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Zero Deflation is a phenomenon where generally the
The history of the number zero is fairly price of goods and services declines, measured
rich, considering that the digit represents  py a negative rate of year over year inflation.
literally nothing. From Central Americato  Counter-intuitively, this increase in the real
India, from the Greeks to the Romans and  yalue of saved money can be detrimental to
Arabian scholars, the number zero has economies, as prices fall there becomes a
been discovered, discussed, dissected and  ({jsincentive to buy today what may be cheaper
treatised; the concept of zero is quite tomorrow. Spending psychology trumps

ZERO clear to modern man. In the wake of the

credit crunch of 2007 through 2009, being
able to borrow at zero may have saved the
financial system as we know it.

By reducing rates to as low as possible,
Central Banks were creating an incentive
for investors to move money into riskier
and longer term assets, were encouraging
freer lending between banks and
borrowers, and perhaps equally as
important were reducing their own costs
to carry billions of dollars worth of shaky
assets they had either purchased outright
or felt forced to nationalize. With the
feeling developing that the very worst of
the credit crunch is probably behind us,
the posturing regarding raising interest
rates has already begun. Clearly
government controlled rates could not go
lower, leaving everyone certain as to the
direction the banks will take lending rates,
though the timing of any hike creates
interest - and some degree of peril - for
investors and Central Banks alike. The
spectre of the emergence of either
inflation or deflation loom large over the
global markets, with compelling cases to
be made for each scenario.

economic activity, and prices continue to drop
as inventories build.

Modern Japan has remained tightly gripped by
deflation, with equity market values having
recovered to roughly a third of their value in
1989.

The causes of the Japanese deflationary cycle
were tied largely to real estate speculation,
followed by large-scale insolvencies of
speculators, bank balance sheets left holding
bad loans, and the importing of goods from
growing economies, like China. Deflation
theorists hold out the similar root causes of
Japan’s lost decades as the main thrust of their
argument. Deflation detractors argue the
relative ease of money to move over borders
and the sheer volume of nearly free money
looking for an allocation makes deflation less
likely. Inflation is the more common state of
affairs, where typically pricing of goods and
services increases each year, creating a real
loss in the value the dollar over time.
Generally, a small amount of stable inflation is
viewed as a positive condition, as it represents
the increase in money supply in an economy,
which is a measurement of the total purchasing
power of a nation.
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Q A modest amount of inflation creates pricing At the moment, there are neither inflation nor

power for sellers of goods, can lead to deflation risks.”" While European bankers may
nominal wage growth - which is a significant not perceive any building inflation or deflation
psycho|ogica| boost , and encourages short- risks, developing economies like China may still
term spending, all the while allowing for have some inflationary concerns.
money held as savings to not accrue large As those nations outside import deflation from
opportunity losses. While it is easy enough  China through the purchase of cheaply made
for an economy to absorb some level of goods, similarly inflation can be imported in.

ZERO inﬂation’ of more concern is the There is certainly d perceptible risk to
hyperinflation case, where the percentage  unanticipated tightenings from China, as they
change year over year moves into double- continue to shift their economic base towards

digits, quickly eroding the value of savings. ~ manufacturing.
Inflation theorists hold out the large supply

of money provided by central banks through (:u N
historically low rates and the refinancing of | » T e e
corporate balance sheets by the public N A
treasury as reasons to hold greater than oo LW . |

typical rates of inflation out as a concern. 000

Contrarians argue that global levels of .00 ! i
unemployment should help mitigate jzz

profligate spending and that rising savings P 2EYBILEE 3859388588823z 88528
rates should continue to provide a headwind | =2==2==2=222=2222222222222222222

to growth. The cases made by all sides
cannot be ignored, alarmist though they may Closer to home, the Bank of Canada shows

be; |eaving money managers to consider inflation tracking at 1.8% annualized, within the
how best to begin positioning accounts targeted range set; from the BoC’s mission
against each eventuality. The most likely statement “The Bank of Canada aims to keep
outcome probably lies in the middle, with inflation at the 2 per cent target, the midpoint
inflation returning closer to the historical of the 1 to 3 per cent inflation-control target

trend. While the last few years have taught  range.”
us that absolute certainty is a luxury that no

longer exists, we can say with optimism that

the base case of middling inflation remains a

more likely outcome than the dramatic

outliers.
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ORi= 2002 With inflation appearing tame, the Canadian  While the direction and timing are becoming
dollar continuing to appreciate, making our  clearer, where and when the banks decide to
purchasing power even greater, and stop raising rates now remains the greatest
commercial banks having grown to amongst ~ unknown.
the best capitalized in the World, the It is widely accepted that changes in policy -
withdrawal of stimulus in the form of cheap  rate shifts - typically take six to nine months
money must be near. Indeed, a similar to show their full impact, making the tool
economy to Canada’s - Australia - has powerful, but blunt. Policy shifts reflect all

ZERO already begun the course of taking rates the data that is known, and rely on
higher, while no less of an authority than ex-  successfully forecasting data in the future,
Governor David Dodge was quoted in the application of a backward looking tool to
December assaying® The pol i cy anunknown futurecanleadtosome
Bank of Canada will begin to increase choppiness in the results. Often times in
modestly although core CPI inflation will tightening cycles the raising of rates
| i kel y remai n TheBo®m w overshoots the needs of the broad economy,
appears serious about taking rates higher - and requires relaxing in the form of rate cuts
and soon, as current Governor warned in before an equilibrium is reached.
December“ t he over all c r Forecasting exactly where rates will be in any
Canadian households could well shift if debt  term borders on the impossible, given the
continues to grow at current rates," in number of factors embedded in policymaking

response to growing debt levels, the cost of  decisions.
servicing rising, and the potential impact of Rates will rise slowly and methodically, with

non-trivial shifts in the cost of carrying. In the expectation that no central body will
concert with the Eurozone and the Bank of overreact to surges in any particular point;
Canada, Federal Reserve Chairman Ben Ben Bernanke’s recent address to the
Bernanke resolved in early 2010 to use American Economic Association clarifies the
monetary policy more bluntly,“ | f a d e methodology-“ I n pr acti ce,
reforms are not made, or if they are made policymakers have responded less to

but prove insufficient to prevent dangerous increases in inflation that they expect to be
buildups of financial risks, we must remain temporary, a reasonable strategy given that
open to using monetary policy as a monetary policy affects inflation only with a
supplemental tool for addressing those significant | ag.”

risks," Central Banks are sending a concerted

message, loud and clear, rates are very likely ~ Rather than viewing policy changes as

to begin an upward move in the second half  restrictive, or designed to combat systemic

of 2010. inflation, investors everywhere will view rate
hikes not as an all clear, but as a sign that all
is clearing; psychology will trump extra
borrowing costs.
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Q4 -2009 The removal of these historically As counter-intuitive as wanting higher
accommodative rates will be done slowly, borrowing costs might seem, both
should not provide much by way of investors and savers should welcome the
surprise, being signalled well in advance, coming central bank actions.
and will be undertaken only when the
belief that the economy has the robustness ~ Guardian Capital Advisors Investment
to handle them. Committee
As rates are taken higher, the expectations

ZERO are set for a more typical yield curve, which

should provide greater returns for investors
willing to invest in longer dated bonds. As a
benefit to a more ‘normal’ yield curve, one
where short-term rates and long-term rates
diverge, profit opportunity exists for those
who can borrow at those shorter-term
rates while lending to those with longer
borrowing horizons. Access to the central
banking window can then provide banks
and brokerages with a significant profit
centre. With an opportunity to profit
through commercial, personal, and
mortgage lending, banks should see an
improvement in their balance sheets, and
creditworthy concerns should be able to
finance profit-seeking ventures or buying
houses.

As the banks return to more robust health,
credit can begin to flow again, and with
access to credit an expansionary cycle can
begin.

The number zero has always been
important to the branch of mathematics.
The time for zero in economics has
probably run its course, but never have so
many owed so much to quite literally
nothing.
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