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 Monetary policy does not work like a scalpel, but like a sledgehammer. 
The tug-of-war between a deflationary debt liquidation and politically- 
induced price inflation is well and alive. Last year we coined the term 
òmonetary tectonicsò which describes the battle between these powerful 
forces. 
 
In our opinion, it is by no means certain that inflationary forces will win 
the race. However, socio-economic incentives and high indebtedness 
clearly suggest that in case of doubt, higher inflation rates will be tolerated.  
Should the inflation trend reverse, there would be excellent 
opportunities in inflation sensitive assets like gold, silver and mining 
equities. 
 
In the course of last yearôs price collapse, a lot of technical damage was 
inflicted. The past months have seen a significant decline in speculative 
activity in the sector. The majority of bulls appear to have thrown in the 
towel. We like the fact that the consensus considers the gold bull market 
over. Gold is now a contrarian investment.  
 
The migration of gold demand from West to East is continuing. The 
growing importance of Asia's middle class for gold demand is widely 
underestimated. Assuming that incomes in China and India will continue to 
rise, gold will inevitably be one of the beneficiaries of this ñlove tradeò.  
 
Gold stocks clearly exhibit a highly asymmetric risk-reward profile at 
present. In the wake of the correction, mining companies have reset their 
priorities - profitability, capital spending discipline and shareholder value 
have replaced the maximization of production. Moreover, there is no other 
sector that investors view with similarly pronounced scepticism.  
 
From a technical perspective, our assumption is that the gold price is 
near the end of its long consolidation period. The clearly positive CoT 
data and the recent revival of gold mining shares all suggest as much. We 
are therefore convinced that the technical picture has been repaired 
and that a stable bottom has formed.  
 
Our 12-month price target is the USD 1,500 level. Longer-term, we expect 
that a parabolic trend acceleration phase still lies ahead. In the course of 
this event, our long-term target of USD 2,300 should be reached at the 
end of the cycle. 
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1. INTRODUCTION 
 
Our last gold report was published on 27 June 2013, just as the anxiety 
over the metal's declining price trend reached its peak. In hindsight, this 
date turned out to coincide with a multi-year low. Last year, we came to the 
conclusion that massive technical damage had been inflicted and that it 
would take some time to repair the technical picture.  
 
That forecast has turned out to be correct, even though the counter-trend 
move we expected turned out to be significantly weaker than thought. 
Recent months show clearly that many speculators have given up on 
the sector. A majority of bulls appear to have thrown in the towel. Volatility 
and market participant interest have decreased significantly in the last year.  
 
Gold in USD since the last Gold Report 
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With their monetary interventions, central banks have entered terra 
incognita. Monetary policy doesn't work like a scalpel, but like a 
sledgehammer.

1
 Superficially, extreme monetary policy stimulus has 

calmed financial markets overall. The results, in terms of the real economy 
by contrast, continue to lag behind expectations. The often invoked 'self-
sustaining recovery' is rather modest in many regions and is not 'self-
sustaining' anywhere so far. It will probably still take months or years before 
the full extent of the collateral damage from these monetary measures will 
become visible. In our opinion, these will be predominantly negative. 
Interventions always result in keeping existing misallocations afloat, while 
new ones are added to them.  

 
The current ñlowflationò environment that still prevails, which is 
characterized by low price inflation and growth figures that largely 
remain below expectations, has turned out to be a Land of Cockaigne 
for stock market investors. As long as stimulus does not show up in 
inflation data, market participants don't fear a drying up of the monetary 
aphrodisiac. Among investors, the prevailing sentiment is ñthe crisis was 

                                                
1
 ñThe Lords of Financeò, Liaquat Ahamed 

ñSo we did the right thing. 
I hope.ò  
Ben Bernanke in his farewell 
speech 

 

The last gold bulls appear to 
have thrown in the towel 
 

ñThe crisis was yesterdayò seems 

to be the consensus 
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yesterdayò, and the ñYellen Putò is considered an integral feature of asset 
allocation decisions in many portfolios. The longer the low interest rate 
environment continues, the more investors will be pushed toward 
excessive risk tolerance.  
 
What is already clearly recognizable is that these massive market 
interventions marked a regime change: while before 2008, a balance 
between economic growth and moderate price inflation were the focus of 
central bank efforts, central bankers have in the meantime mutated into 
slaves of the financial markets. The continual artifices of banking and 
currency policy appear to have now become a necessity, so as to 
prolong the continued existence of the fiat debt money system.  
 
As readers of our annual report know, we analyze gold primarily as a 
monetary asset and not as an industrial commodity. In our eighth ñIn 
Gold We Trustò report, we want to once again take a sober look at the 
big picture and perform a holistic analysis of the gold sector. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

ñIt is a crazy world: the big 
central banks are suspending the 
market. Market participants are 
altering their behavior, and let 
themselves be guided solely by 
the central banks ï and vice 
versa.ò 
Jürgen Stark, former ECB chief 
economist  
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2. ASSESSMENT OF THE MONETARY CLIMATE  
 

a.) 1971: Monetary Paradigm Change 
 
The virtualization/dematerialization of the monetary system at the 
beginning of the 1970s unleashed monetary policy and enabled 
disproportional growth of credit and debt. Economic activity based on 
savings and real investment was replaced by a credit-induced growth 
mania. In today's debt money system, credit-induced growth is mainly 
ñcreatedò by pumping additional money into the economy through an 
increase in lending by the banking system or by an increase in government 
debt.

2
 The superficial stability of financial markets now depends to a large 

extent on ceaseless monetary inflation. Since commercial banks are 
currently not contributing sufficiently to credit expansion, this has to 
be compensated by unconventional central bank monetary policy 
measures.  
 
GDP, total credit market debt and monetary base since 1971 
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This debt-induced growth is strikingly demonstrated in the above 
chart. ñTotal credit market debt owedò in the US has risen 35-fold since 
1971, the monetary base 54-fold and GDP only 14-fold. The visible dip in 
debt expansion since 2008 had to be compensated by the Fed's major 
expansion of the monetary base. Last year, we introduced the term 
'monetary tectonics' to designate this situation, which describes the 
interaction between credit deflation and central bank-induced inflation.  
 
The ratio of total credit market debt to GDP in the US has stood at 
around 150% for much of its recent history. Historically there are only 
two important exceptions: the 1920s (ñroaring twentiesò), during which a 
large credit expansion laid the foundation for the stock market crash and the 
Great Depression; and the current period, which originated in the 1970s.  
  
 
 

                                                
2
 In this context we want to point to the ever more frequently discussed policy of ñNGDP 
targetingò, which entails monetary policy pursuing an explicit nominal GDP growth target. 

ñThe monetary system is the 
lifeblood of the economy, and 
therefore, artificial tampering with 
money, credit, and interest rates 
will affect the entire structure of 
the economy. When the credit 
bubble pops Austrian theory 
implies that it will have 
widespread fallout as the 
malinvestments are cleared.ò 
Seth Daniels  

 

Since 2009, ñgentle 
deleveragingò; but level of 
indebtedness still unhealthily 
high  

ñMonetary tectonicò gains in 
importance 
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In contrast to October 1929, additional growth in economy-wide debt was 
fostered after the stock market crash of 1987, among other things by Alan 
Greenspan's loose monetary policy. At the end of 2008, the ratio reached 
375%, an all-time high. Since then there has been gentle deleveraging, the 
ratio remains however at an unnaturally high level and in ñuncharted 
territoryò. 
 
Total US Credit Market Debt as a % of GDP 
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The significant bubble in paper assets relative to hard assets is 
illustrated in the next chart. In spite of substantial volatility, global 
financial wealth has doubled since 2000 alone. The growth stems 
primarily from the bond markets. Between 2000 and 2013, the value of 
outstanding debt securities has almost tripled (from USD 33 trillion to USD 
100 trillion). Over the same period, the total capitalization of stock markets 
has increased by a mere 35% (from USD 49 trillion to USD 66 trillion). The 
share of gold can also be seen. While it has grown considerably since 2000, 
it nevertheless remains at an extremely low level. 
 

ñIt should promise that monetary 
policy will not remove the punch 
bowl but allow the party to 
continue until very late in the 
evening to ensure that everyone 
has a good time.ò 
Charles Plosser 
President of the Federal Reserve 
Philadelphia  
 

ĂTo prevent busts, one must stop 
booms from happening in the 
first place by taking away the 
punchbowl of credit well before 
the party has gotten out of hand. 
So wisdom consists in 
consciously renouncing 
immoderate greatness.ò 
William Ophuls, Immoderate 
Greatness 



Incrementum AG 
In Gold we Trust 2014 ï Extended Version 
24 June 2014 

ñIn GOLD we TRUSTò 2014 - Extended Version Page 7 

Global financial assets are increasing faster than ever  
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b.) The status quo 
 
Market participants are currently watching the Federal Reserve's 
repeated attempts to exit its unconventional monetary policy with 
eagle eyes. Over the past five years, two such attempts have failed 
already. At the end of both QE1 and QE2, massive dislocations in financial 
markets ensued almost immediately. In the current third attempt at an exit, 
the Federal Reserve is attempting a 'softer exit' from its money printing.  
 
Economist Stephanie Pomboy suspects that 'tapering' is the central 
bank's attempt to temporarily slow down the above mentioned bubble 
in paper wealth.

3
 This thesis is supported by a number of comments by 

long-serving Fed members, who are apparently a bit worried by the decline 
in risk perceptions on the part of investors. The arguably most amusing 
comparison in this context was provided by FOMC member Richard Fisher 
in January 2014: he pointed to the fact that under the influence of alcohol, 
things tend to look more alluring than they really are and offered by way of 
comparison that QE had a similar effect on investors. Due to artificially low 
interest rates, they see risk assets through ñbeer gogglesò.

4
  

 
 
 
 
 
 
 
 
 
 
 

                                                
3
 http://www.youtube.com/watch?v=1mVM3_8nYq0 

4
 http://www.dallasfed.org/news/speeches/fisher/2014/fs140114.cfm 

ĂCrisis takes a much longer time 
coming than you think, and then 
it happens much faster than you 
would have thought.ò 
Rudi Dornbusch 

ĂThings often look better when 
one is under the influence of  
free-flowing liquidity.ò 
Richard Fisher 
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Fed balance sheet vs. expectations 
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We believe that so-called 'tapering', i.e., the slow exit from 'QE', will 
once again have a significant impact on capital markets.

5
 Should the 

attempt be made to actually reduce the amount of money created hitherto 
as well, a severe recession would undoubtedly ensue. The exit debate is in 
our opinion merely verbal hygiene. For a system that ï as a result of the 
rapidly declining marginal utility of every additional monetary unit that 
is created ï requires a steady increase in monetary stimulus, the 
'tapering' currently underway definitely amounts to 'tightening'.  
 

The knee-jerk reaction to a fading of the effects of short term 
stimulative monetary policy is once again going to be the application 
of even stronger 'monetary ecstasy' in the future. We believe, contrary 
to the majority of market participants, that 'QE' is not simply going to be 
stopped, but will probably be continued in the long run, or be replaced by 
other, possibly stronger monetary drugs, such as negative interest rates. 
The ECB already successfully demonstrated this option in June. Central 
banks are facing the difficult choice between further artificial bubble blowing, 
and a painful economic adjustment. Based on recent history, we believe 
that when in doubt, the former method will clearly be preferred.  
 

The decisive factor affecting financial markets thus remains 
(unfortunately) the anticipation of central bank actions. In order to 
stimulate the economy from the demand side, the Fed is once again ï just 
as in the last US business cycle ï betting on the so-called ñwealth effectò. It 
is not least this phenomenon that worsens the dependence of a 
consumption-oriented economy on ever more expansive monetary policy. 
Should the market values of once again artificially inflated financial assets 
decline, consumer demand is apt to decrease all the more, raising the 
danger of recession. The incentive to counteract this with even more 

                                                
5
 The term is by the way borrowed from sports science, and describes the reduction in training 

prior to activities tasking endurance (e.g. during a competition) 

ĂIf you are not confused about  
the economy, you donôt 
understand it very well.ñ 
Charlie Munger  

 

Tapering = Tightening 

 

ñThere was a time, not that long 
ago actually, when it was the 
economy that drove asset  
prices like equity and real estate 
valuations. But today, the 
causation is viewed, even in 
policy circles, as running in the 
opposite direction. It is asset 
prices that now drive the 
economy.ñ 
Dave Rosenberg 
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expansive monetary policy is hence quite pronounced. The extremely tight 
correlation between the growth of the Federal Reserve's balance sheet 
and the trend of the S&P 500 can be discerned in the next chart.  
 

Balance sheet Federal Reserve vs. S&P 500 
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The following chart shows the annual growth rates of central bank 
balance sheets since 2002. The Bank of Japan has pursued a 
comparatively restrictive monetary policy, which is, however, changing 
rapidly now due to 'Abenomics'. The ECB was also restrictive, at least on a 
relative basis, with an annual rate of inflation of 'only' 12.6%. Inflationary 
world champion remains the People's Bank of China, closely followed by the 
Bank of England. By way of comparison, the global supply of gold grew by a 
mere 1.48% per year. This underscores the relative scarcity of gold 
compared to fiat currencies that can be inflated at will. Due to monetary 
excess and the global devaluation competition of recent years, we 
expect that the exchange rate between gold and paper will continue to 
rise.

6
  

 

                                                
6
 If one ï similar to us ï views gold as a monetary asset and not as a commodity, one must 

speak of gold's exchange rate so as to be consistent. 
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Annualized rate of change of central bank balance sheets vs. annual 
growth in gold supply (2002-2014) 
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The following chart shows the divergence between money supply 
growth and the trend in the gold price that has been underway since 
2011. It shows the combined balance sheet totals of Federal Reserve, ECB, 
Bank of England, People's Bank of China and Bank of Japan. Whenever 
the money supply grows at a faster pace than the supply of physical 
gold, the gold price should rise and vice versa. The chart shows us that 
either the gold price has corrected too much, or that central bank balance 
sheets will stagnate, resp. decline, in the future. Anyone familiar with 
economic history knows how few precedents of sustained reductions in 
central bank balance sheets exist.  
 
Combined balance sheet totals Fed+ECB+BoE+SNB+PBoC+BoJ in 
USD trillion (2002-2014) 
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The following chart compares the annual rate of change of the money 
supply in the US, the euro zone, China and Japan with the annual change in 
the stock of gold.  
 

Divergence between the growth 
in the money supply and the gold 
price  

 

ñEvery dollar printed is a 
government tax on cash 
balances.ò  
Frank Hollenbeck 
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Comparison: Growth of combined money supply Fed, ECB, PBoC and 
Bank of Japan vs. change in the stock of gold  
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Apart from inflating central bank balance sheets, many additional potentially 
inflationary measures have been taken recently, including liquidity swap 
agreements. Simply put, central banks thereby create unlimited credit lines 
with each other. In October 2013, the Bank of England, the Bank of Japan, 
the ECB, the Federal Reserve, the Swiss National Bank and the Bank of 
Canada signed an agreement which transformed the hitherto temporally 
limited 'crisis' swap agreements into permanent ones. This is especially 
relevant for the dollar liabilities of banks outside of the US. Banks can thus 
borrow US dollars directly from the ECB, BoJ, SNB, etc., and the respective 
central banks swap their own currencies with the Fed. This ensures that 
there is guaranteed and de facto unlimited dollar liquidity. This results in 
an increasing convergence of monetary policy, with central banks 
losing sovereignty over the domestic money supply, since they must 
make any amount demanded by foreign commercial banks available. 
According to Thorsten Polleit, currency sovereignty is thereby de 
facto rescinded.

7
 

 

                                                
7
 see: ĂGrenz¿berschreitendes Geldvermehrenñ, (ñCross-border Money Multiplicationò), Dr. 

Thorsten Polleit, Rottmeyer.de 

ñGold is an expression of the 
worldôs distrust of the way our 
central bankers conduct their 
affairs.ò 
James Grant 

ñAs we look back throughout 
history, it quickly becomes 
obvious that Christopher 
Columbus was the worldôs first 
modern central banker. He left 
without knowing where he was 
going, when he arrived he did not 
know where he was, and he did it 
all with other peopleôs money.ò 
Charles Gave 
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c.) Reasons for the recent correction in the gold price  
 
The price trend in gold was clearly negative in 2013. Since the beginning of 
the new year, things have however changed, and the trend has been 
positive in nearly every currency. Since the beginning of the bull market, the 
average annual advance is 10.88%. This is roughly in line with the monetary 
inflation shown in the preceding charts.  
 

 
Gold's performance in various currencies since 2001 (%) 

Source: James Turk, Goldmoney.com, Incrementum AG 
 

Since the publication of our last report on 27 June 2013, the trend has 
been patchy. To be fair, given that our price target of USD 1,480 was 
clearly not reached, we have to exercise some self-criticism. We 
therefore want to analyze below what the reasons for the weaker than 
expected gold price trend were.  
 

In our opinion, the following factors are, resp. were, decisive for the 
weak trend: 
 

- strong disinflationary tendencies 

- rising real interest rates 

- partly declining money supply (esp. ECB), resp. slowing 
momentum of money supply growth (tapering by the Federal 
Reserve) 

- rising opportunity costs due to the rally in stock markets 

- ETFs
8
: strong outflows of approx. 900 tons last year. The exodus 

has however slowed markedly, in February the first net inflows 
since 2012 were recorded.  

- tightening credit spreads 

- analyst opinions turning increasingly negative (among others 
Goldman Sachs, Credit Suisse, Société Générale,...) 

 
Even though consensus now assumes that gold's bull market is over, 
we believe that the fundamental case remains intact more than ever. In 
our last gold report we already mentioned the similarities to the 1974-1976 
ñmid-cycle correctionò. The period is similar to the current one, especially 

                                                
8
 ETF sales were a consequence rather than a cause of the price decline. 

  EUR USD GBP AUD CAD Yuan JPY CHF INR Average 

2001 8.10% 2.50% 5.40% 11.30% 8.80% 2.50% 17.40% 5.00% 5.80% 7.42% 

2002 5.90% 24.70% 12.70% 13.50% 23.70% 24.80% 13.00% 3.90% 24.00% 16.24% 

2003 -0.50% 19.60% 7.90% -10.50% -2.20% 19.50% 7.90% 7.00% 13.50% 6.91% 

2004 -2.10% 5.20% -2.00% 1.40% -2.00% 5.20% 0.90% -3.00% 0.90% 0.50% 

2005 35.10% 18.20% 31.80% 25.60% 14.50% 15.20% 35.70% 36.20% 22.80% 26.12% 

2006 10.20% 22.80% 7.80% 14.40% 22.80% 18.80% 24.00% 13.90% 20.58% 17.24% 

2007 18.80% 31.40% 29.70% 18.10% 11.50% 22.90% 23.40% 22.10% 17.40% 21.70% 

2008 11.00% 5.80% 43.70% 33.00% 31.10% -1.00% -14.00% -0.30% 30.50% 15.53% 

2009 20.50% 23.90% 12.10% -3.60% 5.90% 24.00% 27.10% 20.30% 18.40% 16.51% 

2010 39.20% 29.80% 36.30% 15.10% 24.30% 25.30% 13.90% 17.40% 25.30% 25.18% 

2011 12.70% 10.20% 9.20% 8.80% 11.90% 3.30% 3.90% 10.20% 30.40% 11.18% 

2012 6.80% 7.00% 2.20% 5.40% 4.30% 6.20% 20.70% 4.20% 10.30% 7.46% 

2013 -31.20% -23.20% -28.80% -18.50% -23.30% -30.30% -12.80% -30.20% -19.00% -24.14% 

2014 ytd 6.70% 5.00% 2.50% 0.20% 7.20% 8.10% 1.70% 6.10% 2.40% 4.43% 

Mean 10.09% 13.06% 12.18% 8.16% 9.89% 10.32% 11.63% 8.06% 14.51% 10.88% 

Median 9.15% 14.20% 8.55% 10.05% 10.15% 11.65% 13.45% 6.55% 17.90% 11.29% 

Consensus sees gold bull market 
as over: gold is now a contrarian 
investment by 

ñGold always does what it should 
doé it just never does it when we 
think it should.ò 
Richard Russell 
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due to significant disinflation, rising real interest rates and extremely high 
pessimism with respect to the future gold price trend.  
 
ñMid-cycle correctionò 1974-1976 vs. current correction (since 2011) 
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Source: Datastream, Incrementum AG, Erste Group Research 

 
In the meantime, it appears as though ï analogous to the situation in 
1976 ï sentiment towards gold has tilted toward pessimism. An 
excerpt from the New York Times from 29 August 1976

9
 strikingly 

confirms the similarities to the current situation: 
 
ñTwo years ago gold bugs ran wild as the price of gold rose nearly six times. 
But since cresting two years ago it has steadily declined, almost by half, 
putting the gold bugs in flight. The most recent advisory from a leading Wall 
Street firm suggests that the price will continue to drift downward, and may 
ultimately settle 40% below current levelsé 
 
éThe sharply reduced rates of inflation combined with resurgence of other, 
more economically productive investments, such as stocks, real estate, and 
bank savings have combined to eliminate gold's allureé. 
 
éAlthough the American economy has reduced its rapid rate of recovery, it 
is still on a firm expansionary course. The fear that dominated two years 
ago has largely vanished, replaced by a recovery that has turned the gold 
speculators' dreams into a nightmare." 
 
The next chart shows that the gold price is definitely suffering from 
the (temporary) return of confidence in the euro area as well. The 
spread between Italian and Spanish to German government bond yields has 
been declining significantly for many months and is currently at the lowest 
level since 2011. This signals that tail risks in the euro zone have 
recently been priced out. Interestingly, however, the gold price is 
exhibiting a small degree of divergence since the beginning of 2014 and 
may therefore be giving advance warning of rising nervousness in the euro 
zone.  
 

                                                
9
 i.e., only a few days after the trough of the correction 
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Yield spread between Italy+Spain vs. Germany vs. the price of gold  
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Source: Erste Group Research, Incrementum AG, Datastream 

 
The following chart illustrates the extremely strong correlation between the 
gold price and CDS spreads. The confidence of financial market participants 
with respect to the stability of financial institutions is almost back to pre-
crisis levels.  
 
Gold (lhs. scale) vs. iTraxx Senior Financials Index (rhs. scale) 
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The long-term downtrend of most currencies relative to gold can be 
seen in the following chart. The downtrend in the equal-weighted basket 
of currencies

10
 has however flattened out recently and broken through a 

downtrend line.  
 
 

                                                
10

 The basket consists of: US dollar, euro, Swiss franc, Japanese yen, renminbi, Indian rupee, 
British pound, Canadian dollar and Australian dollar 

ñ100 years ago, the dollar was 
worth 1555mg of gold. Today, it is 
worth about 25mg. The long-term 
price target is 0.ñ 
Dr. Keith Weiner 
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Basket of currencies measured in gold terms: long-term downtrend 
intact, however currently bottoming out? 
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As a longer-term perspective shows, the decline in the dollar's 
purchasing power versus gold is subject to long-term cycles. The 
current devaluation period is actually markedly more moderate than 
that of the 1970s. The final trend acceleration phase analogous to that of 
the 1970s, which is highlighted by a dotted circle, hasn't taken place yet. 
Time-wise, the current period is roughly congruent with the final devaluation 
phase.  

 
Dollar value in gold (logarithmic scale) 
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3. GOLD AND INFLATION 
 
The rate of change of price inflation and real interest rates play a 
decisive role for the gold price trend. We therefore want to focus on the 
topics of inflation and deflation at this juncture.  
 

a.) Systemic inflation addiction  
 
The term inflation is usually employed as synonymous with the rate of 
increase in consumer prices. However, this perspective is actually far too 
narrow. In order to understand the phenomenon of monetary debasement 
we believe it makes sense to differentiate between inflation and 
increasing prices (or price inflation). The causal connection between a 
rising money supply (inflation) and higher prices (price inflation) is barely 
disputed by economists, however, the actual concatenation of cause and 
effect often gets lost in linguistic usage.  
 
The prevailing monetary order has emerged as the result of a step-by-step 
transformation of a gold-backed currency into a debt-backed currency. 
Money is nowadays either created by the extension of new loans by 
commercial banks or by the central bank increasing its balance sheet 
(through the purchase of debt securities).  
 
As a direct consequence of this, the market economy has gradually 
been transformed into a system of 'creditism'.

11
 The real economy has 

become dependent on an uninterrupted expansion of the supply of credit 
and money (i.e., inflationism). The result of this is both today's ñgrowth 
maniaò as well as the ñinflation maniaò.  
 
The ECB defines price stability as an annual loss of money's purchasing 
power (as measured by CPI) of close to two percent. It appears 
fundamentally paradoxical to define a state of stability by means of an 
exponential function that quadruples every 70 years. According to the 
prevailing orthodoxy, a truly stable price level (i.e., about 0% price inflation) 
is disadvantageous because the economy allegedly cannot prosper under 
such circumstances. This assertion is historically clearly proved wrong.  
 
The truth is rather that the monetary regime sets the inflation paradigm. 
The United States provides us with instructive long-term data which support 
this thesis. The chart below shows annualized real growth (marked with a 
red line ï right hand side scale) and the consumer price index. The different 
color markings divide the time period shown into three different monetary 
phases: 
 

- before 1913: gold (and silver) serve exclusively as the monetary 
base

12
 

- 1914-1971: partial gold backing prescribed 

- from 1971: no gold backing necessary (fiat money/debt money) 

 
 
 

                                                
11

 see Ă¥sterreichische Schule f¿r Anlegerñ (ĂAustrian School for Investorsñ), Taghizadegan, 
Stöferle, Valek 
12

 In this time period gold convertibility was temporarily suspended on two occasions, was 
however restored again within a few years in both cases. 

ñThe most important thing one 
must understand is that inflation 
isn't an act of God, it is no 
natural catastrophe, and no 
illness. Inflation is a political 
strategy.ò 
Ludwig von Mises 
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Trend in consumer prices and average real growth rates under 
different monetary regimes 
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Until the end of the classical gold standard (1913), the absence of 
continuous price inflation was not detrimental to growth ï on the 
contrary. Average real growth rates have declined both with the 
changeover to the gold exchange standard, respectively to today's debt 
based fiat money system. From this one could deduce that the more 
consistent the gold backing, the lower long-term inflation and the higher real 
economic growth will be.

13
 

 
 

b.) Deflation from the perspective of the Austrian 
School of Economics 

 
The ñdeflation specterò, the great ñdeflation trapò as well as the 
ñcatastrophic deflation spiralò have recently been ubiquitous in the 
media, there was so to speak almost a hyperinflation of commentary 
on deflation. The scaremongering over falling prices appears somewhat 
baffling though; after all, the majority of consumers are happy with falling 
prices. This has been evident for years with respect to technology, such as 
smart phones or television sets, or the likes of long-distance travel. From 
the perspective of the Austrian School deflation is an increase in money's 
quality and a decrease in its quantity. It implies a partial realignment of 
relative prices, which have been distorted during the boom phase.  

 
Professor Jörg Guido Hülsmann explains that the harmfulness of price 
deflation is one of the sanctified dogmas of today's monetary policy. 
Theoretical or empirical proof supporting this idea is however either weak or 

                                                
13

 Comment: It is understandable that the gold standard is criticized as rigid and inflexible in 
the context of by now extremely over-regulated and centrally planned monetary system. The 
monetary basis cannot be inflated at will, a fractionally reserved banking system that collapses 
after an artificial credit boom cannot be 'reflated' under a gold-backed currency. Ludwig von 
Mises has already a century ago warned of the wide-ranging consequences of the fractionally 
reserved banking system (see: ñThe Theory of Money and Creditò, 1912) 

ñFalling prices or price deflation 
are not the cause of economic 
and financial crises, but their 
consequence and simultaneously 
their cureò 
Roland Baader 

ñAll that deflation does is 
shatter the illusion of 
prosperity created by monetary 
pumping.ò 

Frank Shostak 
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entirely absent. Price deflation always means an unloved drastic treatment. 
This is mainly due to the fact that in the course of growing indebtedness, a 
significant redistribution of wealth takes place. That there exists no 
empirical connection between deflation and depression, apart from the 
exception of the Great Depression, is also confirmed by a 
comprehensive historical study conducted by the Federal Reserve

14
: 

 
ñOur main finding is that the only episode in which we find evidence of a link 
between deflation and depression is the Great Depression (1929-34). We 
find virtually no evidence of such a link in any other periodé.What is 
striking is that nearly 90% of the episodes with deflation did not have 
depression. In a broad historical context, beyond the Great 
Depression, the notion that deflation and depression are linked 
virtually disappears.ò 
 
The next chart shows that up until the founding of the Federal 
Reserve, deflationary and inflationary periods alternated. Since 1913 
and especially since the Bretton Woods agreement, this has however 
changed dramatically: in only 12% of all years was there price deflation on 
an annualized basis.  
 
Since 1913, price deflation is no longer in fashion: CPI y-o-y since 1775 
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In today's highly leveraged fractionally reserved fiat money system a 
pronounced credit deflation would have harrowing consequences for 
the real economy. The withdrawal symptoms of a debt liquidation are all 
the worse the more pronounced the dependency on credit is. Should there 
be an unchecked reversal of credit expansion, a significant money supply 
deflation would be fatal for large parts of the banking system. Permanent 
expansion of the money and credit supply thus becomes an end onto 
itself for the debt money system.  

                                                
14

 See ĂDeflation and Depression: Is There an Empirical Link?ò Federal Reserve Bank of 
Minneapolis, Andrew Atkeson and Patrick Kehoe, January 2004. The study evaluates data 
from 17 countries over a time period of 100 years 

ñDue to high debts ï and only 
due to high debts ï falling prices 
become a societal and political 
ordealò 
Jörg Guido Hülsmann 

ñScratch an inflationist and you 
will find a debtor under the skin. 
Scratch a deflationist, and you 
will find a creditor.ò 
Arthur Salz 
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Money supply M2 (USD bn.) 
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This is the real reason why deflation is nowadays the nemesis of every 
central banker. The goal of every organism, every human being and every 
bureaucracy is to maximize its own chances of survival. From that 
perspective, deflation represents an existential threat to the current 
monetary system, which has to be fought by all means. In order to conceal 
the inherent instability of the credit system, extremely expansive central 
bank policy will continue to compensate for ongoing credit deflation 
(deleveraging). In our opinion, this is a balancing act on a knife's edge.  
 
 

c.) The quantity theory of money  
 
Not only the Austrian School of Economics regards inflation as a monetary 
phenomenon: the view of the ñChicago Schoolò is much more widely known. 
Milton Friedman is the most important proponent of the neo-quantity theory 
of money. The quantity theory of money correlates the money supply 
with the price level and transactions in goods and services, which can 
as a simplification be assumed to consist of nominal GDP. Based on 
nominal economic output and a predefined money supply, the so-called 
velocity of money can be calculated. If one furthermore takes into account 
that the broad money supply (e.g. M2) in a fractionally reserved banking 
system is the result of a multiplication process, one can draw up the 
following two equations: 
 

broad money supply * velocity of circulation = nominal GDP 
(quantity theory) 

 
and 

 
central bank credit * money multiplier = broad money supply (e.g. M2) 

 
Since the outbreak of the financial crisis in 2008 both the money 
multiplier and the velocity of circulation have massively decreased. 
From a monetarist perspective, the decrease in these variables is mainly 
responsible for the fact that in spite of central bank interventions, no strong 
growth of the broad money supply and consequently no large price 
increases have so far taken place.  

ñInflation is always and 
everywhere a monetary 
phenomenon.ò 
Milton Friedman  
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Money multiplier since 1959 

Source: Federal Reserve St. Louis, Incrementum AG 
 

Should credit expansion by commercial banks (for example due to the 
implementation of steeply negative interest rates) move the money 
multiplier back toward its historical mean and /or velocity increase as well, a 
significant increase in nominal GDP would result.  
 

The following illustration shows how large the potential for inflation is 
which has been ñstored upò due to the generous supply of central 
bank liquidity. To this end we employ the above described logic of the 
monetarist perspective and assume that that the money multiplier and the 
velocity of circulation normalize.  
 
Money multiplier and velocity of circulation 

 
Source: Federal Reserve St. Louis, Incrementum AG 
 

Central bank money is often 
called 'high powered moneyò, 
because it can be multiplied by 
the fractionally reserved banking 
system 


















































































































































