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2010 Market Outlook 

Asset Price Inflation – Policy Makers Have Little Choice But To Inflate 

While CCM relies heavily on technical analysis when making portfolio management decisions, we do so with an under-

standing of the importance of fundamental trends. Our experience indicates fundamental trends do not change very often. 

Our job as money managers is to make note of, and act on, trends currently driving asset prices. Since the late 1990s, the 

financial markets have been primarily driven by balance sheets and the ability to lend and borrow against those balance 

sheets. Not much has changed as we head into 2010.  

 

As we know from Accounting 101, balance sheets consist of two basic components; assets and liabilities. A healthy bal-

ance sheet has more assets than liabilities. Conversely, an unhealthy balance sheet has more liabilities than assets. This 

is true for banks, governments, businesses, and consumers.  

 

 

 

 

 

 

 
 
 
 
 
 
 
When banks have healthy balance sheets they can lend more freely. When businesses and consumers have healthy bal-

ance sheets they can borrow more easily. As asset prices rose in the boom years, the asset side of the balance sheets also 

became more healthy allowing banks to lend more and consumers and businesses to borrow more. The loan recipients in 

turn, used borrowed monies to buy consumer goods and assets, such as stocks, bonds, commodities, and real estate. 

Access to credit increased the demand for all assets, which drove up the price of assets, which made the balance sheets 

of banks and consumers even healthier. This is known as a positive feedback loop. It all works well as long as asset prices 

are rising. Banks are happy, businesses are happy, and consumers are happy and willing to spend, invest, and consume. 

You can take on more liabilities if the asset side of your balance sheet is rising. This is what happened in the 1990s and 

from 2003-2007.  

 

Unfortunately, at some point the music stops, and asset prices begin to fall setting off a negative feedback loop or bust, as 

we saw in 2000-2002 and 2007-2009. As asset prices fall and liabilities remain basically constant, the balance sheets of 

banks, businesses, and consumers begin to deteriorate. As balance sheets weaken, the ability of banks to lend, and con-

sumers and businesses to borrow is reduced. When access to credit is reduced, it reduces demand in all markets from 

chewing gum to commercial real estate. When demand falls, prices fall. When asset prices fall, it damages the asset side 

of the balance sheet which reduces the ability to lend and borrow even further. Around and around we go in a negative 

feedback loop until one of two things happens; either (1) asset prices begin to rise, and/or (2) liabilities are reduced.  

 

Negative feedback loops of this kind are not good for politicians, especially with mid-term elections approaching fast. The 

negative feedback loop helps push up the unemployment rate, which is bad news for an incumbent who may be up for re-

election. These circumstances leave the Federal Reserve and politicians with two ways to attack the problem; (1) attempt 

to reduce liabilities on the balance sheets of banks, businesses, and consumers, and/or (2) attempt to improve the asset 

side of the balance sheet via bailouts, cash infusions, or by the inflation of asset prices via loose monetary and fiscal pol-

icy.  

 

Bailouts are never popular. Having the government step in and force private parties to renegotiate loan and contract terms 

in an effort to reduce the liability side of balance sheets is often viewed as un-American. For example, 'cramdown' legisla-

tion related to reducing a consumer’s mortgage liability has experienced fierce opposition. The last alternative for policy-

makers in their quest to repair balance sheets, stop the negative feedback loop, and reduce the not-easy-to-get-reelected-

unemployment figures is to inflate asset prices.  
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No one likes bailouts. No one likes the concept of a 'cramdown'. However, not many people complain when the value of 

their 401(k), real estate, or precious metals portfolio increases in value. In today’s world, assets on the balance sheets of 

banks, businesses, and consumers include:  

 

 Residential real estate 

 Commercial real estate 

 Mortgages 

 Mortgage-backed securities 

 Stocks 

 Bonds 

 Commodities 

 Student loans 

 Auto loans 

 Credit card loans 

We can illustrate how the inflation of asset prices can restore balance sheets back to health via an extreme and unrealis-

tic example. Hypothetically, assume the government passed a law mandating that effective immediately the value of all 

residential and commercial real estate was to be valued at twice its existing market price. In theory, you would be doubling 

the value of some assets on balance sheets while keeping liabilities constant. Presto – by increasing the value of asset 

prices, policymakers can assist in the healing of sick balance sheets.  
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Obviously, a law such as the one used in this example is not about to be enacted, but policy makers do have tools at their 

disposal that can help them inflate asset prices. They include:  

 Lowering interest rates to nearly zero (encourages borrowing, spending, and investment).  

 Increasing government spending and investment (creating demand).  

 Monetizing the national debt (printing money).  

 Flooding the banking system with reserves (increasing the money supply).  

 Government purchases of assets (creating demand).  

From an investor’s perspective, it is nearly irrelevant whether or not we agree with these policies. It is what it is and things 

are not likely to change anytime soon. If you are skeptical about the need to inflate asset prices, we suggest you consider 

the alternative. If asset prices continue to fall, in a global economy that is up to its eyeballs in debt, the negative feedback 

loop will morph into a deflationary spiral which becomes very difficult to stop. It is much easier to attempt to inflate than 

attempt to reverse a deflationary depression. The decisions about debt levels and the direction of policies were made long 

ago. We believe given the circumstances and the political pressures, the Fed will err on the side of policies that lead to 

asset price inflation, while mostly paying lip service to their ‘concerns’ about consumer price inflation. As investors, we 

must protect ourselves from the substantial risk of a significant reduction in the purchasing power of the paper money we 

currently hold. 

We feel the proper course of action would have been to let the bubbles pop in 2000, which would have forced the system 

to reduce and purge debt. It would have been painful, but it would have set the stage for a more sustainable recovery. Like 

dealing with Social Security and Medicare, no politician wants to make the difficult decisions related to a much needed 

purging of debt on their watch, since it may be harmful to their reelection bid. The easier thing to do is to continue to kick 

the can down the road and attempt to reinflate asset prices one more time. We feel policymakers will use all means nec-

essary in their attempt to get asset prices rising and balance sheets repaired. If you think that is a strong statement, con-

sider it in the context of recent and current policies, such as the Fed buying government bonds (monetizing the debt a.k.a. 

money printing), a near zero interest rate policy that punishes savers and encourages speculation, government ownership 

stakes in numerous businesses from GM to AIG, government guarantees on all sorts of private debt, etc. 

 

Fed Chairman Greenspan allowed the NASDAQ bubble to inflate. Greenspan and Bernanke allowed the housing and com-

modity bubbles to inflate. If you bet against them in the current environment, you are betting against powerful people and 

institutions that have the ability to print unlimited amounts of new U.S. dollars (for now at least). Regrettably, we believe it 

will all end badly at some point, but that could be years and years from now. In the meantime, it appears as if the Feds 

have been successful in their efforts to ignite new bull markets. It is what it is and is not likely to change anytime soon. We 

don’t have to like it, but we can still attempt to profit from it as a means to protect our purchasing power.  



 

Ciovacco Capital Management, LLC (CCM) is an independent money management firm based in Atlanta, Georgia. CCM helps individual investors 

protect themselves from inflation while minimizing the probability of investment losses via research, disciplined risk management techniques, and 

globally diversified investment portfolios.  Since we are a fee-based financial advisor, our only objective is to help you protect and grow your as-

sets. Our long-term, theme-oriented approach allows for portfolio rebalancing from time to time to adjust to new opportunities or changing market 

conditions. CCM’s risk management and stop-loss disciplines help preserve principal in even the most challenging investment environments.   We 

explore opportunities in all asset classes to help protect and grow your hard earned assets. Our clients may hold positions in timber, foreign com-

mercial real estate, gold, silver, base commodities, foreign stocks, foreign bonds, and foreign currencies to complement their positions in U.S. 

stocks and U.S. bonds. When conditions warrant, we also use hedging strategies as "insurance policies" to protect against downside risk. This 

approach (wide diversification and hedging) has been used successfully for many years by the best pension and endowment managers to reduce 

risk and improve returns. Clients who work with Ciovacco Capital Management gain access to a diversification strategy that is seldom seen at the 

individual investor level.  
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Short Takes — Updated Regularly 
All material presented herein is believed to be reliable but we cannot attest to 
its accuracy. The information contained herein (including historical prices or 
values) has been obtained from sources that Ciovacco Capital Management 
(CCM) considers to be reliable; however, CCM makes no representation as to, 
or accepts any responsibility or liability for, the accuracy or completeness of the 
information contained herein or any decision made or action taken by you or 
any third party in reliance upon the data. Some results are derived using histori-
cal estimations from available data. Investment recommendations may change 
and readers are urged to check with tax advisors before making any investment 
decisions. Opinions expressed in these reports may change without prior no-
tice. This memorandum is based on information available to the public. The data 
and analysis contained herein are provided "as is" and without warranty of any kind, 
either expressed or implied. CCM, any CCM affiliates or employees, or any third party 
data provider, shall not have any liability for any loss sustained by anyone who has 
relied on the information contained in any CCM publication or web posting.  This 
memorandum is not an offer to buy or sell or a solicitation of an offer to buy or 
sell the securities mentioned. The investments discussed or recommended in 
this report may be unsuitable for investors depending on their specific invest-
ment objectives and financial position. Past performance is not necessarily a 
guide to future performance. All opinions expressed herein are subject to change 
without notice, and you should always obtain current information and perform due dili-
gence before trading. CCM, accounts that CCM or its affiliated companies manage, or 
their respective shareholders, directors, officers and/or employees, may have long or 
short positions in the securities discussed herein and may purchase or sell such securi-
ties without notice. CCM uses and has historically used various methods to evaluate 
investments which may, at times, produce contradictory recommendations with respect 
to the same securities. When evaluating the results of prior CCM recommendations or 
CCM performance rankings, one should also consider that CCM may modify the meth-
ods it uses to evaluate investment opportunities from time to time, that model results 
do not impute or show the compounded adverse effect of transaction costs or manage-
ment fees or reflect actual investment results, that other less successful recommenda-
tions made by CCM are not included with these model performance reports, that some 
model results do not reflect actual historical recommendations, and that investment 
models are necessarily constructed with the benefit of hindsight. For this and for many 
other reasons, the performance of CCM's past recommendations and model results 
are not a guarantee of future results. The price or value of the investments to 
which this report relates, either directly or indirectly, may fall or rise against the 
interest of investors. All prices and yields contained in this report are subject to 
change without notice. This information is based on hypothetical assumptions 
and is intended for illustrative purposes only.  Investment recommendations 
may change and readers are urged to check with their investment counselors 
and tax advisors before making any investment decisions. Opinions expressed 
in these reports may change without prior notice. The securities mentioned in this 
document may not be eligible for sale in some states or countries, or be suitable for all 
types of investors; their value and income they produce may fluctuate and/or be ad-
versely affected by exchange rates, interest rates or other factors. All of the views 
expressed in CCM research reports accurately reflect the research analyst's personal 
views regarding any and all of the subject securities or issuers. No part of any analyst 
compensation was, is, or will be, directly or indirectly, related to the specific recom-
mendations or views expressed in a research report. THERE ARE NO WARRAN-
TIES, EXPRESSED OR IMPLIED, AS TO ACCURACY, COMPLETENESS, OR 
RESULTS OBTAINED FROM ANY INFORMATION CONTAINED IN THIS 
REPORT. PAST PERFORMANCE DOES NOT GUARANTEE FUTURE RE-
SULTS. Reproduction or references made to CCM research without specifically provid-
ing the source,  Ciovacco Capital Management and www.ciovaccocapital.com is prohib-
ited without prior permission. Copyright 2009 © Ciovacco Capital Management, LLC. All 
rights reserved.  
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