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When is a mystery not a mystery? When Janet Yellen is puzzling over a lack of inflation, that’s when. So say
Brian Wesbury, chief economist, and Robert Stein, deputy chief economist of First Trust, in today’s Outside
the Box. The bottom line: QE didn’t work, and Janet knew it was unlikely to work, from the start.

So where did all that easy money go? I think I'll let the authors tell you. I think you’ll enjoy this brief, clear-
headed essay.

The essay was sent to me along with a rant by my friend Tom Bentley. One of his paragraphs really rang a
bell with me:

Here’s the real problem: “The Fed has never fracked a well or written an app. We understand that
government bureaucracies want to take credit for everything” They simply refuse to understand
that government in a healthy economy must serve the needs of private endeavor, not the other
way around. As taxes at all levels exceed 37% of GDP in the US, and over 50% in Europe, there
should be no doubt why advanced country growth is lower than it has been since we’ve had
advanced countries. Government typically makes a negative contribution to productivity - look at
how much we have expanded employment in education (mostly by hiring more administrators),
while educational outcomes have stagnated. The real travesty is, “[ The Fed] is teaching an entire
generation of young people, who in many cases don't study economic history, that growth requires
government intervention.” Helps explain why so many millennials are Socialists, victims of the
massive indoctrination campaign conducted by the Democrat party.

I am in Chicago today, and after spending a delightful 30 minutes with Rick Santelli to do a three-minute
television hit on CNBC (you can see it here), I found out my lunch plans had changed; so I called bond
guru Jim Bianco, who met me for lunch and then played Chamber of Commerce host, taking me all over
North Chicago for 45 minutes and showing me all these wonderful spots where the mob congregated and
shot each other, plus Wrigley Field and all sorts of other good history.

Jim and I agreed that no matter what Yellen says — and no matter what the Fed dot plot says - they are not
going to raise rates five times between now and the end of 2018. And whatever quantitative tightening they
do actually undertake is going to be very timid and slow. The simple fact is that the current FOMC wants
to walk away maintaining they were doing the right thing and bragging that all of the good results we’'ve
seen, as weak as they are, are things they can take credit far and that the problems are somebody else’s
fault. Pretty much the way every teenager and certainly every politician likes to operate.
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But it’s a beautiful day here in Chicago. I'll meet my host tonight and then speak to the Wisconsin
University real estate program alumni tomorrow morning before flying back to Dallas and then on to
Portugal. Between now and this evening I have a few more meetings, so I'm going to hit the send button
and let you dig into today’s Outside the Box. Enjoy your week!

Your believing the government is the problem, not the solution analyst,
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Outside the Box

Low Inflation Is No “Mystery”

Last week, at her press conference, Federal Reserve Chair Janet Yellen said continued low inflation was a
“mystery.”

She’s referring to Quantitative Easing (QE) and the lack of the economic evidence that it worked. The
Fed bought $3.5 trillion of bonds with money it created out of thin air in an extraordinary “experiment”
to avoid repeating the mistakes of the deflationary Great Depression. Milton Friedman was the leading
scholar in this arena, proving the damage done by a shrinking money supply during the 1930s.

The money supply is a “demand-side” economic tool. A lack of money inhibits demand, while a surplus of
money (more than the economy needs to grow) can cause inflation. The idea of QE (which has been tried
unfruitfully for more than a decade in Japan) was to boost “demand-side” growth. And, yet, inflation and
economic growth have both been weak. In other words, demand did not accelerate.

So forgive us for asking, but after unprecedented expansion of banking reserves and the Fed balance sheet,
with little inflation, is it really a “mystery?” Or, is it proof of what we believed all along: QE didn’t work?

We get it. Just the fact that the US economic recovery started in 2009 and stock prices went higher is all
some need to convince themselves that QE worked. But no one knows what would have happened without

QE.

Back in 2008, even Janet Yellen knew there were problems with QE. During a December 2008 Fed
meeting, she said there were “no discernible economic effects” from Japanese QE. Back then she was a Fed
Governor and this was said during internal debates about whether to do QE. Today she leads the Fed and
bureaucracies can never admit failure. So, the lack of inflation becomes a “mystery”

Conventional Wisdom is so convinced that QE worked, it can’t see anything as a failure. QE supposedly
pushed up stock prices and drove down interest rates, while at the same time boosting jobs.
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As for the lack of demand-side growth, the explanations are confusing. Yellen says low inflation is a
mystery, others say it’s because of new technologies, global trade, and rising productivity. Slow real GDP
growth is blamed on global trade, a Great Stagnation in productivity and the lack of investment by private
companies. QE gets credit for the things that went up, but things that didn't are explained away, denied, or
determined to be mysteries.

We have promoted an alternative narrative that agrees with the 2008 Janet Yellen - QE didn’t work. It
flooded the banking system with cash. But instead of boosting Milton Friedman’s key money number
(M2), the excess monetary base growth went into “excess reserves” — money the banks hold as deposits,
but don’t lend out. Money in the warehouse (or in this case, credits on a computer) doesn’t boost demand!
This is why real GDP and inflation (nominal GDP) never accelerated in line with monetary base growth.

The Fed boosted bank reserves, but the banks never lent out and multiplied it like they had in previous
decades. In fact, the M2 money supply (bank deposits) grew at roughly 6% since 2008, which is the same
rate it grew in the second half of the 1990s.

So, why did stock prices rise and unemployment fall? Our answer: Once changes to mark-to-market
accounting brought the Panic of 2008 to an end, which was five months after QE started, entrepreneurial
activity accelerated. New technology (fracking, the cloud, Smartphones, Apps, the Genome, and 3-D
printing) boosted efficiency and productivity in the private sector. In fact, if we look back we are
astounded by the new technologies that have come of age in just the past decade. These new technologies
boosted corporate profits and stock prices and, yes, the economy grew too.

The one thing that did change from the 1990s was the size of the government. Tax rates, regulation and
redistribution all went up significantly. This weighed on the economy and real GDP growth never got back
to 3.5% to 4%.

Occam’s Razor - a theory about problem solving — says, when there are competing hypothesis, the one
with the “fewest assumptions” is most likely the correct one.

The Fed narrative assumes QE worked and then uses questionable economics to explain away anything
that does not fit that theory. It blames “mysterious” forces, both strong and weak productivity and claims
business under-invested. We've never understood the weak investment argument; why would business
leave opportunities on the table by not investing?

Our narrative is far simpler. It looks at M2 growth, gives credit to entrepreneurs, and blames big
government. After all, the US economy grew rapidly before 1913 when there was no Fed, and during the
1980s and 90s, when Volcker and Greenspan were not doing QE. And history shows that inventions boost
growth, while big government and redistribution harm it. Because it has the fewest assumptions, Occam’s
Razor suggests this is the more likely hypothesis.

The Fed has never fracked a well or written an app. We understand that government bureaucracies want
to take credit for everything. But, in spite of record-setting money printing, inflation did not rise. Prices
are measured in dollars, so if those dollars had actually entered the economy, prices in dollar terms would
have gone up. They didn't, which clearly says that money didn’t enter the economy and QE didn’t work as
advertised.
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Some say that’s because the money went into financial assets, but if that was the case the P-E ratio for the
S&P 500 would be through the roof. But because earnings have risen so sharply, the P-E ratio is well within
historical averages based on trailing 12-month earnings and relative to bond yields.

We also understand that entrepreneurship is a “mystery” to some people because they can’t do it. Most
people can’t change the world the way entrepreneurs can, but that doesn’t mean that by rearranging the
assets of an economy in a different way, entrepreneurs don’t create new wealth.

By claiming that low inflation is a “mystery” the Fed is admitting it doesn’t understand the mechanics of
QE. Yet, it is perfectly willing to allow people to think QE is what saved the economy. This is teaching an
entire generation of young people, who in many cases don’t study economic history, that growth requires
government intervention. The only “mystery” is why they would allow this to happen.
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