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Abstract:
The C6 Real Misery Index™ (C6 RMI) is a six factor model that is designed to
provide a realistic picture of “misery” in the U.S. economy, especially for the
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BUBBLES, BURSTS, AND THE ERA OF STAG-(DE)FLATION
According to the United States Misery Index website (www.miseryindex.us), the misery index
was created by economist Arthur Okun, an advisor to President Lyndon Johnson in the 1960’s.
He used it to characterize current economic conditions. The index was defined as the sum of the
unemployment rate plus the inflation rate. A rising index indicated a worsening of economic
conditions and vice versa. Misery index results have been linked to various presidents’ term in
office. (However, I find this a rather dubious use of the index. Current economic conditions are
normally the result of policies adopted by the Fed and politicians years earlier.)
Stagflation has been defined by Investopedia as “an economic phenomenon marked by slow
economic growth and rising prices.” While I believe stagflation is a common thread of both the
1970’s and the times we now live in, I believe the “flation” part of the equation has changed.
In the 1970’s, the oil embargo/price shock caused a spike in Consumer Price Index (CPI)
inflation during a time of sluggish economic growth. Thus, we had “stag-inflation”, which was
simply called “stagflation”. Today, however, government and household debt imbalances are
much higher and CPI-inflation is not considered to be a problem. In fact, there is talk among
central bank officials around the world about “inflation targeting” – how to raise CPI above
current levels, usually to the +2% area.
I am of the opinion that the traditional business cycle has been largely replaced with creditdriven asset price bubbles. Therefore, the risk now is on the “stag-deflation” side of the coin.
Periods of inflation can still occur, but they are largely the result of food or energy supply
disruptions. Overall wage inflation is very modest. Here is a list of bubbles that I could
remember that have occurred since 1976 (based on standard deviation from trend):







U.S. Midwest Farmland – peaked in 1979 and again in 2011
Gold/commodities – peaked Q1 1980 and again in 3Q 2011
NASDAQ – peaked Q1 2000 and 2Q 2015
U. S. Housing – peaked Q2 2006
Oil – peak in 3Q 2008
Biotech Index – peaked 3Q 2015

Given the outlook for sluggish economic growth, deflation risk is not so much on the CPI side of
the equation as on the leveraged asset side. In this cheap debt, asset price-driven economy, we
could easily experience the worst of all worlds – slow economy with too much debt, declining
stock and housing markets, and CPI-inflation staying higher than real household incomes. The
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implications for most already underfunded pension plans are not good, especially considering the
aging baby boomer population.
Economic recessions tend to occur every 5-10 years or so and have traditionally been related to
the business cycle. As stated earlier, I believe recessions in more recent times are tied
increasingly to the credit cycle. Depressions occur much less frequently than recessions and are
secular (long-term) in nature. Just as it normally takes decades to accumulate the level of debt to
trigger a depression, it can take years, perhaps more than a decade, to reduce to debt (deleverage)
the economy to a more manageable level. Hence, in many ways a depression can be thought of
as a long recession. Both recessions and depressions can threaten individual, company, and even
country solvency. Depressions are especially difficult in terms of being able to remain solvent
due to their long-lasting nature.
The debt/asset bubble cycle can be described generally as follows:

Figure 1: The Debt-Driven Asset Bubble & Burst Cycle
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For individual companies, sustainable growth in revenue and net income is likely to become
increasingly difficult. Part of this is due to rapidly evolving technological advances which have a
tendency over time to reduce labor needs as well as reduce the cost of most products in general.
Maintaining balance sheet strength and positive cash flow is critical. For heavily indebted
companies (and individuals), the time ahead is likely to be painful.
The recession cycle normally contains the following components:
1. Excess capacity/slower global economic growth leads to falling commodity prices – big
negative impact on natural resource companies and emerging market economies tied to
natural resource industries.
2. Liquidity crunch occurs, especially with companies that are pre-production/ development
stage. Companies are starved for cash, especially companies in capital intensive
industries.
3. Liquidity crunch leads to asset sales in order to reduce debt (process known as
deleveraging) and provide funds for operations.
4. Snowball effect – asset sales trigger additional asset sales. Number of bankruptcies
increase dramatically, especially among heavily indebted companies and cash-starved
companies.
5. Equity markets decline as selling begets more selling.
6. Overall economic conditions worsen. Bad debts rise and lending standards are tightened.
7. Central banks and governments adopt policies to stimulate economic growth: this means
Quantitative Easing (QE), establishing negative interest rates for banks, tax cuts, etc.
8. Rise in unemployment/underemployment and likely rise in social unrest. Denial is
normally followed by anger.
9. Under normal conditions, conditions stabilize and the economy improves as the bad debt
is dealt with. However, this becomes more and more difficult to achieve in an economy
where the bad debt is not really dealt with but just postponed (“kicking the can down the
road”).
10. The cycle is exacerbated by “short-termism” on the part of investors and banks (panic
selling after the market has tanked).

In my opinion, financial imbalances resulting from the debt super cycle have reached the point
where a long-lasting global recession could easily occur, perhaps starting as early as 2016.
4

Under this scenario, economic conditions would not respond to central bank and government
stimulus measures, but only get worse over time. While U.S. banks appear to have ample
reserves (thanks to the Fed’s purchase of bad loans and securities during the last crisis), loan
demand from credit-worthy borrowers continues to be problematic and a hindrance to economic
growth. A slow grind downward is a likely result with consumer discretionary and capital
intensive industries being impacted first.
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INTRODUCING THE C6 REAL MISERY INDEX™
The old misery index used in the 1960’s and 1970’s worked fine for traditional business cycles,
including periods of stag-inflation (stagflation). However, as the country (and the world) has
moved increasingly to credit-driven asset bubble cycles over the past twenty years, the old
formula no longer works as effectively as it once did.
The C6 Real Misery Index™ (C6 RMI) is a six factor model that is designed to provide a more
realistic picture of “misery” in the U.S. economy, especially for the dwindling middle class. The
six factors that make up the C6 formula were chosen on the basis of factors which make logical
sense in today’s economy (hence the C6 name – six factors and the first initial of the author’s last
name).
A primary advantage of the C6 RMI is that it is designed to capture bursting credit bubbles in a
stag-deflationary environment (slow economic growth and credit-driven asset bubbles in one or
more markets). The higher the index, the more pressure on Fed to ease monetary policy and on
politicians to adopt economic stimulus measures. Also, a higher index is likely to indicate higher
frustration and anger among the public at large.
All six factors of the C6 RMI have been generally favorable since the end of the last recession in
2009. The upward move in the index over the past eighteen months has occurred despite the
decline in energy prices. From a probability standpoint, the next significant index move is likely
to be upward. This has negative implications for traditional stock and bond indices. Returns are
likely to be muted at best and solidly negative in some years.
With low, and in some cases, negative investment returns, there will be increasing pressure on
pension funds. It is a great concern that many pension funds are significantly underfunded even
with the strong stock market performance since 2009. With approximately 10,000 baby boomers
reaching the age of 65 every day until the year 2030, the pension problem will likely get much
worse. Given the U.S. government debt situation -- $16 trillion outstanding and at least another
$66 trillion of entitlement promises (present value), the outlook is grim. If there is any
consolation at all, the outlook in Japan and Europe is even worse. While a full scale global crisis
may not yet be imminent, it is most assuredly inevitable.
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The C6 Real Misery Index™ Monitor:

Figure 2: C6 Real Misery Index™ Chart: Long-Term

Current Reading: +4.0 (12/01/2015)
Trend: Trending higher (unfavorable)

Key observations:



The index spiked up in the late 2007 to early 2009 recessionary period, reaching a peak
reading of 80.5 as of March 1, 2009.
The index came down dramatically in late 2009 and early 2010 as Quantitative Easing
(QE) and other economic stimulus measures kicked in.
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After rising to positive territory and peaking at 20.8 in January 2012, the index went back
down to negative territory.
The index has been creeping back up since January 2014 and broke back into positive
territory with the August 2015 reading.
Reflating the housing and equity markets has come at a very high cost – artificially low
interest rates, Quantitative Easing programs (QE 1, 2, and 3), and significant Federal
Reserve Bank balance sheet expansion.

Current charts for all six factors of the C6 RMI are provided in the Appendix.

The C6 Real Misery Index Composition & Rationale:
There are two primary goals of the C6 RMI formula: to reflect economic reality and to be simple
to calculate and understand. I came up with six factors that made logical sense to me (hence the
C6 name – six factors and the first initial of the author’s last name). Here are the components:



Unemployment Rate (U6 - includes discouraged and underemployed workers and those
working part-time for economic reasons)



Consumer Price Index (CPI) – Cleveland Fed Median (annual change)



Real Interest Rate (3 month Treasury Bill rate – Cleveland Median CPI)



Compensation: Wage and Salary Disbursements (year/year change)



S&P/Case-Shiller U.S. National Home Price Index© (year/year change)



Russell 3000® Price Index (year/year change)
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Formula Rationale:
1. Unemployment/Underemployment Rate: The unemployment factor is retained in the
C6 RMI, but the U6 rate is used instead of the standard reported unemployment rate. The
U6 rate is considered to be a more realistic indicator of unemployment and
underemployment. The U6 rate is available back to 1994.
2. Consumer Price Index (CPI): This factor is also retained in the new formula. However,
the Cleveland Fed Median CPI is used in the C6 RMI rather than the commonly reported
CPI for All Urban Consumers (CPI-U). While the two CPI’s contain the same
components, they are calculated differently. CPI-U measures the average rate of inflation
for the various components of CPI. The Cleveland Fed Median CPI calculates the
median price change experienced by consumers. While this may sound complicated, the
result is a less volatile CPI while maintaining all the components of CPI in the
calculation. So-called “Core CPI” (CPI-U less food and energy) is also less volatile than
CPI-U. However, the Core CPI calculation removes food and energy inflation from the
equation. I prefer the less volatile Median CPI without removing food and energy.
It should be noted that the Bureau of Labor Statistics (BLS) website clearly states that the
CPI is not intended to be a true cost-of-living index. The specific language states: “a costof-living index would measure changes over time in the amount consumers need to spend
to reach a certain utility or standard of living.” In other words, the CPI is not intended to
reflect the inflation rate for maintaining a certain standard of living, but rather price
changes for a basket of goods and services typically purchased by urban consumers. For
purposes of the C6 RMI, the trend in CPI is just as important as the absolute level.
A lesson I have learned the hard way that it is a mistake to believe that monetary stimulus
measures taken by the Fed, such as QE (Quantitative Easing), will necessarily lead to CPI
inflation. While that result may indeed occur in the short-run, the excess liquidity will
usually find its way into assets that can be leveraged such as stocks and real estate.
Hence, we did get inflation but it is asset bubble inflation rather than CPI inflation.
3. Real Interest Rate: This factor is added because I consider it a key indicator of whether
the Fed is maintaining sound monetary policies are not. Negative real interest rates –
where CPI exceeds the short-term interest rate – indicates to me the Fed is trying to
stimulate the economy with a weaker currency (debasement). Positive real rates are
considered to be good for savers and negative real rates are unfavorable in that they
promote speculation and asset bubbles.
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4. Compensation: Wage and Salary Disbursements: This factor is added because changes
in wage and salary income reflect strength or weakness in the economy and are important
in terms of consumer spending habits (consumer discretionary spending especially).
5. S&P/Case-Shiller U.S. National Home Price Index©: Changes in this index reflect
what is occurring in the housing market, a very important industry in the U.S. and often
the most valuable asset for households.
6. Russell 3000® Index: Broad stock market index (including large and small cap stocks)
that reflects investor sentiment as well as general overall mood about the economy.
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Comparison of C6 Real Misery Index™ with Old Misery Index:
C6 Real Misery Index vs Old Misery Index

C6 RMI – Red Line – Left Axis
Old Misery Index- Dotted Black Line – Right Axis

RealMisery.com

Figure 3: C6 Real Misery Index™ vs Old Misery Index – Long-Term

Key Observations:






As shown in Figure 3, the C6 RMI rose significantly during recessions and falls to
negative readings after recessions. This makes logical sense. On the other hand, the old
Misery Index is all over the place and does not correspond well at all with the last two US
recessions. In fact, during the last recession (12/07 to 06/09), the old Misery Index
initially rose and then fell dramatically while the C6 RMI continued to rise during the
recessionary period.
The two measures of economic misery have been moving in opposite directions since
early 2014. The old Misery Index is being driven by lower inflation and unemployment
statistics. While these two factors are also helping the C6 RMI, they are being offset by
negative trends in the other factors.
I believe the charts discussed in this paper clearly show the C6 RMI is a much better
indicator of “misery” in a credit-driven boom-bust economy than the old Misery Index
which was geared more for traditional business cycles.
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GOLD OUTLOOK MONITOR
Although it is not a medium of exchange, gold is an alternative currency in my opinion. So is
silver to a large extent, even though it has more industrial usage than gold. Since gold and silver
are commodity currencies, they pay no interest. As a result, the real (inflation-adjusted) interest
rate being paid on savings of the local currency matters a great deal. In my opinion, the three
main drivers of the gold price include the real interest rate, the strength or weakness of the local
currency, and global demand. The Gold Outlook Monitor is designed to evaluate the gold price
outlook from a U.S. Dollar perspective.

Gold Price & Real Interest Rates:
I will first take a look at the gold price relative to the real interest rate. For purposes of the
analysis, use the 3-month secondary market Treasury Bill rate as the interest rate and the average
of the Cleveland Fed Median CPI and CPI-U for the inflation rate.

Real Interest Rate vs Gold Price
Real Interest Rate- Red Line – Left Axis

Gold Price – $/oz -Black
Line – Right Axis

RealMisery.com

Figure 4: Gold Price vs Real Interest Rate
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Key Observations:




Generally speaking, negative (and downward trending) real interest rates tend to be
positive for gold and vice versa (inverse correlation). I believe gold and silver are
effective inflation hedges when the real interest rate is negative, and especially when the
real rate is negative and falling.
The gold price peaked at $1,772/oz on a monthly close basis in September 2011 (daily
London close high was $1897/oz on September 5, 2011). The real interest rate troughed
the previous month (August 2011) with a reading of -3.45%. Since then, it has been
trending higher thanks to lower inflation numbers (driven to a large extent by lower
energy prices).

Gold Price & U.S. Dollar:
We will now take a look at the gold price relative to movements in the U.S. Dollar.

Gold Price vs U.S. Dollar
Gold Price (USD) – Blue Line – Right Axis
U.S. Trade-weighted Dollar - Red Line –
Left Axis

RealMisery.com

Figure 5: Gold Price vs Trade-Weighted U.S. Dollar, January 1975 to March 2016
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As with the real interest rate, the gold price generally moves in the opposite (inverse) direction to
movements in the U.S. Dollar. The gold price peaked at $1,781/ounce on a monthly average
close basis in September 2011 and the trade-weighted US Dollar troughed at 69 in August 2011.
Since August 2011, the US Dollar has been trending upward to a current reading of 95. This
represents a 37.7% rise in the trade-weighted Dollar since the 2011 low.

Gold Outlook Monitor Chart:
In order to develop a 3-6 month outlook on the gold price, I combine movements in the real
interest rate and the US Dollar (which I call the Gold Stress Indicator) and compare that result
with movements in the gold price. Please note that higher readings for the Gold Stress Indicator
indicate more stress for gold to move lower and vice versa. The result of this analysis is shown
in Figure 8.

Gold Outlook Monitor
Gold Stress Indicator – Red Line –
Left Axis

Gold Price-USD/oz – Blue Line – Right Axis

RealMisery.com

Figure 6: Gold Stress Indicator vs Gold Price, USD per Ounce

14

Key Observations:


The Gold Stress Indicator (GSI) reached a low reading of -12.8 in March 2008 and then
had another major move to -12.3 in June 2011. The gold price peaked at $1,781 on a
monthly average close basis in September 2011.



Since 2011, the stress indicator has risen significantly, reaching a level of +12.9 in
August 2015. As one would expect, gold in US Dollar terms has declined and is now
down 40% from its 2011 high on a monthly average close basis. While some of this
decline can be attributed to lower global demand, there is no question higher real interest
rates and a stronger US Dollar were big factors. Gold has performed much better in
weaker currencies such as the Japanese yen and the Euro.

Capital Preservation: Strategies in a stag-deflation environment are different than those in a
stag-inflation environment. With stag-inflation, the focus for capital preservation is on precious
metals – gold and silver. However, cash would appear to be a better alternative during times of
stag-deflation. However, since we do not know how things will play out in the next crisis, I still
believe in the financial insurance aspect of precious metals, especially silver (affordable
alternative to gold). For individuals, my recommendation is to hold both cash and silver (and/or
gold) bullion coins to provide financial insurance.
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APPENDIX CHARTS
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What factors are driving the C6 RMI readings? The individual charts are provided
below.

1) Unemployment/Underemployment:

Total Unemployed plus Marginally Attached (U6) vs Reported Unemployment Rate

Total Unemployment plus Marginally
Attached (U6) – Blue Line
Reported Unemployment Rate – Red Line

RealMisery.com

Appendix Chart 1: Unemployment Rate, Including Marginally Attached Workers &
Civilian Unemployment Rate – Long-term

Current Reading (U6): +10.5% (January 2016)
Trend: Steady decline since recession ended; now rising for 3 consecutive months
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This measure of unemployment and underemployment (U6) rose from 7.9% in late 2006 to over
17% in late 2009 and early 2010. Since the peak in 2010, the rate has fallen steadily. However,
the January 2016 reading of 10.5% was above the December 2015 reading of 9.8%.

2) Consumer Price Index (CPI):
Cleveland Fed Median CPI vs CPI for All Urban Consumers (CPI-U)

Cleveland Median CPI – Annual % Change Red Line
CPI-U – Annual % Change – Black Dotted Line

RealMisery.com

Appendix Chart 2: Cleveland Fed Median CPI vs Reported CPI for All Urban Consumers
(CPI-U): Year-to-Year Change – 20 Years

Current Reading: Cleveland Median CPI: +2.9% annual rate (January 2016)
Reported CPI (CPI-U): +1.3% annual rate
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Cleveland Fed Median CPI and the commonly reported CPI-U are shown in Appendix Chart 2.
The two measures of CPI normally converge over time, but the Median CPI generally fluctuates
less than CPI-U due to its calculation methodology. Median CPI peaked at 4.6% with the August
2006 reading and then dropped significantly during the recession. After the recession, the index
fell to a year-to-year change of -0.3% in March 2010.
Outlook: Median CPI has been in the 2-3% range most of the time since early 2011. Given the
ongoing weakness in oil prices and in CPI-U, I expect the Median CPI to remain steady over the
next six months.

3) Real Interest Rate:
Real Interest Rate – Long-Term

RealMisery.com

Appendix Chart 3: Real Interest Rate (3-Month T-Bill Rate minus CPI (Average of
Cleveland Median CPI & CPI-U)
Current Reading: -1.86%
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Note: I use the average of Median CPI and CPI-U to remove some of the large volatility
associated with CPI-U. I believe this procedure gives a better picture of the trend in the real
interest rate.
Recent Trend: Falling

In the Real Interest Rate Chart going back to 1983 (Figure 10), we see the real interest rate
peaked at +6.35% with the June 1983 reading. The rate then declined to a low of -3.45% in
August 2011 after the recession and after energy prices declined significantly. Coincidentally,
gold peaked at $1897/oz on September 5, 2011 – London close price.
The real interest rate has been rising steadily since August 2011 and is now at -1.86%. Due
primarily to the fall in CPI, we have experienced an increase in the real interest rate of over 120
basis points since 2011.

4) Compensation of Employees: Wages & Salaries:
Compensation of Employees, Received: Wage & Salary Disbursements

RealMisery.com

Appendix Chart 4: Compensation: Wage and Salary Disbursements: Annual Percent
Change, 20 Years
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Current Reading: +4.5% annual rate of change (January 2016)
Trend: Holding Steady

The annual percent change in Employee Wage and Salary Compensation peaked in July 2000
with a reading of +9.2% and fell to a low reading of -5.8% during the last recession.
Outlook: Sideways trend is in place for now. It will be interesting to see how this statistic holds
up in 2016.

5) S&P/Case-Shiller U.S. National Home Price Index©:
S&P/Case-Shiller U.S. National Home Price Index©

Appendix Chart 5: S&P/Case-Shiller U.S. National Home Price Index© – Annual Percent
Change Since 1976
Current Reading: +5.4% annual rate (as of December 2015)
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Trend: Positive
This index peaked with a reading (annual change) of +16.4% during the heyday of the housing
boom in 1979. A secondary peak was achieved in mid-2005 with three readings of +14.5%. The
index went negative in March 2007 and stayed in negative territory until May 2012. It reached a
low of -12.7% during the first quarter of 2009.
The Home Price Index rose to almost +11% in 2013 and has since come back down to the 5%
area. Outlook: It is difficult to see how home prices can continue to rise faster than real incomes
or inflation in the long-term. Therefore, I believe the next significant move will be down.

6) Russell 3000© Price Index:
Russell 3000© Price Index

RealMisery.com

Appendix Chart 6: Russell 3000© Price Index: Annual Percent Change, February 1985 to
March 2016
Current Reading: -10% annual change – monthly reading as of February 2016
Trend: Down
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As one would expect, there was a big drop in this stock index during the recession, reaching a
negative year-over-year reading of -43% in March of 2009 and then rising by an annual rate of
55% a year later. The index stayed in positive territory for almost six years and then went to a
negative reading of -2.4% at September 1, 2015. The current reading of -10% has not been this
low since the recession period of 2009.
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