Inflation:
Looking beyond the Twilight Zone
August 2020
“Belief is a wise wager. Granted that faith cannot be proved, what harm will come to you if you gamble
on its truth and it proves false?” Blaise Pascal
The quantity of money in circulation – the summation of every bank account, current and savings,
corporate and personal – has grown at well over 30% since March, the fastest rate since 15281. This is a
staggering number, comfortably eclipsing the monetary experiments of the 70s that led to 15% inflation
and - according to BoE data - even the attempts to print our way out of war time debts in the 1700s.
Fit for the biggest shock to growth in living memory, the big monetary experiment has created some
extreme conditions in the economy and markets. In this ‘Twilight Zone’, where UK Q2 GDP fell 22% but
the number of corporate bankruptcies actually fell – again at an ‘unprecedented’ rate – even uncertainty
itself is at a record: three out of every five companies have abandoned guidance, there is a record spread
of sell-side forecasts, both macro and micro, and the various ‘policy uncertainty’ are multiples higher
than any time before. The mystery most pertinently extends to the one thing which is intuitively linked
with the supply of money - the exchange rate between money and goods. Inflation.
We know that the cratering velocity of money – the amount of times one £10 note changes hands, or
GDP divided by the quantity of money – is behind the surge in asset prices. Excess liquidity, and there is
a lot of that right now, has been saved*, benefitting the highest quality assets first. Bonds, credit and
quality growth stocks. The FTSE All-Share has underperformed the S&P by 24% over the past 6 months –
the most since a very dark stretch in 1975, with severe political and social tensions and the doubling of
interest rates2. This is unlikely related to renewed hard-Brexit risks, the crescendo of which normally
helps the FTSE 100. It more likely echoes the current sizable deflationary forces, lower global yields and
the bifurcation between tech and old economy – with the UK equity market very weighted to the latter.
The Twilight Zone – Money velocity has cratered... But, oddly, so have corporate bankruptcies
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Source: https://ftalphaville.ft.com/2020/07/06/1594059505000/If-you-follow-the-money--where-does-it-lead-/
Source: https://www.weforum.org/agenda/2015/06/why-are-the-uks-long-term-yields-so-low/
*We use ‘saved’ as shorthand here (as all money at any time is technically saved). What we mean is that there is more long-term ‘saving’ vs. short-term
liquid cash for consumption
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With this huge dispersion of assets, the path of this ‘velocity’ from here is crucial, although clearly
unknowable, but we can start to think about how the economy might look if - like most things - it begins
to normalise.
The relationship between money growth and nominal GDP is an established one by monetarists and
indeed quite convincing to anyone who pulls up a chart of the two series – particularly if you can extend
the series to the full post-War period as many do (see monetarist Simon Ward’s blog). It is mostly driven
by the inflation component – although there can be a short impetus to real demand. Importantly, what
becomes clear quite quickly is that there has been a reasonably consistent circa 18-month lag between
money supply expansion and a nominal GDP response.
Now, the literally off-the-charts money growth has broken this simple model – it forecasts well-over 10%
nominal growth for the G7 in 2021. It is very likely that velocity has at least partly permanently fallen,
that the desire to hold permanently higher cash as a proportion of income - a margin of safety - has risen.
But when set against the sheer scale of money growth, the historical context (such growth has never not
preceded a step change in inflation) and the so far encouraging global path of recovery, it seems unwise
not to at least consider the potential for large inflationary surprises over the next year.
Broken historical relationship between lagged narrow money growth and nominal GDP?
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What could go wrong? We mentioned above that velocity could remain rooted to the floor, perhaps
driven by new waves of cases and winter lockdowns. Another big risk is that the money supply snaps
back, that government and banks lose either the willingness or ability to create money (to lend). This
seems unlikely to us – there is broad commitment to the experiment, which has already seen a much
faster recovery in consumer spending than many observers, including us, might have thought. The taps
are likely to be on full blast for several months still. In fact, the main risk is voluntary private deleveraging
– paying back, rather than spending Covid loans – an entirely reasonably and prudent response to an
economic shock but one that further damages the patient. The actions of the state are important here –
demand must continue to be supported despite optically ballooning deficits.
For us, the most interesting part, is how assets are priced in the context of the above. I’ve definitely
already used enough superlatives for a year’s worth of Bugles – but as we’ve seen, long term rates are
very very low and old economy cycle stocks very very cheap. ‘Deflation on steroids’, as a colleague put
it, is the game and one that you have not been able to beat for decades.
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We do not know what will happen. But we do know, from the above and from history, that there is
probably a very broad range of inflation outcomes, with a lot of positive skew (small chance of high
values). So, when we think about portfolio construction for the next 12 months, we need to factor the
potential for extremes, for things to look very different to today.
We have begun the tradition of shoehorning philosophical quotes into the Bugle and you have probably
connected the dots already – the risk/reward profile on inflation looks a little bit like a Pascal’s Wager.
Protection is quite cheap, and the stakes are very high.
Seb Jory co-manages our TM Tellworth UK Select Fund, a large cap UK absolute return UCITS strategy
that has delivered +10.42 % YTD (vs the FTSE All Share -21.78%) Returns quoted are net of fees on the F
share class as of 31/07/2020. Source: FE Analytics, Bloomberg.
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Disclaimer

Tellworth Investments LLP (“Tellworth”) is an appointed representative of BennBridge Ltd
(“BennBridge”), based at Eagle House, 108-110 Jermyn Street, London SW1Y 6EE. BennBridge is a limited
company registered in England with registered number 10480050. The registered office is Windsor
House, Station Court, Station Road, Great Shelford, Cambridge CB22 5NE. BennBridge is authorised and
regulated by the Financial Conduct Authority (FRN: 769109). The investment manager of the Fund is
BennBridge Ltd and the authorised corporate director is Thesis Unit Trust Management. The Fund is
authorised in the United Kingdom and regulated by the Financial Conduct Authority. Please see the
prospectus and key investor information document for full details.
Any projections, market outlooks or estimates contained in this letter constitute forward looking
statements, and are based on certain assumptions and subject to certain known and unknown risks.
Accordingly, such forward looking statements should not be relied upon as being indicative of future
performance or events. Past performance is not indicative of future results. The value of investments
and the income from them may go down as well as up and investors may not get back the amounts
originally invested.
In the United Kingdom, this document is only available to persons who are (i) investment professionals
within the meaning of Article 19 of the Financial Services and Markets Act 2000 (Financial Promotion)
Order 2005 (“FP Order”), (ii) high net worth companies and certain other entities falling within Article 49
of the FP Order; or (iii) to any other persons to whom such communications may lawfully be made. It
must not be acted, or relied, upon by any other persons.
This document may not be reproduced or distributed by the recipient, in whole or part, except that this
document may be provided to the recipient’s advisers in connection with an evaluation of a potential
investment.
This document is being provided by BennBridge for informational purposes only and should not be
construed as investment advice. It is not a recommendation of, or an offer to sell or solicitation of an
offer to buy, any particular security, strategy or investment product. BennBridge’s research for this
presentation is based on current public information that BennBridge considers reliable, but BennBridge
does not represent that the research or the presentation is accurate or complete and it should not be
relied on as such. The views and opinions contained herein are those of Sebastian Jory and John Warren,
Fund Managers. They do not necessarily represent views expressed or reflected in other BennBridge
investment communications or strategies and are subject to change.
Risk Factors
The counterparty to a derivative or other contractual agreement or synthetic financial product could
become unable to honour its commitments to the fund, potentially creating a partial or total loss for the
fund. The fund can be exposed to different currencies. Changes in foreign exchange rates could create
losses. A derivative may not perform as expected, and may create losses greater than the cost of the
derivative. If a fund uses derivatives for leverage, it makes it more sensitive to certain market or interest
rate movements and may cause above-average volatility and risk of loss.
Equity prices fluctuate daily, based on many factors including general, economic, industry or company
news. In difficult market conditions, the fund may not be able to sell a security for full value or at all. This
could affect performance and could cause the fund to defer or suspend redemptions of its shares. The
fund may take positions that seek to profit if the price of a security falls. A large rise in price of the security
may cause large losses.
Failures at service providers could lead to disruptions of fund operations or losses.
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