look at the US situation and its central bank, the Federal Reserve (Fed).  Yes, 
my friends, it is possible to have a recession (or at the very least slowing economic growth or economic 
stagnation) at the same time as rising inflation.  Economists have a name for this phenomenon.  It’s 
called ‘stagflation’ (a portmanteau of the words stagnation and inflation).  That’s what happened in the 
1970s.  Back then, however, this was vigorously fought against by the then Fed Chairman Paul Volker, 
who broke the back of inflation by raising interest rates to record highs.   
 
Unfortunately, that sort of brave action is not going to happen under the current Fed Chairman (Ben 
Bernanke)’s watch.  Why?  Well, I’ll let Doug Casey, who is Chairman of Casey Research LLC, explain 
why in his own convincing words (for more on Doug, see http://www.kitcocasey.com/aboutDc.php):   
 

“Fed Chairman Bernanke is an academic with a reasonable understanding of the technical 
details, but his career bias has been to dodge recessions by cranking up the presses that print 
all those $100 bills.  ”Helicopter Ben" is the nickname he earned for facetiously proposing to 
drop cash out of helicopters to stave off a deflation. 
 
Given the options in front of him, and his bias toward monetary expansion, we are convinced 
that the Fed will return to loose monetary policies-masked by ongoing tampering with the CPI 
indicators and by obfuscating the truth about the money supply. That's the path of least 
resistance. In the short run, no one gets hurt, and it delivers the U.S. government its daily fix of 
billions needed to keep the ship of state afloat. 
 
Monetary expansion will buy some time, but then the real trouble starts. A loose monetary 
policy eventually produces price inflation. As the inflation becomes noticed, foreign holders will 
lose confidence in the dollar. Then, as they head for the exit, the Fed will face a stark decision: 
either raise interest rates to economy-crushing levels to save the dollar, or let the dollar 
collapse and tolerate even worse inflation a little further down the line. 
 
There's room in the Fed's lifeboat for the dollar, and there's room for the economy, but there 
isn't room for both. Bernanke has already all but announced that it will be the dollar that gets 
thrown overboard. 
While no one can say how long it will take for a monetary crisis to emerge or what will ultimately 
trigger it, now is the time to acknowledge the risk-and in fact the likelihood-that it will occur in 
the next few years. That potential is confirmed with each newsflash telling us that the housing 
slump is accelerating and that signs of recession are appearing. Those are code words for the 
Fed to begin pumping more paper money into the system.” 

 
Pretty sobering stuff, eh?  Well, I would like to add my own two cents worth by reminding you (referring 

back to the first issue of Prosper!) that the US money supply (M3) is no longer reported by the Fed 
(since March).  And that could only be for one reason, I think: it is growing or will be growing at such a 
high rate that it’s become a ‘state secret’!    
 
As if that was not enough, here is another not so pretty picture, to finish off on a promising note...  
Again, from Doug Casey:  
 

“The second factor promising more inflation is the "Forever War" against Islam-already being 
called World War Three in many quarters. As the chart by our own Bud Conrad shows, the 
dollar has been a casualty of every U.S. war. War costs are paid for with deficits, and the 
deficits translate into rising price inflation every time.”  

http://www.kitcocasey.com/aboutDc.php
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                                Source: Casey Research (also here: http://goldmoney.com/en/commentary.php#current)  

 
So, my friends; believe it or not, like it or not, stagflation is coming back!  Now that you know, you can 
at least prepare for it and maybe even profit from it.  But let’s all hope that the US money illusionists do 
not completely loose the plot by creating increasingly mind boggling amounts of worthless paper 
money and, in so doing, create devastating hyperinflation with their ongoing consequential watering 
down of the value of a US dollar.  Because if they do, it’s not going to be pleasant for anyone (except 
maybe for those of us who own physical gold and silver and invest in commodities)...  
 

Next Issue: 

Commodity Prices and Geopolitics: The Great Shift in Wealth 

http://goldmoney.com/en/commentary.php#current

