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Inflation Doesn’t Cooperate

| Am the House

Where Do Republicans Go From Here?
Cleveland, DC and More

There is so much going on, it is hard to know where to begin. CPI just came out, the
Republican administration put on offer some very nonconservative spending proposals,
Treasury Secretary Scott Bessent makes some rather (how to say this?) problematic
statements. The FOMC meets next week. The data is all over the place. | had a long and epic
dinner in New York with David Bahnsen, Rene Aninao, and Brian Syztel which has my mind
buzzing with ideas and new concepts.

But first, let me take you back to the early morning in Grapevine, Texas on September 11,
Twenty-five years ago. Our phones began ringing with friends telling us to turn on the TV. We
saw the tragedy. | was managing a fund and my brokers were on Wall Street. | simply had no
perspective up until that point. | called him and heard the horror firsthand.
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At the time, it was the most impacting moment of my life. Not unlike Pearl Harbor was for my
father. You knew everything would change, just not how or why or to what. My father captained
an ocean-going tug for the Army. He pushed the first barge into Tokyo Bay which carried
MacArthur’s furniture. The Japanese were decisively defeated and are now our allies.

We must never forget 9/11, and we must never forget who triggered it. It is not a state actor
that can be defeated and it is not World War Il. But the dangers are still there. Never forget.

Inflation Doesn’t Cooperate

Trigger warning: some of the letter below will be critical of some the latest proposals and
actions from the Trump administration. | get that the proposals from many of the Democrats
are far worse. But that doesn’t justify a departure from conservative principles. Jumping in:

The Consumer Price Index for August showed that headline inflation rose 0.4% as expected,
but it is still a hot number. 3.4% year-over-year inflation is a long way from the already too high
2% target. Energy was of course a large factor, and is up 4% over the month and 27% year-
over-year. Housing prices are still somewhat overstated but getting closer to current reality.
Note that housing prices change with a 12-month lag and so can distort the inflation figures on
both the up and down side depending on the trend.
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The Producer Price Index this week was annualized 5.4%. Below is from the BLS chart on the
PPI. | cut-and-pasted just the monthly annual number and the core number. You can see the
full data at the link below. The average for the last six months has been well over 5%. That
feeds directly into CPI pressures. This is a trend that is not the Fed’s or our friend.
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Further, shipping rates over both land and sea are spiking. Diesel fuel is getting really high.
That all filters into the price of everything physical that has to be shipped.

This morning, we see 85-86% chance that the Fed will hike rates at the FOMC meeting next
week. As | noted in previous letters, Chairman Kevin Warsh simply did not have the votes to
raise rates that the last meeting. | am sure there are a lot of conversations going on among
FOMC members and the Chair, and his Jackson Hole speech certainly improved his chances
of getting a few more members to vote with him.

Here’s the problem. The midterms are in less than two months. | don’t think the chairman will
want to raise rates with an 8 to 4 vote. You want to see some consensus here. Can he get nine
votes or even 107 | hope so. But if he can’t raise rates this next meeting, it almost certainly
means that he will not raise rates at the October 27-28 meeting which is only six days before
the general election. Talk about being between the rock and a hard place.

My view is if they do not raise rates, long-term rates will go up even more. It will really call into
question whether the Chairman is serious about inflation, no matter how much he keeps
talking the talk. As Thomas Sowell told us, we should not judge a policy by its intentions but by
its actions and results. The Federal Reserve is still expanding the balance sheet. At a minimum
they can stop that. Warsh has to get in front of this, or it could get out of hand.

| expect a rate hike, and | believe (hope?) that long rates will come back down. The markets
are justifiably nervous about inflation, and with proposals from the Republican administration
which would only increase the deficits, they have reason to be nervous. The Fed needs to
establish its bona fides.
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The housing market is in the doldrums. At 6.9% 30-year mortgage rates, it is tough for a family
to buy a new home. We are at a 10-year high in the supply of single-family homes. And while
home prices are beginning to slip in most markets, the drop is not significant in terms of
making it easier for families to buy their first home. Raising rates on the short end may
ironically have the side benefit of reducing mortgage costs somewhat.
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| Am the House Now

Treasury Secretary Scott Bessent said this week, talking about supporting the Japanese yen,
am the house now.” And indeed, the yen did actually rise a few percentage points after their
initial intervention and supposedly future interventions coordinated with the Bank of Japan.
Below is the last 30 days of trading, and you can see where the yen is up 3.5% against the
dollar over the last 30 days. And it has stayed down. but....
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That move has been criticized most famously by Scott’s friend and mentor Stan Druckenmiller
in a Wall Street Journal op-ed (which you should read), but a lot of us have been critical, noting
that currency interventions are typically only temporary. It takes a fundamental shift in
government policies and actual economic trading to change the trend.

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial M N
expert, John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com AULDI



https://www.mauldineconomics.com/frontlinethoughts
https://www.tradingview.com/symbols/USDJPY/?timeframe=1M

THOUGHTS
"me FRONTLINE

Japan is running huge deficits and their economy is not that strong. There is a reason their
currency weakened by over 50% from its all-time high. Now, can a coordinated effort between
the US Treasury Department and the Bank of Japan make a temporary difference? That can
last for months? Yes. And | think that’s what’'s happening. Bessent doesn’t want the
appearance of the Japanese not investing in the US treasury market before the midterms. The
Bank of Japan is signaling they are going to raise rates which will help marginally, but they’re
going to have to do more than on that front. And the Japanese government is still running large
deficits which in the past has been almost entirely financed by the Bank of Japan. This is
obviously inflationary, even with the very low inflation of Japan.

Bessent knows better. He was there when Soros and Druckenmiller faced down the Bank of
England. He knows the history of currency interventions. But he is not a hedge fund now, he is
the Secretary of the Treasury and he is trying to do what he can for different purposes. So he
talks a good game but long-term it will not work. Japan has its own internal issues that need to
be solved in order to maintain the valuation of their currency.

And while | am piling on Scott Bessent, let’s point out that his buying of long-term bonds in
order to bring down they interest rate on the long end was spectacularly unsuccessful. First, $4
billion is spitting into the wind. If you really want to do something, you have to bring it in much
larger size. And that creates a problem. It is essentially shifting chairs on the deck of the
Titanic. Messing with the bond market is a magnitude more difficult and far less likely to
succeed than trying to intervene in the yen market. The problem is not the bond market, it is
the incompetence of Congress and its inability to control spending.

When Congress decides to reduce the deficit to below nominal GDP, long term rates will drop
dramatically. Until then? Not so much. And buying long-term bonds and replacing them with
short-term bonds is highly problematic. It is not good financial management, as it actually costs
the country money long-term.

My friend Peter Boockvar did the math for us this morning. Quoting:

“l did a bit of back of the envelope math with regards to the Treasury bond buyback. |
guessed at one of the bonds they might have bought back a piece of and it was
originally a 30 yr bond, issued on February 15" 2016 and currently trading at $.65 on
the dollar and has a coupon of 2.5%. The size of the issue was $40 billion.
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“Let’s just say the $5b buyback was all of this issue, Treasury was able to reduce US
debt by about $2.77b (buying $7.7b of notional bonds for $.65 on the dollar). Great! But
while the 2.5% coupon on the $7.7b of debt reduction would save $192.5mm of annual
interest expense, look at the cost of replacing that low cost debt. Treasury needs to
issue $5b of short term bills to pay for the buyback. Let’s use the current 1 yr T-bill
interest rate of 4.25% and to raise $5b of bills, interest expense would be $212.5 million
annualized.

“So, we've given up the certainty of a bond with still 20 years of maturity at a coupon of
just 2.5% and replaced it with a more than 4% rate on short term bills whose financing

use of the short end is highly uncertain as to cost in the coming years.

“Why were the offers to Treasury on this buyback less than historically? Maybe many
didn’t want to take a mark to market 35% loss on their long term bonds I’'m guessing.

“I'll take another of Stan Druckenmiller’s WSJ quote, ‘This wasn'’t liquidity management,
it was price management.’ And to repeat again, no lunch is free on Wall Street.

“US Treasury bond maturing on 2/15/46”
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Source: Peter Boockvar
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Where Do Republicans Go From Here?

| was on the Texas state executive committee for the Republican Party for almost 20 years
from the early 80s to the early 2000’s. | was chair of many state committees, and held the
gavel at some point at every convention from the late 80s on. | can go on, but the point is that |
was clearly in the Republican camp. (I should note that a young version of me voted for
McGovern and Carter.)

The Democrats dominated Texas state politics in the 60s and 70s, but that began to change in
the 80s. It became a regular occurring event where Democratic political officials and
sometimes entire counties would switch to the Republican Party. The rationale was always
along the lines of:

‘I didn’t leave the Democratic Party. The Democratic Party left me.” | should note that
Democrats of my youth in Texas were largely conservative and had been for a century. The
move leftward by the Democratic Party made them highly uncomfortable.

| have always been economically conservative and somewhat socially moderate, even more so
today. | look at the Republican Party today and | don’t see many economic conservatives in
Congress, except for the lip service kind. | get why the Senate is difficult, as the filibuster rule
keeps a lot of conservative measures from passing. And | don’t want to get rid of the filibuster.

But the last few months have really got me puzzled. When the president says that he will give
a-bribe-of $5,000 to every American if they give him a Republican House and Senate, which
would cost an estimated $1.3 trillion, further destroy any budget credibility of the Republican
Party and would add (my back of the napkin guess) at least 1% to inflation, meaning that rates
would have to go even higher for longer, what do you do? That is not a Republican Party that |
am familiar with. Reagan was popular, but not a populist. So was Bush, at least in his first
term. There is zero chance such a proposal could make it through the Senate, and | would give
pretty large odds that it could not pass the House

And then Vice President J. D. Vance proposes we repurpose money allocated for single
mothers for daycare into a $9,000 per child welfare subsidy for stay-at-home moms for the
family makes less than $76,000. In the name of supporting family values. Who can be against
family values? And then employees of the theoretically conservative Heritage Foundation
argue the proposal would be revenue neutral and profamily? What in the wide, wide world of
Republican sports is going on?

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial M N
expert, John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com AULDI



https://www.mauldineconomics.com/frontlinethoughts

THOUGHTS
"me FRONTLINE

I’m not going to go back in great detail, but essentially the money would come from the Child
Care and Development Fund, a $12-billion block grant created in the 1990s to help low-income
parents pay for care while working or finishing school. 30% of that money comes from Social
Security. The authorization for the remaining 70% expired in 2020. Each year since then,
Congress has renewed the funding.

If a Republican-controlled Congress wanted to reduce spending on daycare for single moms,
in theory they could just do so. That has never been proposed. What this proposal would do is
to shift money from single moms to stay at home moms.

“The CCDF currently covers about 1.3 million children and 870,000 families. Four in five
recipient families are headed by a single working parent, usually a mother. The new rule
would add no new money to the fund, exclude unmarried couples and send checks to
households rather than day-care providers.” (source: Contributor: JD Vance's
convoluted scheme to pay stay-at-home parents - Los Angeles Times)

Does anybody in their right mind believe this doesn’t create another welfare constituency? And
further, do you really think that there is any vote to cut off single working mothers from daycare
access? All this means is there would have to be new monies allocated and the deficit will be
further increased. Who doesn’t like free money?

(For a thorough and well-reasoned analysis of this proposal, | suggest you listen to David
Bahnsen’s podcast at Capital Record here (produced by the National Review)

| feel like a Texas Democrat in the 1980s. Where is my party? Except that for me, and |
suspect a lot of people, there is no other party to call home.

Proposals like these, while they do pander to some portion of the base, are not pointing us in
the direction of reducing deficits. It disheartens those who are fiscally conservative, which is
(was?) a big portion of the party.

Paul Krugman has on more than one occasion said that the deficits and debt don’t matter. So
far, he’s been right. That is beginning to change. And like every country in history, debts and
deficits don’t matter until they actually do. And when they do, it is typically in a rather vicious
and unwelcome fashion. Stay tuned.
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Cleveland, DC and More

Shane and | will be in Cleveland October 10 for Mike and Nancy Roizen’s 80" birthday party
(Mike turned 80 a few months ago). Then | will be in DC November 10 and 11t for an Inner
Circle meeting. Those members attending will get the distinct pleasure of meeting with David
Bahnsen and Rene Aninao and some other very special guests. They will get a little flavor of
what those dinners | mentioned above are like.

My friend and fellow Mauldin Economics writer, Jared Dillian, has a new book out this week
called The Awesome Portfolio. It is essentially about a much-simplified portfolio allocation
process, one that reduces a great deal of stress and is very conservative. It is actually as much
about investor psychology as it is about portfolio allocation. Jared is good on investor
psychology. Highly recommended.

He noted in his latest blog the immense satisfaction that he got from seeing his book on a
Barnes & Noble shelf. | can so relate. | used to go to bookstores in every city | visited. When |
saw my book on a shelf, it did bring a certain level of thrill/satisfaction. And | always offer to the
manager to sign the book. They would put a little sticker on it saying “autographed book.”
Which actually meant that they couldn’t send the book back even if it didn’t sell. Just saying...

New York was very crowded. Hotel rooms were the highest prices | have ever experienced. |
had lunch with Ed D’Agostino who came in from Connecticut. On his way in he checked to see
what hotel rates were as he thought he might spend the night. There were barely any rooms.
There was one at the Ritz Carlton for $25,000 plus outrageous prices at other hotels. At lunch
he pulled up his phone to show me that search, and somebody took that $25,000 suite at the
Ritz. Restaurants were full. | know billionaires may be leaving, but it's not looking that way on
the streets today.

And with that, | will hit the send button. You have a great week. And don’t forget to follow me
on Twitter. And just for the record, there was no Al used in the writing of this letter.

Your wondering where we are going analyst,
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READ IMPORTANT DISCLOSURES HERE
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