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How Inflation Begins 

 
 

“I am a large volume importer of industrial hardware, mostly out of Asia.  I just received my April ocean freight 
rate update.  Container cost up 5% from March and up 21% from April 2009.  For my products, the YOY increase 
represents a 3% increase to cost of goods.  Cost of steel as we know is going up significantly and these price 
increases for us – contrary to what the popular spin may be – are effective immediately.  Obviously, as we are 
replacing fast-turning inventory, we are passing on these increases immediately.  About a year ago, I reported to 
you that our business was extremely slow and our inventories very high.  Despite price increases going on 
offshore, I pointed out that in our world, these increases would take time to trickle through due to the high 
inventory levels that we and our competitors were sitting on.  Our position was that if we had it in stock, we 
would sell at basically any price for cash flow reasons.  Any new inventory would be sold based on actual current 
cost.  Needless to say, the purchases we made through the year were very minimal as we (correctly) were not 
optimistic about business looking forward.” 

“Now, business is still terribly slow but inventories have been depleted to the point that shortages are occurring.  
These shortages are exasperated by the fact that no one is buying any significant volume of replacement 
inventory.  Our statistics would show that our purchases in March (for delivery this summer) are up about 400% 
from any given month last year BUT are still only about 30% of our peak going back before all hell broke loose.  
Can you imagine how this data can be spun by focusing on the former and conveniently ignoring the latter?  We 
feel that we have hit bottom and have reasonable expectations to survive this debacle simply because we have 
downsized to about 20-25% the company we once were.  Our domestic competitors and vendors overseas 
basically report the same.  . . . (The) bottom line is this: no one is (all that) busy but prices are literally 
skyrocketing.  Smells like stagflation to me.  Anyone who tells me that there is no inflation on the horizon is 
delusional and in for one hell of a shock.” 

 . . . a post on Bill Fleckenstein’s website Ask Fleck 

Annualized inflation in India is running at about 15% and China is not all that far behind.  In the Philippines, March’s inflation figure 
was just reported at +4.4%, up from the previous month’s 4.2%, with the cost of Philippine fuel/electricity/water up 14.6% over the 
trailing 12 months.  In our country, since January 2009 the price of copper is up ~185%, crude oil is better by ~118%, and rubber is 
higher by ~167%.  Moreover, from August of 2009 until now hog prices have rallied ~75%, while cattle prices have lifted ~19%.  Such 
actions caused the Reuters CRB Commodity Index to travel above its 200-day moving average in June 2009 and stay there ever since 
(read: bullish and inflationary).  Meanwhile, economists continue to insist there is no inflation because wage inflation is non-
existent.  That, however, may be changing given some of the recent “worker strike” announcements. 

To us, inflation is assuredly returning, yet the degree of inflation is unknowable.  Why are we so sure inflation will return?  It is 
because for decades that has been the easiest political solution for the debt accumulation of our citizenry and our government.  To 
wit, pay back the debt with “cheaper” dollars.  Given the recent geometric rise of debt, we see only three ways out for our 
government:  sovereign default (unimaginable); severe economic contraction (unlikely); or, currency debasement (read: inflation).  
We choose “door” number three as the most likely course.  In past missives we have suggested that a 10% per year inflation rate, for 
the next five years, would go a long way in solving the nation’s debt problems.  As one savvy seer writes: 

“In 1979 the government ran a deficit of more than $40 billion – about $118 billion in today’s money.  The 
national debt stood at about $830 billion at year’s end.  But because of 13.3% inflation, that $830 billion was 
worth what only $732 billion would have been worth at the beginning of the year.  In effect, the government ran 
up $40 billion in new debts but inflated away almost $100 billion and ended up with a national debt smaller in 
real terms than what it started with.” 

So yeah, we choose inflation.  Recently, however, in addition to inflation, another “way out” has been proffered as the phrase Value 
Added Tax has emerged.  Wikipedia defines VAT as “A Value Added Tax (VAT) avoids the cascade effect of sales tax by taxing only 
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the value added at each stage of production.  For this reason, VAT has been gaining favor over traditional sales taxes.  In principle, 
VAT applies to all provisions of goods and services.  VAT is assessed and collected on the value of goods or services that have been 
provided every time there is a transaction (sale/purchase).  The seller charges VAT to the buyer and the seller pays this VAT to the 
government.” 

Hey “body politic,” have you not learned ANYTHING about the folly of a VAT tax from the Europeans?!  I think it was my beloved 
France that first introduced the VAT tax over 50 years ago; and, the implementation of that spurious tax spread quickly across the 
region.  It is a politically sly tax because it is embedded into the price of everything you buy.  Frighteningly, body politic can raise said 
tax at their collective will.  Accordingly, the government controls the revenue stream, which permits government to do what it does 
best e-x-p-a-n-d!  Hey America, are you listening?  Such a tax only aids in lowering an economy’s structural growth rate with a 
concurrent compression in corporate price earnings multiples.  And if you don’t believe me, the only state in this country to ever use 
a VAT tax has been my home state of Michigan – ‘nuff said! 

Speaking of increased government intrusion into the private sector, there was an interesting story in last Friday’s Wall Street Journal 
titled “The Massachusetts Insurance Blackout.”  The gist of the article is that the state’s Governor, for purely political reasons, 
rejected 90% of the non-profit insurers’ requests for a price increase (think about that – not for profit organizations).  As it turns out, 
those insurers lost $100 million last year, making it impossible for them to pay the anticipated cost of healthcare claims.  As stated, 
“It may even threaten the near-term solvency of some companies.  So until the matter is resolved, the insurers have simply stopped 
selling new policies” – ‘nuff said. 

Ladies and gentlemen, our government is running amok.  As Dr. Ed Yardeni writes: 

“The wall of worry is higher now following the passage of ObamaCare.  The coming tax hikes could depress 
consumer spending and increase the odds of a subpar recovery in employment.  The new law is likely to raise 
healthcare costs and widen the federal deficit, which might explain why the 10-year Treasury bond is as high as 
4%.  This can’t be good for consumer spending and profits.  The Obama administration is likely to be 
emboldened to push congress to pass more of its liberal agendas, which is bad for business.  Yet, I remain bullish 
until November 2, 2010.  That’s when our democratic political system will determine whether the liberal agenda 
will prevail, or will be reversed by a conservative backlash.  Until then, I expect that better-than-expected 
earnings, along with near-zero money market rates, will continue to push stock prices higher.  If the political 
backlash occurs, then a powerful year-end rally is likely.  If the liberal agenda prevails, 2011 could be a very good 
year for the bears.” 

The call for this week:  We are on the road this week and consequently these will likely be the only strategy comments for the week.  
That said, our short-term indicators have wrongly been counseling for caution since mid-March.  But as Lowry’s notes, “The 
probabilities have favored a relatively brief and shallow reaction.  Investors can use such periods to upgrade portfolios by reviewing 
holdings to identify laggard issues to be sold, and use the proceeds to buy stocks with stronger Power Ratings within the strongest 
Sectors and Industry Groups.”  Plainly, we agree and since March we have mentioned more than 20 such stock names from the 
Raymond James universe of stocks. 

 

 

 

 



Raymond James   

© 2010 Raymond James & Associates, Inc., member New York Stock Exchange/SIPC.  3 
International Headquarters: 
The Raymond James Financial Center  |  880 Carillon Parkway  |  St. Petersburg, Florida 33716  |  800-248-8863  

Important Investor Disclosures 
Raymond James is the global brand name for Raymond James & Associates (RJA) and its non-US affiliates worldwide.  Raymond James & 
Associates is located at The Raymond James Financial Center, 880 Carillon Parkway, St. Petersburg, FL  33716, (727) 567-1000. Affiliates include 
the following entities, which are responsible for the distribution of research in their respective areas.  In Canada, Raymond James Ltd., Suite 
2200, 925 West Georgia Street, Vancouver, BC  V6C 3L2, (604) 659-8200.  In Latin America, Raymond James Latin America, Ruta 8, km 17,500, 
91600 Montevideo, Uruguay, 00598 2 518 2033.  In Europe, Raymond James European Equities, 40 rue La Boetie, 75008, Paris, France, +33 1 
45 61 64 90. 

This document is not directed to, or intended for distribution to or use by, any person or entity that is a citizen or resident of or located in 
any locality, state, country, or other jurisdiction where such distribution, publication, availability or use would be contrary to law or 
regulation.  The securities discussed in this document may not be eligible for sale in some jurisdictions.  This research is not an offer to sell 
or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal.  It does not 
constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of 
individual clients.  Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital 
may occur.  Investors should consider this report as only a single factor in making their investment decision. 

Investing in securities of issuers organized outside of the U.S., including ADRs, may entail certain risks.  The securities of non-U.S. issuers may 
not be registered with, nor be subject to the reporting requirements of, the U.S. Securities and Exchange Commission.  There may be limited 
information available on such securities.  Investors who have received this report may be prohibited in certain states or other jurisdictions 
from purchasing the securities mentioned in this report.  Please ask your Financial Advisor for additional details.  

The information provided is as of the date above and subject to change, and it should not be deemed a recommendation to buy or sell 
any security. Certain information has been obtained from third-party sources we consider reliable, but we do not guarantee that such 
information is accurate or complete. Persons within the Raymond James family of companies may have information that is not available 
to the contributors of the information contained in this publication. Raymond James, including affiliates and employees, may execute 
transactions in the securities listed in this publication that may not be consistent with the ratings appearing in this publication.   

Additional information is available on request. 

 

Analyst Information 
Registration of Non-U.S. Analysts:  The analysts listed on the front of this report who are not employees of Raymond James & Associates, 
Inc., are not registered/qualified as research analysts under FINRA rules, are not associated persons of Raymond James & Associates, Inc., 
and are not subject to NASD Rule 2711 and NYSE Rule 472 restrictions on communications with covered companies, public companies, 
and trading securities held by a research analyst account. 

Analyst Holdings and Compensation: Equity analysts and their staffs at Raymond James are compensated based on a salary and bonus 
system. Several factors enter into the bonus determination including quality and performance of research product, the analyst's success 
in rating stocks versus an industry index, and support effectiveness to trading and the retail and institutional sales forces. Other factors 
may include but are not limited to: overall ratings from internal (other than investment banking) or external parties and the general 
productivity and revenue generated in covered stocks.  

 

The views expressed in this report accurately reflect the personal views of the analyst(s) covering the subject securities. No part 
of said person's compensation was, is, or will be directly or indirectly related to the specific recommendations or views 
contained in this research report. In addition, said analyst has not received compensation from any subject company in the last 
12 months. 

 

Ratings and Definitions 
Raymond James & Associates (U.S.) definitions   

Strong Buy (SB1)  Expected to appreciate and produce a total return of at least 15% and outperform the S&P 500 over the next six months. For 
higher yielding and more conservative equities, such as REITs and certain MLPs, a total return of at least 15% is expected to be realized over 
the next 12 months. 

Outperform (MO2)  Expected to appreciate and outperform the S&P 500 over the next 12 months. For higher yielding and more conservative 
equities, such as REITs and certain MLPs, an Outperform rating is used for securities where we are comfortable with the relative safety of the 
dividend and expect a total return modestly exceeding the dividend yield over the next 12 months. 

Market Perform (MP3)  Expected to perform generally in line with the S&P 500 over the next 12 months and is potentially a source of funds for 
more highly rated securities. 

Underperform (MU4)  Expected to underperform the S&P 500 or its sector over the next six to 12 months and should be sold. 
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Raymond James Ltd. (Canada) definitions   

Strong Buy (SB1)  The stock is expected to appreciate and produce a total return of at least 15% and outperform the S&P/TSX Composite Index 
over the next six months. 

Outperform (MO2)  The stock is expected to appreciate and outperform the S&P/TSX Composite Index over the next twelve months. 

Market Perform (MP3)  The stock is expected to perform generally in line with the S&P/TSX Composite Index over the next twelve months and 
is potentially a source of funds for more highly rated securities. 

Underperform (MU4)  The stock is expected to underperform the S&P/TSX Composite Index or its sector over the next six to twelve months 
and should be sold. 

 

Raymond James Latin American rating definitions   

Strong Buy (SB1)  Expected to appreciate and produce a total return of at least 25.0% over the next twelve months. 
Outperform (MO2)  Expected to appreciate and produce a total return of between 15.0% and 25.0% over the next twelve months. 
Market Perform (MP3)  Expected to perform in line with the underlying country index. 
Underperform (MU4)  Expected to underperform the underlying country index. 
 

Raymond James European Equities rating definitions  

Strong Buy (1)  Absolute return expected to be at least 10% over the next 12 months and perceived best performer in the sector universe. 
Buy (2)  Absolute return expected to be at least 10% over the next 12 months. 
Fair Value (3)  Stock currently trades around its fair price and should perform in the range of -10% to +10% over the next 12 months. 
Sell (4)  Expected absolute drop in the share price of more than 10% in next 12 months. 
 

Rating Distributions 

Out of approximately 789 rated stocks in the Raymond James coverage universe, 52% have Strong Buy or Outperform ratings (Buy), 42% are 
rated Market Perform (Hold) and 6% are rated Underperform (Sell).  Within those rating categories, 24% of the Strong Buy- or Outperform 
(Buy) rated companies either currently are or have been Raymond James Investment Banking clients within the past three years; 13% of the 
Market Perform (Hold) rated companies are or have been clients and 10% of the Underperform (Sell) rated companies are or have been 
clients. 

 

Suitability Categories (SR) 

For stocks rated by Raymond James & Associates only, the following Suitability Categories provide an assessment of potential risk factors for 
investors.  Suitability ratings are not assigned to stocks rated Underperform (Sell).  Projected 12-month price targets are assigned only to 
stocks rated Strong Buy or Outperform. 

Total Return (TR)  Lower risk equities possessing dividend yields above that of the S&P 500 and greater stability of principal. 

Growth (G)  Low to average risk equities with sound financials, more consistent earnings growth, possibly a small dividend, and the potential 
for long-term price appreciation. 

Aggressive Growth (AG) Medium or higher risk equities of companies in fast growing and competitive industries, with less predictable earnings 
and acceptable, but possibly more leveraged balance sheets. 

High Risk (HR)  Companies with less predictable earnings (or losses), rapidly changing market dynamics, financial and competitive issues, 
higher price volatility (beta), and risk of principal. 

Venture Risk (VR)  Companies with a short or unprofitable operating history, limited or less predictable revenues, very high risk associated 
with success, and a substantial risk of principal. 

 

Raymond James Relationship Disclosures 
Raymond James expects to receive or intends to seek compensation for investment banking services from the subject companies in the 
next three months. 

 

Additional Risk and Disclosure information, as well as more information on the Raymond James rating system and suitability 
categories, is available at rjcapitalmarkets.com/SearchForDisclosures_main.asp. Copies of research or Raymond James’ summary 
policies relating to research analyst independence can be obtained by contacting any Raymond James & Associates or Raymond James 
Financial Services office (please see raymondjames.com for office locations) or by calling 727-567-1000, toll free 800-237-5643 or 
sending a written request to the Equity Research Library, Raymond James & Associates, Inc., Tower 3, 6th Floor, 880 Carillon Parkway, 
St. Petersburg, FL 33716. 

 

International securities involve additional risks such as currency fluctuations, differing financial accounting standards, and possible 
political and economic instability.  These risks are greater in emerging markets. 

http://www.rjcapitalmarkets.com/SearchForDisclosures_main.asp
http://www.raymondjames.com/
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Small-cap stocks generally involve greater risks.  Dividends are not guaranteed and will fluctuate.  Past performance may not be indicative 
of future results.  

 

Investors should consider the investment objectives, risks, and charges and expenses of mutual funds carefully before investing.  The 
prospectus contains this and other information about mutual funds.  The prospectus is available from your financial advisor and should 
be read carefully before investing. 

 

For clients in the United Kingdom: 

For clients of Raymond James & Associates (RJA) and Raymond James Financial International, Ltd. (RJFI): This report is for distribution 
only to persons who fall within Articles 19 or Article 49(2) of the Financial Services and Markets Act (Financial Promotion) Order 2000 as 
investment professionals and may not be distributed to, or relied upon, by any other person. 

For clients of Raymond James Investment Services, Ltd.: This report is intended only for clients in receipt of Raymond James Investment 
Services, Ltd.’s Terms of Business or others to whom it may be lawfully submitted. 

For purposes of the Financial Services Authority requirements, this research report is classified as objective with respect to conflict of 
interest management. RJA, Raymond James Financial International, Ltd., and Raymond James Investment Services, Ltd. are authorized 
and regulated in the U.K. by the Financial Services Authority. 

For institutional clients in the European Economic Area (EEA) outside of the United Kingdom:  

This document (and any attachments or exhibits hereto) is intended only for EEA institutional clients or others to whom it may lawfully be 
submitted. 

For Canadian clients:  

Review of Material Operations:  The Analyst and/or Associate is required to conduct due diligence on, and where deemed appropriate 
visit, the material operations of a subject company before initiating research coverage.  The scope of the review may vary depending on 
the complexity of the subject company’s business operations. 

This report is not prepared subject to Canadian disclosure requirements. 

 

Proprietary Rights Notice: By accepting a copy of this report, you acknowledge and agree as follows: 

This report is provided to clients of Raymond James only for your personal, noncommercial use. Except as expressly authorized by 
Raymond James, you may not copy, reproduce, transmit, sell, display, distribute, publish, broadcast, circulate, modify, disseminate or 
commercially exploit the information contained in this report, in printed, electronic or any other form, in any manner, without the prior 
express written consent of Raymond James. You also agree not to use the information provided in this report for any unlawful purpose. This is RJA client 

releasable research 
This report and its contents are the property of Raymond James and are protected by applicable copyright, trade secret or other 
intellectual property laws (of the United States and other countries). United States law, 17 U.S.C. Sec.501 et seq, provides for civil and 
criminal penalties for copyright infringement. 

 

 


