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DOW JONES NOMINAL CPI INFLATION DOW JONES REAL

MULTIPLE 16.2x 6.0x 2.7x

ANNUAL PERFORMANCE 6.9% 4.4% 2.5%

US ASSET GROWTH SINCE 1970

THE MONEY ILLUSION 
or

REALLY KEEPING UP

In the early part of  the 20th century Irving Fisher, the most celebrated economist of  his 

time and the creator of  the debt deflation theory, wrote a book called The Money Illusion. In 

this work he wrote the following lines: 

“The dollar seems always to be the same but it is always changing.  It is unstable.  

Important problems grow out of  this fact – that units of  money are not stable in 

buying power.  It is a money illusion.”

This quote and the arguments stemming from it explore the vital difference between 

nominal and real price returns. This issue is now more important than ever for investors to 

understand, both at the theoretical level and also how it relates to the practical allocation of  
their portfolios.  
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The above graph and table illustrate the issue well. The black line on the graph is the 

nominal return on the Dow Jones index since 1970. It shows that whatever you invested in 

1970 by 2011 you would have received a return of  16.2x on your money. However, it also 

shows that inflation over the same period ran at an annual average rate of  4.8%, and this 
means that the real return on your 1970 investment was actually only 2.7x. This return is no 

longer the headline-grabbing and ‘illusionary’ double digit multiple but must be seen as a 

truer reflection of  the increase of  wealth.

It is instructive and chastening to look at the real returns for the other major markets:

So looking at the above table we see some impressive looking nominal returns getting cut 

down to size when inflation is taken into account. Since 1970 an investor would have made 

3.2x in Germany, 3.2x in China, 2.7x in the USA, 1.2x in Japan and 1.1x in the UK. The 
performance of  the UK and Japan is particularly telling - the UK has had annual inflation 

only slightly under the average growth rate of  the FTSE while the Nikkei has delivered better 

real returns because of  the persistently low level of  inflation.
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UK (since 1970)	UK (since 1970)	 FTSE 100 NOMINAL CPI INFLATION FTSE 100 REAL

UK
MULTIPLE 14.2x 13.3x 1.1x

UK
ANNUAL PERFORMANCE 6.5% 6.4% 0.1%

JAPAN (since 1970)JAPAN (since 1970) NIKKEI 225 NOMINAL CPI INFLATION NIKKEI 225 REAL

MULTIPLE 3.8x 3.1x 1.2x

ANNUAL PERFORMANCE 3.3% 2.8% 0.5%

GERMANY (since 1970)GERMANY (since 1970) DAX NOMINAL CPI INFLATION DAX REAL

MULTIPLE 10.5x 3.3x 3.2x

ANNUAL PERFORMANCE 5.8% 2.9% 2.8%

CHINA (since 1990)CHINA (since 1990) SHANGHAI COMP NOMINAL CPI INFLATION SHANGHAI COMP REAL

MULTIPLE 19.6x 6.1x 3.2x

ANNUAL PERFORMANCE 15.2 9.1% 6.0%

Source: Lune Capital



Source: “Some thoughts on Monetary Policy in Japan.” - May 31, 2003. Japan Society of Monetary 
 Economics : Lune Capital

INFLATION vs. DEFLATION

Over the last 40 years, other than in Japan, inflation has been our ever present companion. 

Our outlook for the next 10 years is that inflation will remain at raised levels (3-5%) and 

interest rates will remain low (0-2%) - therefore we will experience negative real rates of  
return. It seems clear that this is the ‘exit strategy’ that the Fed and the Bank of  England has 

chosen, and we would expect the ECB to fold their cards and follow suit..

To put this into an historical context, Japan, since the late 1980s, has experienced debt 

deflation caused by credit crisis. On 31st May 2003 the then governor Ben Bernanke 

addressed the Japan Society of  Monetary Economics and offered the following advice:

“Price level gap is the difference between the actual price level and the price 
level that would have been obtained if deflation had been avoided…a 
successful effort to eliminate the price level gap would proceed roughly in 
two stages.  During the first stage the inflation rate would exceed the long 
term desired inflation… call this the ‘reflationary’ phase of policy.  Second, 
once the price level target was reached, the objective for policy would 
become a conventional inflation target.”

Although Japan did not follow ‘Reflation Ben’s’ advice the Fed now certainly is and is 

conducting this policy of  ‘reflation of  inflation’ and we re going to experience an inflation 

rate that ‘would exceed the long term desired inflation’.

WHAT DO YOU WANT TO KEEP UP WITH?

Below is another table which shows the lack of  inflation that is present in a range of  areas - 
these are expressed as multiples with inflation taken into account and are from 1970 to 2011:
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Source: Lune Capital

ASSET MULTIPLE

TV LICENCE (UK £) 1.1x

MOVIE TICKET (US $) 1.0x

NEW CAR (TOYOTA COROLLA - US$) 1.1x

HOUSE PRICES (USA) 1.1x

MEDIAN HOUSEHOLD INCOME (USA)
1.1x



Source: Lune Capital

ASSET MULTIPLE

TARGET = EDUCATION 3.0x

EQUITY MARKETS US EQUITIES (DOW JONES) 2.7x

GERMAN EQUITIES (DAX) 3.2x

CHINESE EQUITIES (SHANGHAI COMP) 3.2x

COMMODITIES OIL 6.0x

SILVER 3.2x

GOLD 7.8x

Anecdotally we can probably also think of  a number of  other areas where there has been 

very little inflation or actual deflation. For instance international telephone calls and all areas 

relating to technology and computing.

But are these the areas that we really want our money to keep up with? For what specific 
purpose, as an investor, do you want your portfolio? This is a personal question and will 

differ among individuals. However, I would suggest for the majority of  people reading this 

newsletter they will want their money to keep up with private education and private 

healthcare. Certainly I would want to be able to provide the same education to my children 

or grandchildren and/or ensure I was able to provide for myself  in old age.

If  we again use me as an example, the 5 years of  my education between the ages of  13 and 

18 cost a total of  c.£35,000. The same education at the same school for the same time period 

would now cost closer to £150,000. If  we use a year’s tuition at Harvard in 1970 this would 

have cost $4,070 and in 2011 it costs $69,282; this is a nominal increase of  17x and a real 

increase of  3x. The research is currently ongoing on healthcare, however, I would anticipate 
the results would be in the same range.

An investor must therefore decide what they want to keep up with and then invest 

accordingly. In the table below we list at a number of  assets that have shown the ability, since 

1970, to keep up with the sustained level of  inflation exhibited by education and healthcare:

Allocations into the assets above should be viewed as important core holdings that will allow 

investors to make real returns and meet their objectives. Investors will experience increased 
volatility and therefore should increase their time horizons and accept these conditions in 

order to keep up.
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CONCLUSIONS

•  The developed western economies are in the process of  ‘reflating inflation’.

• Impressive nominal returns must be translated into ‘real’ returns after inflation has 

been taken into account. This is particularly the case in the reflation stage.

• Assets and investments that have historically provided ‘real’ returns may increase the 

volatility of  a portfolio, therefore a client will need to increase their time horizon.

These conclusions will have a profound effect on a number of  asset classes and investment 

funds, and we have already outlined our views on a number of  these. In order to provide 

clients an easier access to the best ‘real’ return allocations Clarmond is also examining the 
launch of  a specific fund and we will keep everyone up-to-date as these plans develop.   

For further information please contact Christopher Andrew

Christopher Andrew  
ca@clarmond.co.uk      

Tel: +44 20 7060 1400
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POSTSCRIPT: PREDICTIONS

In the year end letter a year ago I sent around the various banks’ predictions for the level of  

the S&P at the end of  2011; I have collated these once again, and include the historic table 

since 2008.

In 2011 Credit Suisse ‘won’ with the lowest estimate for the end of  2011, Deutsche Bank 

remain the most optimistic for 2012, as they were for 2011.
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2007 Y/E 
ACTUAL

2008 Y/E 
ESTIMATE

2008 Y/E 
ACTUAL

2009 Y/E 
ESTIMATE

2009 Y/E 
ACTUAL

2010 Y/E 
ESTIMATE

2010 Y/E 
ACTUAL

2011 Y/E 
ESTIMATE

2011 Y/E 
ACTUAL

CITIGROUP 1,468 1,675 903 1,000 1,115 1,175 1,258 1,300 1,258

CREDIT SUISSE 1,468 1,650 903 1,050 1,115 1,125 1,258 1,250 1,258

DEUTSCHE 1,468 1,650 903 1,140 1,115 1,325 1,258 1,550 1,258

GOLDMANS 1,468 1,675 903 1,100 1,115 1,250 1,258 1,450 1,258

HSBC 1,468 1,700 903 1,000 1,115 1,225 1,258 1,320 1,258

JP MORGAN 1,468 1,590 903 1,100 1,115 1,300 1,258 1,425 1,258

UBS 1,468 1,700 903 1,300 1,115 1,250 1,258 1,325 1,258

BEAR STEARNS 1,468 1,700 - - - - - - -

LEHMANS 1,468 1,630 - - - - - - -

2011 Y/E 
ACTUAL

2012 Y/E 
ESTIMATE

2012 Y/E 
ACTUAL

DEUTSCHE 1,258 1,500 ?

JP MORGAN 1,258 1,430 ?

CITIGROUP 1,258 1,375 ?

CREDIT SUISSE 1,258 1,340 ?

BARCLAYS 1,258 1,330 ?

UBS 1,258 1,325 ?

GOLDMANS 1,258 1,250 ?

HSBC 1,258 1,190 ?

MORGAN STANLEY 1,258 1,167 ?


