Epsilon Theory

Gradually and Then Suddenly

July 18, 2017

“How did you go bankrupt,” Bill asked.

‘Two ways,” Mike said. “Gradually and then suddenly."
“What brought it on?”

“Friends,” said Mike. ‘I had a lot of friends.”

— Ernest Hemingway, The Sun Also Rises (1926)

What do socialism and modern monetary policy have in common? Magical thinking. For both, it's
true on the giddy years up, and it's true on the sad years down.

If you've been reading my notes immediately before and after the June Fed meeting (“Tell My Horse"
and “Post-Fed Follow-up"), you know that | think we now have a sea change in what the Fed is focused
on and what their default course of action is going to be. Rather than looking for reasons to ease up on
monetary policy and be more accommodative, the Fed and the ECB (and even the BOJ in their own
weird way) are now looking for reasons to tighten up on monetary policy and be more restrictive. As
Jamie Dimon said the other day, the tide that's been coming in for eight years is now starting to go out.
Caveat emptor.

The question, then, isn't whether the barge of monetary policy has turned around and embarked on a
tightening course — it has — the question is how fast that barge is going to move AND whether or not
the market pays more attention to the actual barge movements than what the barge captain says. |
promise you that the barge captains of both the Fed and the ECB believe they can tighten and taper
without killing the market so long as they jawbone this constantly. This is the Common Knowledge
Game in action, this is the Missionary Effect, this is Communication Policy .. this is everything that I've
been writing about in Epsilon Theory over the past four years! And as we saw with the market's euphoric
reaction to Yellen's prepared remarks for her Humphrey-Hawkins testimony last Wednesday, which
were presented as oh-so dovish when they really weren't, this jawboning strategy could absolutely
work. It WILL absolutely work unless and until we get undeniably “hot" inflation numbers — particularly
wage inflation numbers — from the real world.

So what's up with that? How can we have wage inflation running at a fairly puny 2.5% (Chart 1 below)
when the unemployment rate is a crazy low 4.3% (Chart 2 below) and other indicators, like the NFIB's
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survey of “Small Business Job Openings Hard to Fill" (Chart 3 below) are similarly screaming for higher

wages?

Chart 1: US Average Hourly Earnings, annual % change
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Chart 3: NFIB Small Business Job Openings Hard to Fill
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The answer, | think, can be found in Chart 4 below: vanishing labor productivity. Productivity is the
amount of stuff that workers make (output) divided by the amount of time it takes them to make it
(hours worked). You can have productivity growth for good reasons like in the 1980s and 1990s and
early 2000s (more stuff made per hour worked as companies invested in things like the personal
computer or the Internet) or bad reasons like in 2009 and 2010 (massive layoffs, so making a bit less
stuff but over waaay fewer hours worked).

Productivity growth for the right reasons (I know, | sound like a contestant on The Bachelorette) is just
about the most important economic goal that policy makers have, because it's how you get your
economy growing in a sustainable, non-inflationary way, and for the past seven years we've had none
of it. By the way, if new technologies were really responsible for keeping wage inflation down
(something | hear all the time), we would have seen that through increasing labor productivity. We
haven't.

Chart 4: US Labor Productivity Growth (2-year moving average)
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Source: Bureau of Labor Statistics as of 7/13/17. For illustrative purposes only.

This is a huge question for the Fed, maybe the biggest question they have. How is it possible — with
the most accommodative monetary policy in the history of the world, with the easiest money to borrow
that corporations have ever experienced, with all the amazing technological advancements that we
read about day in and day out — that companies have not invested more in plant and equipment and
technology to improve their labor productivity, to make more with the people they've got?

The answer, of course, is the answer that the Fed will never admit. The reason companies aren't
investing more aggressively in plant and equipment and technology is BECAUSE we have the most
accommodative monetary policy in the history of the world, with the easiest money to borrow that
corporations have ever seen. Why in the world would management take the risk — and it's definitely
a risk — of investing for real growth when they are so awash in easy money that they can beat their
earnings guidance with a risk-free stock buyback? Why in the world would management take the risk
— and it's definitely a risk — of investing for GAAP earnings when they are so awash in easy money that
they can hit their pro forma narrative guidance by simply buying profitless revenue? Why in the world
would companies take any risk at all when the Fed has eliminated any and all negative consequences
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for playing it safe? It's like going to a college where grade inflation makes an A- the average grade.
Sure, | could bust a gut to get that A, but why would | do that?

How does this apply to wage inflation? It's the same thing. Why in the world would a company pay up
to fill a position when it's a risk they really don't need to take? Yeah, we've got job openings, and yeah,
our skill positions are increasingly going unfilled, and yeah, we'd like to expand and grow .. | suppose.
But, hey, we're hitting our numbers just fine as it stands and, if you hadn't noticed, our stock price hit a
new high yesterday. Why mess up a good thing?

How does this change? As the Fed slowly raises rates, as the barge slowly chugs down the tightening
river, it will force companies to play it less safe. It will force companies to take on more risk. It will force
companies to invest more in plant and equipment and technology. It will force companies to pay up
for the skilled workers they need. You want wage inflation? You want productivity growth? Then raise
rates!

And god forbid if we actually get a tax reform bill passed. That's the off-to-the-races moment.

My point is a simple one. In exactly the same way that QE was deflationary in practice when it was
inflationary in theory, so will the end of QE be inflationary in practice when it is deflationary in theory.
That's the real world impact I'm talking about, the world of wages and output and productivity. You
know, the real world that used to be the touchstone of our markets.

And here's my other point. In the Bizarro-world that central bankers have created over the past eight
years, raising rates isn't going to have the same inflation-dampening effect that it's had in past
tightening cycles, at least not until you get to much higher rates than you have today. It's going to
accelerate inflation by forcing risk-taking in the real world, which means that the barge is going to have
to move faster and faster the more it moves at all. | think that today's head-scratcher for the world's
central banks — why haven't our easy money policies created inflation in the real world? — will soon
be replaced by a new head-scratcher — why haven't our tighter money policies tamed inflation in the
real world?

My view: as the tide of QE goes out, the tide of inflation comes in. And the more that the QE tide
recedes, the more inflation comes in. | know that this sounds like a nutty scenario today, with
everyone talking about how inflation is dead and gone, and how the Fed will be “fighting” inflation by
raising rates, but | gotta call ‘'em like | see ‘em. It's a scenario that neither central banks nor markets
have contemplated in any serious way, but it's going to be a focus for Epsilon Theory.
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To subscribe to Epsilon Theory:
Sign up here: www.epsilontheory.com/contact

OR send an email to ben.hunt@epsilontheory.com with your name, email address, and company
affiliation (optional).

There is no charge to subscribe to Epsilon Theory and your email address will not be shared
with anyone.

Join the conversation on Twitter and follow me @EpsilonTheory or connect with me on Linkedin.

Subscribe & listen to Epsilon Theory podcasts on iTunes, Stitcher, or stream them from
our website.

To unsubscribe from Epsilon Theory:

Send an email to ben.hunt@epsilontheory.com with “unsubscribe” in the subject line.
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DISCLOSURES

This commentary is being provided to you by individual personnel of Salient Partners, L.P. and affiliates (“Salient”) and is
provided as general information only and should not be taken as investment advice. The opinions expressed in these materials
represent the personal views of the author(s) and do not necessarily represent the opinions of Salient. It is not investment
research or a research recommendation, as it does not constitute substantive research or analysis. Any action that you take as
a result of information contained in this document is ultimately your responsibility. Salient will not accept liability for any loss or
damage, including without limitation to any loss of profit, which may arise directly or indirectly from use of or reliance on such
information. Consult your investment advisor before making any investment decisions. It must be noted, that no one can
accurately predict the future of the market with certainty or guarantee future investment performance. Past performance is
not a guarantee of future results.

Salient is not responsible for any third-party content that may be accessed through this web site. The distribution or
photocopying of Salient information contained on or downloaded from this site is strictly prohibited without the express
written consent of Salient.

Statements in this communication are forward-looking statements.

The forward-looking statements and other views expressed herein are as of the date of this publication. Actual future results
or occurrences may differ significantly from those anticipated in any forward-looking statements, and there is no guarantee
that any predictions will come to pass. The views expressed herein are subject to change at any time, due to numerous market
and other factors. Salient disclaims any obligation to update publicly or revise any forward-looking statements or views
expressed herein.

This information is neither an offer to sell nor a solicitation of any offer to buy any securities. Any offering or solicitation will be
made only to eligible investors and pursuant to any applicable Private Placement Memorandum and other governing
documents, all of which must be read in their entirety.

Salient commentary has been prepared without regard to the individual financial circumstances and objectives of persons
who receive it. Salient recommends that investors independently evaluate particular investments and strategies, and
encourage investors to seek the advice of a financial advisor. The appropriateness of a particular investment or strategy will
depend on an investor's individual circumstances and objectives.

Epsilon Theory commentary is a copyright of Salient Partners, LP., all rights reserved. All commentary published before
December 9, 2013 was prior to Epsilon Theory author W. Ben Hunt's affiliation with Salient Partners, L.P. and affiliates and does
not reflect the opinions of Salient.
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