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Not your father’s inflation
“[Inflation] is going to be serious. 

We’re seeing cost increases starting to 
come through at a pretty rapid rate.”  

So said the president of Wal-Mart 
U.S., Bill Simon, at the end of March. 

“Our customers are running out of 
money, buying smaller pack sizes and 
less discretionary items near the end 
of the month. It shows greater pres-
sure on consumers. A rising fuel price 
has been one of the factors that affect 
consumer spending. The end of the 
paycheck cycle is pronounced among 
our core customers.” 

So said the CEO of Wal-Mart, Mike 
Duke, at the end of April. 

Inflation is always and everywhere 
a monetary phenomenon, famously 
said Milton Friedman. But what if the 
people have no money to spend? High 
prices without the consumers to pay 
them quickly become low prices. 

Now begins a meditation on 21st-
century price inflation. To anticipate the 
conclusion, the newfangled inflation is 
more sinister than the old, conventional 
kind, because it is stealthier. Adamant-
ly opposed to the Wal-Mart business 
model of everyday low and lower prices, 
our central bankers have institutional-
ized gently rising prices. But “infla-
tion” is not the name they give to this 
policy of 2% per-annum debasement 
(they are cocksure enough to believe 
they can achieve 2% “or a little less” and 
not watch it burst into something much  
bigger). Rather, they call it “stability.” 

We Americans are blessedly out of 
practice at dealing with measured rates 
of inflation much greater than 3% to 4%. 
Having forgotten what to look for and 
how to react to what we see, we are col-
lectively making it up as we go along. 
The rag trade is illustrative.    

As recently as March 7, cotton 

changed hands at $2.14 a pound, the 
highest price since Gen. William T. 
Sherman marched through Georgia and 
fully 3.5 times the average of the decade 
of the 2000s. People were stockpiling 
the stuff against a seemingly certain sea-
son of shortages. But high prices worked 
their accustomed magic. Watching the 
bull market from the southern latitudes, 
cotton growers stepped up their plant-
ing. Production in Australia and Brazil 
this season is expected to jump by 154% 
and 65%, respectively. Whereas only a 
few months ago there was seemingly no 
cotton to be had, today—as U.S. Depart-
ment of Agriculture analyst Carol Skelly 
tells colleague Evan Lorenz—“nobody 
wants to hold a pound of cotton more 
than they have to because it’s losing val-
ue.” From $1.58 at this writing, the fu-
tures market is penciling in a decline to 
$1.28 per pound in December and $1.01 
a pound in December 2012. 

One rising price isn’t inflation, of 
course, any more than one falling price 

is deflation. In a well-tempered market 
economy, some prices are rising while 
others are falling. The ups and downs 
and sideways movements ration con-
sumption and prime production. When, 
however, prices move not singly but 
in unison, either to the upside or the 
downside, the central bank properly 
falls under suspicion. 

Today, the Federal Reserve properly 
comes under suspicion for another rea-
son. It—more broadly the federal ap-
paratus—is bent on short-circuiting the 
price mechanism. It has resisted the 
downward course of house prices, stock 
prices and debt prices. On “deflation” 
it has declared preemptive war. Let the 
planners’ chosen index fail to rise by the 
planners’ stipulated minimum, and the 
monetary floodgates open. In the fur-
ther interest of supposed stability, the 
funds rate is pressed to zero. 

But human affairs, not to mention 
natural ones, are inherently unstable. 
Texas, the biggest cotton-producing 
state in the No. 1 cotton-exporting na-
tion, is burning up in its worst drought 
in half a century. “Officials with the Na-
tional Oceanic and Atmospheric Admin-
istration say their weather models pre-
dict the severe drought that has parched 
the southern United States will continue 
to midsummer—and beyond,” The New 
York Times reports. “There’s still time to 
get rain and make a good Texas crop,” 
Skelly advises, “but, statistically, you 
would have to say that it’s less likely.”

For the cotton marketing year ending 
July 31, the USDA last month forecast 
worldwide production of 114.5 million 
bales, with ending stocks of 41.6 million 
bales. For reference, the carryover has 
averaged 57.9 million bales over the past 
five years and 55 million bales over the 
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past 10. This year, the United States is 
expected to produce 18.1 million bales. 
If, however, Texas fries, the next Ameri-
can crop could be shortened by 25%, 
thereby reactivating the bulls.  

Inflation, to take some small liberties 
with the Milton Friedman dictum, is a 
state of mind as well as of money. Let 
the idea of $2 cotton take root (along 
with the notion of $4.50 gasoline) and 
the people will adapt in ways to facilitate 
rising prices in other goods and services. 
Especially will they change the way 
they work and live in an environment 
of miniature interest rates and nonstop 
money printing. 

As to who will pay those prices when 
Wal-Mart’s customers can’t seem to get 
through the month, the taxpayers have 
evidently been nominated. During our 
Great Recession, transfer payments 
came to make up 16% of American per-
sonal income, compared to 12.6% as re-
cently as the recession of 1990-91. And 
18 months after the recovery from the 
Great Recession officially began, trans-
fer payments made up 18% of American 
personal income vs. 13.6% following re-
covery from the 1990-91 downturn.

All in all, we conclude, someone will 
pay the inflated prices.

• 

Demand a recount 

“It’s not the voting that’s democra-
cy,” to quote the playwright Tom Stop-
pard. “It’s the counting.” So, too, with 
inflation. It’s the calculation. Govern-
ments say one thing, the incredulous 
citizenry sees another. Thus, accord-
ing to China’s most obedient statisti-
cians, consumer prices in March rose 
by 5.4% from a year earlier. From the 
teeming mass of non-statisticians, you 
will get an argument. 

Monetary debasement is the sub-
ject at hand, in and out of the Peo-
ple’s Republic. Picking up where we 
left off in the issue of Grant’s dated 
April 30, 2010, we renew our bullish 
call on the Hong Kong dollar and re-
affirm, though without further elabo-
ration, our bullish call on the Singa-
pore dollar. And if the Chinese CPI 
were a stock, we would be bullish on 
that, too.  

Between the lines of a recent Fitch 
report on the rot in China’s banking 
system, you can intuit a new approach 
to understanding Chinese inflation. 
By official count, 1.1% of Chinese 
bank loans were nonperforming at 
the end of last year. Fitch, however, 
puts the real number closer to 6%. 
Read “Red Capitalism: The Fragile 
Financial Foundation of China’s Ex-
traordinary Rise,” by Carl E. Walter 
and Fraser J.T. Howie (Wiley, 2011), 
a provocative new examination of the 
same rot, and you will be inclined 
to suspect that even 6% might be 
too low. Or listen to Li Keqiang, the 
Chinese premier-in-waiting, who has 
been quoted disparaging the party’s 
own “man-made” economic statistics. 
Really, he said, they are intended “for 
reference only.” 

Perhaps, then, the true Chinese 
inflation rate is some multiple of the 
officially avowed number. But what 
multiple to apply? Something sub-
stantial, probably. Real interest rates 
are negative, the broad money growth 
is climbing by 16.6% a year, wage 
growth is in double digits and—on the 
authority of The Economist magazine’s 
Big Mac index—the renminbi and the 
Hong Kong dollar are running neck 
and neck for the title of the world’s 
most undervalued currencies. 

Then, too, China’s money-print-
ing apparatus puts even the Federal 
Reserve’s in the shade. To suppress 
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consumption while discouraging out-
put. Real-estate inflation has, up until 
very recently, been north of 20%.” 

Measured in renminbi before ad-
justment for inflation, China regis-
tered growth of 17% in 2010. Let us 
assume the same for 2011. Subtract 
a 5% inflation rate, and you have the 
picture of an economy riding a bullet 
train. However, if the actual inflation 
rate isn’t 5% but 10%, real growth 
would be 7%, not 12%, in which case 
the economy would be riding some-
thing like America’s Amtrak Acela. 
A 15% inflation rate—almost 10 per-
centage points less than the one in 
place at the time of the Tiananmen 
Square uprising in 1989—would place 
the Chinese economy on board the 
Long Island Rail Road. Let the record 
show that nothing like these rates of 
inflation are envisioned by the In-
ternational Monetary Fund, which, 
anticipating elevated but stable com-
modity prices, has forecast an actual 
decline in the 2011 Chinese inflation 
rate (measured by the price deflator) 
to 4.2% from 5.8% in 2010. For our 
part, doing our China watching from 
lower Manhattan, we rule out nothing, 
neither a deflationary debt problem 
nor a much bigger inflation problem. 
As for the former, the authors of “Red 
Capitalism” build what, to us, is a per-
suasive case that China’s public debt 
totals not the officially asserted 20% 
of GDP but something closer to 76% 
of GDP. A comparable undercount-
ing of price inflation would help to 

er to 10%.” John H. Makin, writing for 
the American Enterprise Institute in a 
just-published analysis entitled, “Why 
China Overheats,” puts the true infla-
tion rate closer to 8.4%—in any case, 
not 5.4%. 

You expect big, tall numbers from 
China, the Texas of world economic 
data, and March didn’t disappoint, 
with year-over-year growth in GDP of 
9.7% and in retail sales of 17.4% (“for 
reference only,” of course). “Residen-
tial investment,” observes Makin, “a 
favorite vehicle of wealth storage for 
Chinese investors unable to invest 
abroad, rose at a year-over-year rate 
of over 33%. . . .” With the single ex-
ception of the macroeconomic plague 
year of 2009, Chinese nominal GDP 
has allegedly grown at rates of close to 
20% in every year since 2004. Lately, 
however, according to economist Andy 
Xie, “much” of this growth has been 
an inflationary mirage. “Inflation,” he 
writes, “is entering crisis territory, as 
consumer prices for many products 
and services rise at double-digit rates. 
Signs of panic have appeared along 
with hoarding which, when it spreads, 
could trigger a social crisis.” 

“I just know this,” Frank Byrd, di-
rector of research at Fielder Manage-
ment, New York, tells colleague Evan 
Lorenz: “For the masses, the wage-
rate inflation is mid-teens or higher.
Food-price inflation is rising double 
digits and would be higher were it not 
for price controls, which have the per-
verse, unintended effect of supporting 

the value of the local currency, the 
People’s Bank purchases inbound for-
eign currencies, chiefly dollars, with 
renminbi printed specially for the 
purpose. Some of these purchases the 
central bank attempts to “sterilize,” 
or neutralize, through open-market 
operations, but it can’t mop up every 
redundant renminbi. Proof of the ex-
istence of a sea of unmopped money 
takes many shapes, including the fact 
that Chinese M-2 foots to the U.S. 
dollar equivalent of $11.7 trillion, 30% 
higher than American M-2, though 
the U.S. economy is 2.5 times big-
ger than China’s. Some of this paper 
might depart for other, more hospita-
ble markets, except that China’s capi-
tal controls bar the exits.  

As to the grotesque hoard of accu-
mulated dollars, now on the order of 
$3 trillion, even Beijing allows that it 
might be over the top. Such reserves, 
the Ben Bernanke of China, Zhou 
Xiaochuan, admitted last month, “ex-
ceed our reasonable requirement.” 
If a Grant’s reader were slotted into 
Zhou’s job, diversification out of the 
dollar would begin instantly, and 
Zhou himself seems to be think-
ing along those lines. China’s sover-
eign wealth fund, China Investment 
Corp., is expected soon to receive as 
much as $200 billion from Beijing “to 
reduce its exposure to U.S. govern-
ment debt,” as the Financial Times 
put it on April 26. “In addition to 
handing more money to the CIC,” 
the paper added, “Beijing is also con-
sidering using the reserves to set up a 
variety of new special-purpose funds 
that would invest in sectors such as 
energy and precious metals. . . .”

China’s mandarins have not been 
entirely passive in the face of rising 
prices. They have allowed some modi-
cum of renminbi appreciation for one 
thing. They have raised bank reserve 
requirements for another, and have 
nudged up deposit rates for a third. 
Then, too, they control outright the 
prices of oil, gas, electricity and water, 
and they manage the means of mass 
communication. Not unlike certain 
Western central bankers, the Chinese 
media would have you believe that 
the recent lift-off in prices is transitory. 
Pay no attention, they say. “[T]hey’re, 
I think, intentionally underestimating 
inflation,” says University of Pitts-
burgh economist Thomas G. Rawski. 
“If they say 5%, I’m guessing it’s clos-
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country exhibiting Hong Kong’s vital 
signs, which include a 41/2% measured 
inflation rate and 18% loan growth. 
The man who actually does manage 
the Hong Kong Monetary Authority, 
Norman Chan Tak-lam, last week did 
some tough talking of his own. “U.S. 
monetary conditions may start to 
move gradually towards normalization 
from June,” said Chan. “I would like 
to remind the public that Hong Kong 
dollar interest rates may rise even be-
fore the Fed rate hike—Hong Kong 
dollar interest rates are also affected 
by changes in the demand [for] and 
supply of Hong Kong dollars in the lo-
cal banking system.” 

However, “the Fed rate hike” is 
an imagined event. It hasn’t hap-
pened and may not soon happen. 
Concerning the forecast that the 
sheer strength of Hong Kong loan 
demand will, by itself, raise up Hong 
Kong’s interest rates, Jake van der 
Kamp, a columnist for the South 
China Morning Post, entered a demur-
rer. “The strength of the loan growth 
at present is largely in reaction to a 
severe loan slowdown in 2008 and 
2009,” he wrote on April 29. “Bursts 
of loan growth tend to happen after 
all slumps and are not usually all that 
long lasting. Additionally, the fast-
est-growing category of loan growth 
is loans for use outside Hong Kong.” 

“In other words,” van der Kamp 
went on, “Norman may have some 
eggs in his prediction basket but he 
is still counting his chickens before 

explain, among other things, why so 
many Shanghai truck drivers braved 
the government’s wrath last month to 
protest rising prices. Judging the mat-
ter from halfway around the world, we 
can’t square the signs of public out-
rage with the anodyne official data.

There’s some monetarily induced 
anger in Hong Kong, too. For the past 
28 years, Hong Kong’s money and 
America’s have been virtually one in 
the same. The rate of exchange be-
tween the two dollars is fixed under 
Hong Kong law: HK$7.80 equals a 
greenback, and every HK$7.80 must 
be backed by a greenback. Though 
its status today is that of a Special Ad-
ministrative Region of the People’s 
Republic of China, the former crown 
colony is—in monetary terms—as 
American as the state of New Jersey. 
Washington, D.C.’s monetary policy is 

Hong Kong’s, and so, too, are Wash-
ington’s interest rates.  

You can argue the merits of quan-
titative easing and zero-percent 
money rates for the debt-shrouded 
U.S. economy, which is still trying 
to find its post-bubble bearings. 
But it’s awfully hard to defend the 
Bernanke approach in Hong Kong, 
where residential real estate prices 
leapt by 30% in 2009, by 24% in 
2010 and continue to leap in 2011— 
indeed, this year, they finally passed 
the peaks of the crisis year 1997. 
In a January survey of worldwide 
housing affordability produced by 
Demographia International, Hong 
Kong ranked dead last in a field of 
325 urban markets. New York—one 
of whose fringe political parties hap-
pens to be named The Rent Is Too 
Damn High Party—finished 68th. 

Youthful protesters against Hong 
Kong’s too-damn-high housing prices 
could hardly be expected to mount a 
journey to Washington to march on 
the Fed. Instead, they demonstrated 
outside the offices of the fabulously 
wealthy Li Ka-shing, decrying what 
they called “property-developer he-
gemony.” “Discontent over unafford-
able housing,” The Wall Street Journal 
reported, “and the belief that govern-
ment policy favors powerful property 
developers over ordinary people, has 
become a political flashpoint.” 

Not even Ben Bernanke would rule 
out a yank on the monetary reins if 
he were running the central bank of a 
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they have hatched. There is no doubt-
ing that he would like interest rates 
to go up, nor that it would probably 
be better for Hong Kong if they did. 
We have a wildly overheated prop-
erty market again and the longer this 
persists the bigger will be the thump 
when it comes down again. What is 
more, I would like my bank deposits 
to pay me some interest for a change, 
particularly with inflation running at 
41/2%. I feel I’m being robbed. I’m not 
alone in that feeling, am I?”

Van der Kamp is not. 
Craig Stephen, writing for Market-

Watch from Hong Kong on April 10, 
noted that “Hong Kong has faced in-
flationary pressures and a weak cur-
rency before, but this time looks dif-
ferent—there is nowhere to hide. In 
the past Hong Kong has been able to 
use China as its deflationary escape 
valve. High prices could be avoided 
by hopping over the border or buying 
cheaper mainland imports. But not 
any more—not only is China experi-
encing high inflation of its own, but 
the [renminbi] has also been steadily 
appreciating against the Hong Kong 
dollar. . . . Since July 2005, when Chi-
na ended its currency peg, the [ren-
minbi] has strengthened over 25% 
against the Hong Kong dollar.” 

Henny Sender, a Financial Times col-
umnist and Hong Kong resident, relat-
ed last week that “Hong Kong citizens 
are increasingly turning their backs 
on the U.S. dollar and momentum is 
growing to reject the dollar peg.”

It would be a better world if finan-
cial writers made the rules, of course, 
but they don’t. Donald Tsang, Hong 
Kong chief executive, has poured cold 
water on the idea of any parting of the 
ways with the U.S. dollar. Scrapping 
the dollar peg, he has insisted, would 
“damage the livelihood of the Hong 
Kong people.” 

We outsiders can hardly handicap 
the odds of a change in monetary re-
gime. We can, however, form a judg-
ment about the merits of the case for 
change, and we can price the cost of 
an option on that anticipated over-
haul. In the case at hand, it seems to 
us, the merits of reform are high, and 
the cost of the relevant option is low. 

If you are not an institutional inves-
tor with an International Swaps and 
Derivatives Association agreement in 
place with one of the too-big-to-fail 
banks, you could gain unleveraged 
exposure to the Hong Kong dollar by 
opening an account at HSBC. The in-
terest rate is zero (which, after all, is 
the nub of the opportunity), there is 
no FDIC insurance (because your ac-
count is with the Hong Kong office, 
not an American one), and a US$200 
service fee is levied. To set the ad-
ministrative wheels in motion, call the 
HSBC international phone number, 
877-850-4722.

For options-enabled institutional 
investors, a two-year call on the Hong 
Kong dollar struck 10% out of the 
money costs 16.4 basis points of the 
nominal amount committed. That 

would be $1,640 or so for every $1 
million face, or roughly the same cost 
as that quoted one year ago in these 
pages. As might be imagined, the 
price of an option on a currency that 
stands stock-still is considerably lower 
than that on a currency not linked to 
the dollar by a supposedly irrevocable 
currency board. Thus, for instance, a 
two-year call on the Singapore dol-
lar, struck 10% out of the money, is 
quoted at 101 basis points, or $10,141 
a year. That on the euro, on the same 
terms, is quoted at 324 basis points, or 
$32,444 per $1 million face. 

For managing a convertible cur-
rency and for not fixing interest rates, 
the chief executive of the Hong Kong 
Monetary Authority earns the U.S. 
dollar equivalent of $965,000 a year. 
For managing a nonconvertible cur-
rency and manipulating the funds 
rate, Ben Bernanke earns $199,700 a 
year. Some prices and values, at least, 
do seem entirely rational. 

•

Farmland gets crazy
When last we looked—it was the 

issue of Grant’s dated Feb. 11—the 
stereotypical farmland bull was a 
Midwestern farmer. He or she was 
an unleveraged buyer of neighboring 
acreage, not a hedge-fund investor 
from Boston. Ground-hugging inter-
est rates were the instigating bullish 
force. Better a contiguous 40 or 80 
acres, the farmers reasoned, than a 
savings account paying 1%. Besides, 
corn prices were in orbit. 

Now under way is a progress report, 
if asset-price inflation is your idea of 
progress (as it appears to be the Fed-
eral Reserve’s). On April 8, an 80-acre 
parcel in Mitchell County, Iowa, was 
auctioned off for $800,000, or $10,000 
per gross acre. The price per tillable 
acre, however—there were just 72.2 of 
them—worked out to $11,080, by the 
looks of it, a new county record. 

Jeff Troendle, a broker and an ac-
credited farm manager with Hertz 
Farm Management, Waterloo, Iowa, 
heard a blow-by-blow account of this 
transaction from the auctioneer him-
self. The farmers dropped out of the 
bidding at around $9,000 an acre, 
Troendle relates. “And then,” he ad-
vises colleague David Peligal, “two 

   (Continued on page 8)
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Credit Creation • Cause & effeCt

Federal reserve Balance sheet

(in millions of dollars)
 April 27, April 20, April 28,
 2011 2011 2010
The Fed buys and sells securities…
Securities held outright $2,464,929  $2,454,031  $2,045,382                     
Held under repurchase agreements 0 0 0
and lends…
Borrowings—net 17,207  17,618  78,078  
and expands or contracts its other assets…
Maiden  Lane, float and other assets 189,634  187,675  193,229  
The grand total of all its assets is:
federal reserve Bank Credit $2,671,770  $2,659,324  $2,316,689                        
Foreign central banks also buy,
or monetize, governments:
Foreign central bank holdings of Treasurys
and agencies $3,435,649  $3,418,552  $3,061,096                     

 View from the cheap seats
Evan Lorenz writes: 

I was on hand at the Fed’s first ever 
press conference, on April 27, representing 
Grant’s. Actually, as far as the Fed knew, I 
was representing the online New York Sun, 
Grant’s having no congressional press pass 
(the necessary credentials for admission). 

The conference took place on the top 
floor of the William McChesney Martin 
Jr. Building. A vast chandelier, which a 
Fed employee described with some em-
barrassment as being “from the 1970s” 
(not a good decade for monetary policy), 
shone on 60 seated reporters, assorted 
photographers and film crews. The Fed 
seated reporters based on the perceived 
importance of their news organization; I 
found myself in the back between Siri-
usXM Radio and a Northwestern Uni-
versity journalism student. While the 
celebrity newsmen up front bantered 
with Fed functionaries, the SiriusXM 
reporter spent the minutes before Ber-
nanke’s speech explaining to his editor 
why asking about the chairman’s birth 
certificate might be ill-advised. He could 
have saved his time, as no backbencher 
was permitted to ask a question. 

The questions from the front-line 
press followed a theme: what are you do-
ing about rising inflation? That this ques-
tion was repeated is understandable. It 
was Bernanke’s answers that didn’t make 
sense. After telling the assembled that 

swiss national Bank Balance sheet
(in millions of Swiss francs)
 
 March 2011 Feb. 2011 March 2010
The SNB holds. . .
Gold CHF43,999 CHF43,837 CHF39,450 
and buys and sells currencies. . .
Foreign currency investments 211,918 208,326 125,089 
and expands or contracts its other assets…
Other assets 20,474 21,254 44,365

Its assets total: CHF276,392 CHF273,417 CHF208,904  
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Credit Creation • Cause & effeCt

 View from the cheap seats reFlation/deFlation watch
 Latest week Prior week Year ago
FTSE Xinhua 600 Banks Index 9,835.41 9,866.71 10,040.41
Moody’s Industrial Metals Index 2,533.43 2,573.00 2,110.42
Silver $48.58  $46.06  $18.55 
Oil $113.93  $112.29  $85.17 
Soybeans $13.93  $13.81  $9.86 
Rogers Int’l Commodity Index 4,348 4,366 3,241
Gold (London p.m. fix) $1,535.50  $1,504.00  $1,166.75 
CRB raw industrial spot index 619.54 627.9 509.61
ECRI Future Inflation Gauge (Mar.) 104.9 (Feb.) 103.6 (Mar.) 101.2
Factory capacity utilization rate (Mar.) 77.4% (Feb.) 76.9% (Mar.) 72.8%
CUSIP requests (Apr.) 1,691 (Mar.) 1,772 (Apr.) 1,658

annualized rates oF Growth
(latest data, weekly or monthly, in percent)
 3 months 6 months 12 months
Federal Reserve Bank credit 43.5% 34.2% 14.9%
Foreign central bank holdings of gov’ts. 9.0 9.2 12.3
Swiss National Bank 10.1 -5.8 32.3
Commercial and industrial loans 6.5 5.0 0.7
Commercial bank credit  -3.1 -1.8 2.1
Primary dealer repurchase agreements 8.5 -11.0 6.7
Asset-backed commercial paper 10.5 -22.4 -12.1
Currency 13.0 10.5 8.0
M-1 13.3 13.2 11.3
M-2 4.3 4.0 5.0
Money zero maturity 5.8 5.0 5.1

“subdued inflation trends and stable in-
flation expectations” warrant continued 
monetary accommodation, the chairman 
admitted that “we’ve seen near-term 
inflation expectations rise fairly signifi-
cantly, which is reasonable.” Later, he 
seemed to capitulate on longer-term ex-
pectations: “Inflation has gotten higher. 
Inflation expectations are a bit higher.” 
Then he seemed to rule out a third round 
of quantitative easing precisely on the 
grounds of rising inflation. 

While Bernanke contended that “the 
longer-run outlook for inflation is de-
termined almost entirely by monetary 
policy,” he disavowed any responsibil-
ity for the short-term run-up in the price 
of anything. Consumers may take small 
comfort that the chairman sees inflation 
as “transitory” (an oft-repeated word) 
and the result of simple “supply and de-
mand.” “[I]sn’t it possible,” a media soul 
mate asked the chairman, “that the Fed’s 
policies could be providing the monetary 
tinder for inflation the longer they con-
tinue?” Bernanke obfuscated a reply. 

The namesake of the building in 
which we gathered claimed that it is the 
responsibility of the Fed “to take away 
the punch bowl just as the party gets 
going.” Bernanke, who has consistently 
prescribed more hair of the dog, takes 
faith in his clairvoyance: “We anticipate 
that we will tighten [monetary policy]—
at the right time,” he declared.   •
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investors took it the rest of the way. 
I’ve never seen such a slow land auc-
tion—they took the last $1,000 in $25 
per-acre increments. Usually, by the 
time you get down to $25 increments, 
you’re down to the last couple hun-
dred bucks. But this one—they just 
kept going after each other.”

“It’s been a phenomenal run-up,” 
Troendle says of the rally that has 
lifted prime Iowa corn ground by 5% 
a month for the past seven months—
“the strongest I’ve seen in the 26 years 
that I’ve been doing this.” Chairman 
Bernanke is, therefore, too modest. 
Though he has taken credit for the 
rallies in stocks and corporate debt, he 
should not forget to take a bow for the 
updraft in mother earth. 

A proper bull market exhibits the 
inclusive quality of “breadth.” The 
advance isn’t confined to a particular 
sector or region, but is diffused, like 
an oil slick. So it is with farmland. In 
the past eight or nine months, in the 
panhandle and south Plains region of 
Texas, cropland has rallied to $3,000 an 
acre from $2,500, despite the well-ad-
vertised fact that the life-giving Ogal-
lala aquifer on which it sits is a wasting 
asset. “It’s not being recharged at the 
rate that water is being drawn out of 

it,” Danny Klinefelter, professor and 
extension economist at Texas A&M 
University, tells Peligal. “Even with 
improvements in new technology, 
there’s a likelihood that some of that 
land will be converted to a less inten-
sive use.” Yet, for the time being at 
least, this is land that is the match for 
the best Iowa corn ground—it might 
fetch $9,000 an acre if you could pick 
it up and move it to Waterloo.  

Prices have risen down South, too. 
In the mid-South, or Mississippi Del-
ta region, according to Gary Taylor, 
co-founder of Agri Cura LLC, a farm-
investment management company 
headquartered in Lakeland, Tenn., 
quoted values have gained 8% to 12% 
in the past year, ranging from $3,500 to 
$4,500 per irrigated acre, which puts 
cash-on-cash returns in the neighbor-
hood of 4% to 5%. 

Attests another Tennessee-based 
observer, George Baird, co-founder 
of Baird & Brunson Land Manage-
ment Group LLC, Collierville: “Four 
or five years ago, you could see from 
the boot heel of Missouri to the Mem-
phis area, and there was probably a 
$1,000 [per acre] spread in that 120 
miles. And if you went from here to 
Greenville, Miss., another three hours 

south, there was another $400 to $500 
per-acre drop. And if you went farther 
south into Louisiana, you’d see a little 
bit more of a drop. But now, you don’t 
see as much of a gap.” Five years ago, 
in the central Mississippi Delta in Bo-
livar County, Miss., Baird continues, 
cropland fetched $1,750 to $2,200 an 
acre. Now prices are quoted at $2,600 
to $3,600 an acre, or higher.  

As for “flyover country,” about 
which coastal Americans are wont 
to smirk, it’s leading on the upside. 
From the fourth quarter of 2009 to 
the fourth quarter of 2010, accord-
ing to the Federal Reserve Bank of 
Kansas City, non-irrigated North 
Dakota cropland appreciated by 
23.7%. Gains in quoted value else-
where in the nation’s midsection 
range from 4% in Wyoming, Colo-
rado and northern New Mexico to 
18% in Iowa and 12% in Indiana. 
“Two years ago,” Jim Farrell, presi-
dent, CEO and chairman of Farm-
ers National Co., Omaha, Neb., tells 
Peligal, “if we were talking, I would 
have told you that the only thing 
that was bringing top value right 
now was top-quality land—and low-
er-quality land was still being dis-
counted. Today, lower-quality land 
is starting to appreciate.”

The company Farrell heads manag-
es 5,000 farms comprising 2.5 million 
acres in 24 states on behalf of absen-
tee, or nonoperating, owners. Selling 
farms is also a part of the Farmers 
National book of business; last year it 
disposed of 650 properties for the ag-
gregate consideration of $330 million. 
What characterizes today’s agricultur-
al property market, Farrell relates, is 
the paucity of sellers. 

Generally speaking, he says, 
honest-to-goodness farmers aren’t 
selling. Even retired farmers are 
reluctant to let go: “So of the farms 
we sell, over 90% would be non-op-
erating landowners, most of whom 
are over the age of 65 and are the 
inheritors of the land. We have seen 
a real sharp drop in the number of 
folks wanting to sell their land. 
Over the last 24 months, about 40% 
fewer of our clients are selling land 
today compared to what we saw on 
average in the previous eight years. 
Monetary policy and uncertainty 
about the economy are both affect-
ing those decisions as well as con-
cern about inflation. 

(Continued from page 5)

Lift-off in flyover country
percentage changes in good quality farmland (non-irrigated cropland)
fourth quarter 2009 to fourth quarter 2010
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“From a monetary perspective,” 

Farrell goes on (he happens to be the 
chairman of the Omaha branch of the 
Federal Reserve Bank of Kansas City), 
“there is nowhere that landowners 
feel comfortable putting their money 
if they did sell the farm. The farm 
is showing a better return than their 
alternatives so they’re hanging on to 
the farm. And so people that typically 
were selling in past years currently are 
not. . . . We have many more buyers 
than we have sellers due in part to that 
reluctance to sell.”

It’s the way of the world, Farrell ob-
serves. Back in the late 1980s, when 
buyers were few and sellers plentiful, 
rental yields on farmland delivered 
an average return of 7%. Returns of 
5% were the norm as recently as two 
years ago. “Today,” he says, “it’s hard 
to get in parts of the Midwest a 3.5% 
to 3.75% cap rate.” 

Seeing the matter that way, first-
class cropland is quoted—let us say—
at 25 to 28 times earnings. In compari-
son, the Market Vectors Agribusiness 
exchange-traded fund (MOO on the 
Big Board) is quoted at 17 times earn-
ings. Deere & Co., Syngenta AG, Pot-
ash Corp., Monsanto Co. and Mosaic 
Co. make up some of the ETF’s top 
holdings; the average market cap is 
$22.5 billion. Farmland these days is 
hard to buy, and at some future un-
prosperous date, it may prove even 
harder to sell. MOO is as liquid as 
milk, and whereas farmland incurs a 
property-tax liability, MOO doesn’t. 
Then, again, you can’t gaze upon an 
equity position, even a profitable one, 
with the same sense of contentment 
and self-approval as you can upon 
your very own cornfield. Besides, 
MOO was down by 51% in 2008 and 
up by 59% in 2009. Corn ground is not 
so volatile (when the financial world 
is falling apart, the very lack of a bid 
on one’s precious acres can be a kind 
of comfort). 

In the most fertile reaches of Il-
linois and Iowa or in prime North 
Dakota wheat country, prices have 
jumped by 20% or more in the past 
year. But there have been gains, 
too, as noted, in parched Texas and 
in the waterlogged (and now storm-
wracked) South. According to the 
afore-quoted George Baird, proper-
ties around Lincoln County, Ark., 
sold for $2,600 an acre as recent-
ly as 2007. But in June 2008, the 

13,000-plus-acre Hixson farm in Lin-
coln County changed hands at $3,308 
per cropland acre. “A guy from Utah 
came in,” Baird relates, “. . .and reset 
the whole market by $700 [per acre] 
up and down Highway 65 from Pine 
Bluff all the way to the southeast cor-
ner of Arkansas. Today, in the south-
ern part of Arkansas, we see things 
around $3,600 to $3,700 per acre.” 

In October, one of the biggest 
plantations in the South, Lee Wilson 
& Co.—between 20,000 and 30,000 
acres of what had once been a small 
kingdom of 65,000 acres in Arkan-
sas—was sold for an undisclosed price 
that appears to have been on the order 
of $4,000 per cropland acre, Baird ven-
tures. In December, the Griffin farm 
in Phillips County, Ark., comprising 
13,900 acres of cropland, went for 
$4,000 an acre. David Brooks Griffin, 
one of the largest landowners in the 
South, was the seller; TIAA-CREF/
Westchester Group was the buyer. 

“A foreign buyer of American agri-
cultural property,” Peligal observes, 
“confronts two basic conditions: No. 
1, a cheap dollar; No. 2, restrictions 
on foreign ownership in a number 
of states, including Iowa, Minne-
sota, Missouri, Nebraska, North and 
South Dakota, Oklahoma and Wis-
consin. Such a buyer might choose 
to look in the mid-South or Missis-
sippi Delta regions. Contrarians will 
be especially drawn to eastern Ar-
kansas, say, north of I-40 and west of 
U.S. Route 49, because of the many 
afflictions it has borne. In 2009 came 
devastating rainfall, in 2010 merci-
less heat, and now floods. Apart from 
the usual considerations of soil and 
water, the would-be investor, for-
eign or domestic, must realize that 
there’s no mistaking the Route 49 
lifestyle with that of the leafy New 
York suburbs. You know you’re in 
Arkansas. And unless you intend to 
till the soil yourself, you must find 
a competent and trustworthy farmer. 
Oftentimes, I’m told, the best deals 
are sale-leasebacks. An aging owner-
operator might cash out the farm, 
with the buyer agreeing to rent it 
back to the seller.”

As of early 2009, foreigners held 
an interest in 22.2 million acres of 
American forest or farmland, or 1.7% 
of the 1.29 billion-acre grand total. 
This information, the latest avail-
able, comes courtesy of the U.S. 

Department of Agriculture, which 
reports in compliance with the Ag-
ricultural Foreign Investment Dis-
closure Act of 1978. The law was a 
period piece, enacted in a year of 
virulent inflation (the CPI climbed 
by 9%) and worrying dollar weak-
ness (down 10.3% on the index); G. 
William Miller was chairman of the 
Federal Reserve Board. Finding ru-
ral America cheap, non-dollar-hold-
ing investors proceeded to buy it, or 

1975 13.7x 7.99%
1976 14.9 7.61
1977 17.6 7.42
1978 19.8 8.41
1979 20.6 9.43
1980 19.5 11.43
1981 19.8 13.92
1982 17.5 13.01
1983 16.3 11.1
1984 15.3 12.46
1985 13.4 10.62
1986 12.4 7.67
1987 12.7 8.39
1988 13.4 8.85
1989 13.7 8.49
1990 14.1 8.55
1991 14.1 7.86
1992 14.0 7.01
1993 14.7 5.87
1994 15.3 7.09
1995 15.8 6.57
1996 17.0 6.44
1997 18.2 6.35
1998 19.2 5.26
1999 19.0 5.65
2000 19.4 6.03
2001 20.0 5.02
2002 20.5 4.61
2003 20.9 4.01
2004 22.1 4.27
2005 23.4 4.29
2006 24.9 4.8
2007 26.5 4.63
2008 27.0 3.66
2009 26.5 3.26
2010 27.4 3.25

cash rent  
multiple 

10-year
Treasury

*implied risk premium calculated using 
simplified income capitalization model; 
bond interest  rate assumed to be equal to 
risk-free rate; interest rate on 2010 bond set 
to the monthly average though October

sources: Purdue University Department 
of Agricultural Economics, USDA

High multiples, low rates—
the story of 10 years*

year 
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tried to. A slightly different set of 
states banned foreigners from own-
ing agricultural property in those 
days. Connecticut, Indiana, Ken-
tucky, Mississippi, Nebraska, New 
Hampshire and Oklahoma were 
technically off-limits, while 13 other 
states, including New York, imposed 
some restrictions. In addition, Iowa 
and Minnesota enacted restrictive 
laws at some point between 1978 
and 1979. However, according to a 
1978 New York Times article, “knowl-
edgeable real estate experts say that 
most of these laws can be circum-
vented easily, and they add that, if 
tested, the laws might be held un-
constitutional because they deny 
equal protection under the law to 
foreign buyers.”    

It would seem so. The USDA re-
ports that foreign holdings of U.S. 
agricultural property were “rela-
tively steady” between 1999 and 
2006. They climbed by 3.6 million 
acres in 2006-07 and by 1.4 million 
and 1.3 million acres, respectively, 
in 2007-08 and 2008-09. Canadian, 
Dutch, British and German investors 
predominated, and timberland was 
what they favored. Maine led the 50 
states in percentage of agricultural 
property registered to foreign own-
ers at 15.7%, which amounted to 2.8 
million acres. Foreigners owned 2.6 
million acres of Texas, though that 
piddling odd lot constituted less 
than 2% of the Lone Star State’s vast 
agricultural inventory. Hawaii, Wash-

ington state, Nevada and Alabama 
were also foreign-capital magnets. 

It happens that 1978 was not far 
from the top of that Carter-era infla-
tionary land bull market. We are now 
staring at a graph of the price per acre 
of average quality Indiana farmland, 
1975-2010. From what looks like 
$900 an acre in 1975, prices climbed 
to more than $2,000 an acre in 1981, 
by which time, under Paul Volcker, 
Miller’s successor at the Fed, long-
term Treasury yields were on their 
way to nearly 15%—and Indiana 
farmland was on its way back to $913 
per acre. By 1987, when prices com-

pleted their round-trip, celebrities 
were performing in Farm Aid con-
certs to succor disinflation-ravaged 
family farmers. It’s a cinch that no-
body sang a tune entitled, “Don’t 
you know, this is a cyclical low ebb 
in American agriculture,” as indeed 
it turned out to be. At the bottom in 
1983, farm income totaled $14 bil-
lion. But it averaged $48 billion a 
year in the decade of the 1990s and 
$65 billion from 2000 to 2008. Mean-
time, sky-high interest rates came 
down to earth and farmland took 
flight, the average Indiana acre ap-
preciating to $4,188 at last report, a 
gain of 358% from the 1987 low, or an 
average compound rate of almost 7% 
a year, according to “Farmland Val-
ues: Current and Future Prospects,” 
a new paper by a quartet of authors at 
the Purdue University Department 
of Agricultural Economics. 

The Purdue authors, led by Brent 
Gloy, calculate the cropland equiva-
lent of a price-earnings ratio by di-
viding the average price per acre 
by average cash rent per acre. They 
stop in 2010, when the ratio stood 
at 27.4 times, the highest since the 
counting started in 1975. Rent mul-
tiples have averaged 20 times or 
higher every year since 2001, over 
which time the price of the average 
Hoosier acre has doubled. 

Take away the government—with 
its ethanol subsidies, its dwindling 
dollar and its zero-percent interest 
rates—and you wonder where land 
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ue of agricultural real estate in 2011, 
the national ratio of debt to assets 
“should drop further below last year’s 
11.3%. . . .”

“But,” counters Jason Henderson, 
vice president and branch executive of 
the Omaha outpost of the Kansas City 
Fed, “if you go to the call report data 
and what banks report—and you go to 
the Farm Credit System and look at 
the funding corporation’s annual num-
bers in terms of lending activity—the 
banks and the Farm Credit System 
say that lending has gone up between 
2% and 3% over the past year.” 

In short, Henderson insists, “there’s 
more debt than a lot of people are let-
ting on. . . .”

As for us, we conclude that the bull 
market in farmland is of a piece with 
the bull market in financial assets. 
Each is grounded not only in econom-
ics but also in monetary manipulation. 
Though that is not a reason to be bear-
ish, it is a reason to be cautious. 

•

prices would be. Thomas Hoenig, the 
outspoken president of the Kansas 
City Fed, expressed his misgivings in 
February testimony before the Sen-
ate Agriculture Committee. What will 
happen, Hoenig posed, when interest 
rates return to some semblance of nor-
mal? “Rising interest rates often co-
incide with falling farm revenues and 
higher capitalization rates,” he an-
swered himself, “a depressing combi-
nation for farmland values. Moreover, 
even if crop prices remain high but 
capitalization rates return to their his-
toric average, farmland values could 
fall by as much as a third, which most 
certainly would erode the financial 
health of the farm sector.” 

Neither would it burnish the pros-
perity of American agriculture if in-
put costs kept rising while commod-
ity prices started falling. Let us say 
that you are raising corn in Iowa. You 
rent 2,000 acres of land for $450 an 
acre, and you spend another $350 
an acre on fertilizer, seed, fuel, pes-
ticides and other operating costs. 
That’s $800 an acre, or $1.6 million 
for the season. This money you bor-
row, paying an interest rate of 5% to 
6%. For the time being, the rate is 
adjusted annually. It would, howev-
er, come in for quarterly adjustment 
in a proper bond bear market. 

All’s well if the sun shines and the 
rains fall (though not so much as to 
prevent you from planting or, later, 
in such torrents as to wash away the 
seed and fertilizer, or to hamper pol-
lination that could lower yields) and 
corn holds at $7.50 a bushel and you 
grow 250 bushels to the acre and the 
Fed doesn’t tighten. With a top line 
of $3,750,000—250 bushels to the 
acre at $7.50 a bushel—you and your 
banker would remain on the most cor-
dial of terms. But $3 corn would be 
a different story, of course, while 150 
bushels to the acre and a 200 basis-
point rise in interest rates would be a 
horror story.  

“Having lived through the 1970s 
and 1980s,” Farrell comments, “my 
perspective—and not everyone 
would agree with me—is that it was 
operating capital that was the prob-
lem. There was no profit. Farmers 
weren’t able to meet their short-
term loans. They weren’t able to 
renew their short-term loans. When 
they couldn’t renew their short-term 
loans, two things happened. Equity 

value started to fall—they didn’t 
have the collateral to back up the op-
erating loan and they had no profit. 
They couldn’t renew their operating 
loan and then the land loan collapsed. 
And that was how it happened. From 
my perspective, we’re thinning the 
margin a little bit. When you thin the 
margin in a business, you have less 
room for error. If corn values drop to 
$3.50 or $4, margins will disappear 
quickly. And prices on input costs 
won’t [fall] very quickly. That’s the 
kind of scenario we saw in the 1970s 
and 1980s. Right now, the margins 
are OK. I don’t want to sound gloom 
and doom—I’m not—and I think 
2011 could go down as a record year 
for farmers—if they take advantage 
of record prices and if we get some 
dry weather to plant something.” 

 As margins are thinning, so le-
verage is rising. By the lights of the 
USDA, the composite American farm 
balance sheet could hardly be health-
ier. The federal gurus forecast that, 
after a projected 6.3% rise in the val-
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Opposing the proposition:
Edward Chancellor and Richard Sylla

John Dizard, moderator

Resolved: America should 
reinstitute the gold standard

Tickets: $20 (N-YHS members $10). To order tickets, 
call SmartTix at (212) 868-4444 or visit www.smarttix.com.

This program is part of the 
Bernard and Irene Schwartz Distinguished Speakers Series

See you Thursday evening at the Great Debate!

Thursday, May 5, 6:30 p.m.
—•—

New York Society for Ethical Culture
2 West 64th Street at Central Park West 

Supporting the proposition:
David Stockman and James Grant

Opposing the proposition:
Edward Chancellor and Richard Sylla

John Dizard, moderator



12 GRANT’S/MAY 6, 2011 Coming in May
by James Grant

“MR. SPEAKER!

In bookstores on May 10. Preorder now at Amazon.com

“In this rollicking biography…Grant’s Reed 
encapsulates a political era that is the mirror image 
of our own, an age of chronic recession, shaky 
currencies, brazen corruption, and legislative 
gridlock…the result is a lively, opinionated, and 
timely study of irresponsible politics grappling 
with a dire economy.” 

— Publishers Weekly

“Thomas Reed—Czar Reed, the all-powerful 
Speaker of the House at the end of the 19th 
century—was an architect of the modern American 
state. Sadly, he has been lost to history. But in this 
lively, intelligent biography, James Grant brings him 
back, with gusto, humor, and a sense of tragedy.”
 —Evan Thomas, author of 

“The War Lovers: Roosevelt, Lodge, 
Hearst, and the Rush to Empire, 1898”

“No period in American history is more colorful or 
relevant to our own—for better and worse—than 
the Gilded Age. James Grant brings it all memora-
bly to life: Mugwumps and Half-Breeds, congress-
men of flamboyant plumage for sale, not to mention 
a political process frozen in partisanship. Looming 
above it all, literally larger than life, is Thomas B. 
Reed, perhaps the most fascinating politician 
you’ve never heard of…. It’s taken a century, but 
Reed at last has a biographer equal to his story.”  
—Richard Norton Smith, author of “The Colonel: 

The Life and Legend of Robert R. McCormick, 
1880-1955” and Scholar-in-Residence of History 

and Public Policy at George Mason University

The Life and Times of Thomas B. Reed, 
The Man Who Broke the Filibuster”
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Evan Lorenz writes: 

I was on hand at the Fed’s first ever 
press conference, on April 27, representing 
Grant’s. Actually, as far as the Fed knew, I 
was representing the online New York Sun, 
Grant’s having no congressional press pass 
(the necessary credentials for admission). 

The conference took place on the top 
floor of the William McChesney Martin 
Jr. Building. A vast chandelier, which a 
Fed employee described with some em-
barrassment as being “from the 1970s” 
(not a good decade for monetary policy), 
shone on 60 seated reporters, assorted 
photographers and film crews. The Fed 
seated reporters based on the perceived 
importance of their news organization; I 
found myself in the back between Siri-
usXM Radio and a Northwestern Uni-
versity journalism student. While the 
celebrity newsmen up front bantered 
with Fed functionaries, the SiriusXM 
reporter spent the minutes before Ber-
nanke’s speech explaining to his editor 
why asking about the chairman’s birth 
certificate might be ill-advised. He could 
have saved his time, as no backbencher 
was permitted to ask a question. 

The questions from the front-line 
press followed a theme: what are you do-
ing about rising inflation? That this ques-
tion was repeated is understandable. It 
was Bernanke’s answers that didn’t make 
sense. After telling the assembled that 
“subdued inflation trends and stable in-
flation expectations” warrant continued 
monetary accommodation, the chairman 
admitted that “we’ve seen near-term 

and the result of simple “supply and de-
mand.” “[I]sn’t it possible,” a media soul 
mate asked the chairman, “that the Fed’s 
policies could be providing the monetary 
tinder for inflation the longer they con-
tinue?” Bernanke obfuscated a reply. 

The namesake of the building in 
which we gathered claimed that it is the 
responsibility of the Fed “to take away 
the punch bowl just as the party gets 
going.” Bernanke, who has consistently 
prescribed more hair of the dog, takes 
faith in his clairvoyance: “We anticipate 
that we will tighten [monetary policy]—
at the right time,” he declared.

•

inflation expectations rise fairly signifi-
cantly, which is reasonable.” Later, he 
seemed to capitulate on longer-term ex-
pectations: “Inflation has gotten higher. 
Inflation expectations are a bit higher.” 
Then he seemed to rule out a third round 
of quantitative easing precisely on the 
grounds of rising inflation. 

While Bernanke contended that “the 
longer-run outlook for inflation is de-
termined almost entirely by monetary 
policy,” he disavowed any responsibil-
ity for the short-term run-up in the price 
of anything. Consumers may take small 
comfort that the chairman sees inflation 
as “transitory” (an oft-repeated word) 

View from the cheap seats

We have broken out the centerfold story for your reading comfort. 
No broken headlines across pages any longer. 
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Inflation expectations build
10-year TIPS break-even rate

source: The Bloomberg
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