
 
 

 

 

 

Reading Nine: 
 

Creating Wealth With An 

Inflation “Tax Shelter” 
 

 

Some of this reading has been excerpted from 

“The Secret Power Within Your Mortgage” 

 

 

Copyright 2007-2009 by Daniel R. Amerman, CFA, All Rights Reserved. 

 

 

DanielAmerman.com 

 

 

Please note the “Tax Shelter” described is not a statutory tax shelter, 

or tax shelter in the usual sense of the word.  There are no esoteric write-

offs, there is no extraordinary sheltering of current statutory nominal dollar 

income – there is just the potential enjoyment of substantially increased 

purchasing power over many years on a likely tax-advantaged basis. 
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The bad news is that the United States government does not 

recognize the existence of inflation for tax purposes, which creates 

profoundly unfair results for many people. 

 

The good news is that the United States government does not 

recognize the existence of inflation for tax purposes, which creates 

lucrative opportunities for many people. 

 

In today’s reading we will pull together what we’ve been learning 

in our previous readings, and then talk about some personal 

implications for you.  We will go beyond the economic analysis of the 

early readings, show the tax implications, and demonstrate just how 

different real wealth creation worked during 1970s than homeowners 

realized at the time.  Most people thought it was the houses that 

produced their increased real wealth, but as we learned early in this 

course, their houses were on average losing money on an inflation-

adjusted basis.  The more financially sophisticated may have known 

the mortgage had a lot to do with it.  Yet, if we look just at the 

difference between inflation and the mortgage rate – that is not 

sufficient to explain the surge in wealth experienced by millions of 

households.  It was the tax shelter created by the interaction between 

mortgage, tax policy and inflation that multiplied the value of the 

wealth.  As we will explore in the pages ahead. 
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Concentrating On Significant Inflation 
 

In our previous reading when we found the historical after-tax 

and after-inflation “cost” of borrowing of a negative 1.16%, it is worth 

remembering that this was a 30-year cost.  Which included ten years 

of substantial inflation between 1972 and 1982, and twenty years of 

reasonably moderate inflation between 1982 and 2002.  What happens 

if we look just at the inflationary period?  For that is, after all, the 

purpose of this course, to concentrate on how we can turn inflation to 

our financial advantage during times of future substantial inflation. 

 

For our analysis, we’re going to use a methodology quite similar 

to that used in Reading Three, “Turning 10% Inflation Into A 27% 

Benefit.”  To set up the equation, historical inflation averaged 8.73% 

per year between June of 1972 and June of 1982.  Let’s assume that 

the homeowner had substantial job income, and lived in a fairly high 

tax state, so their combined marginal state and federal tax bracket 

was about 40% on ordinary income.  The average 30-year 

conventional mortgage rate at that time was 7.37%.  Rounding and 

plugging our numbers into the methodology established in the article 

leads to: 

 

[-7.4% X (100% – 40%)] + 8.7% = 4.3% 

 

Let’s quickly review what those numbers mean, using an 

example $100,000 mortgage – which was high for that time (and low 

for this time), but allows for some nice rounded numbers that are easy 

to follow.  We borrowed $100,000 at a 7.4% interest rate, meaning we 

pay $7,400 in interest payments for the year.  However, 8.7% inflation 
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has reduced the principal value of what we owe from $100,000 down 

to $91,300 in real dollars, meaning in purchasing power terms we 

experienced a $8,700 gain over that year.  Subtract the $7,400 we 

paid in interest from the $8,700 of economic gain, and we are ahead 

$1,300.  However, the $7,400 interest expense is deductible against 

current income, which at a marginal combined rate of 40%, is equal to 

a $3,000 (rounded) reduction in taxes paid.  So, we start with a 

$8,700 economic gain from inflation reducing the real principal value 

of our debt, subtract $7,400 in interest payment expense, add $3,000 

in tax savings, and we are ahead by $4,300. 

 

 

 

Let’s stop and slowly go through what is happening once more, 

because this review of actual historic numbers is so important for each 

of our financial futures:   

 

We experienced a real $8,700 gain through inflation destroying 

the principal value of the mortgage debt we owe.  The government 

does not see this for tax purposes, so that income is tax-free for us.   

 

We paid a negative interest rate, because the 7.4% rate we were 

paying was less than the 8.7% inflation rate.  The government also 

does not see the negative interest rate, so we are able to deduct the 

full amount of interest.  In effect, we are deducting an imaginary 

$100,000 Borrowing

$8,700 Inflation gain (10%)
($7,400) Interest Expense (7.4%)
$3,000 Taxes saved (40%)
$4,300 Economic Gain
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expense (from an economic perspective), and that produces a further 

$3,000 cash savings for us.   

 

When we take the $8,700 in tax-free purchasing power gains, 

add the $3,000 in tax savings from deducting (economically) 

imaginary interest expense, and then subtract the $7,400 in cash 

interest payments, then we have improved our ending after-inflation 

and after-tax net worth by $4,300, or 4.3%.  When we compare the 

after-tax benefits of 4.3% to the starting spread of 1.3% between 

7.4% mortgage and 8.7% inflation rates – our tax shelter has more 

than tripled our benefits.  All of this has been accomplished not by 

investing, but by borrowing in the right form, during a time of 

substantial inflation.  

 

(We are, of course, ignoring the small monthly principal 

payments that occur, as they don’t affect things that much, and would 

make the example much harder to follow.) 

 

Now, a return of 4.3% may not sound that impressive, if you are 

used to looking at the world through nominal dollar eyes.  Keep in 

mind, however, that the 4.3% is double net – net of inflation and net 

of taxes.  It is the bottom line “real thing” in terms of growth in 

purchasing power.  How much would someone have needed to earn 

with a conventional investment that generated ordinary and fully 

taxable income, to realize this same historical double-net benefit, this 

same real increase of 4.3% in purchasing power?  Lets go back to the 

equations from Reading Three, and plug the numbers in: 

 

[21.7% X (100% - 40%)] – 8.7% = 4.3% 
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In order to earn $4,300 in real terms, we would have needed to 

earn $21,667 in nominal terms.  That is, we invest $100,000, inflation 

costs us $8,700 of the value of our investment, we earn $21,667, we 

subtract 40% taxes of $8,667, and we end up with a real gain of 

$4,300. 

 

 

Because this is so important, let’s go through the investment in 

the same detail that we did with the borrowing: 

 

Using historical inflation from 1972-1982, we lost 8.7% of the 

purchasing power of our investment to inflation each year.  

Government tax policy does not recognize this loss, so we are not able 

to take a deduction, and must bear the full $8,700 loss. 

 

We found a superlative investment, and earned $21,667, an 

annual return of almost 22% on the money invested.  The real after-

inflation earnings were only $12,967 ($21,667 - $8,700), but 

government tax policy does not recognize this.  Therefore, we had to 

pay 40% taxes on the full $21,667, for a cash expense of $8,667.   

 

When we take our real after-inflation earnings of 12,967, and 

subtract $8,667 in taxes (an effective tax rate of 67%), we are left 

with a $4,300 improvement in our net worth.   

$100,000 Investment

($8,700) Inflation loss (10%)
$21,667 Pre-tax earnings (22%)
($8,667) Taxes paid (40%)
$4,300 Economic Gain
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That is remarkable – but true.  When we take taxes into account, 

having an average mortgage from 1972 to 1982, with a rate that was 

1.3% below the historical inflation rate, was throwing off economic 

benefits equivalent to a conventional investment earning almost 22% 

per year.  The huge gap between the two was due to the tax code 

being blind to inflation – and to the difference between swimming 

against the current and going with the current. 

 

Swimming Against The Current Versus Floating Downstream 
 

Making money with investments the conventional way is hard, 

hard work during a time of substantial inflation.  Because you are 

swimming against the current, trying to make dollars at a greater 

speed than they are losing value.  Making the situation worse is that 

you are swimming not only against the inflation current, but the tax 

current as well.  The tax code keeps you from recognizing your real 

losses, even as imaginary profits are taxed.  Therefore, you would 

have had to swim like an Olympic gold medalist, in a furious and never 

ending surge, to maintain a 22% per year return in order to recognize 

real gains of a modest 4.3% per year.  Compounding the difficulty is 

that you would have had to earn those returns by swimming not only 

against the inflation and tax currents, but against the investment 

markets current as well.  For that is the same decade in which the 

Dow lost 62% of its value on an inflation-adjusted basis.   

 

Or, you could not swim at all, and simply float downstream on 

your back.  Let the current of inflation steadily wash away the value of 

your debts.  Let the current of a tax policy that is blind to inflation, 
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shield your profits from taxes even as it sends you money each year 

through allowing you to deduct your (economically) illusory interest 

payments in full, thereby tripling your downstream speed.   Instead of 

fighting the direction of the investments markets, float downstream in 

synch with the broadest of economic forces, the basic economic force 

of inflation redistributing wealth from creditors to debtors.  The 

rewards of this strategy are to naturally accumulate wealth during a 

time of major market downturns, at a rate faster than most investors 

are able to accumulate wealth during bull markets. 

 

There are names for this rare ability to move the exact opposite 

direction of the general investment markets, such as hedging or being 

contra-cyclical.  In general, hedging is a risk-reduction strategy 

designed to protect the value of your portfolio against market 

downturns, to reduce your overall risk.  Hedges are generally quite 

complex and difficult to execute, and effective hedges cannot usually 

be entered into by ordinary individuals on a cost-effective basis over 

long periods of time.  Investments that reliably deliver contra-cyclical 

results – go up when the rest of the markets are going down – are 

uncommon and prized.  When we look at your home mortgage – if it is 

the right mortgage for your particular circumstances – then we have a 

natural, long-term, low-cost and tax-advantaged hedge that has been 

proven to deliver powerful returns during the worst decade that the 

investment markets have seen in the last 60 years. 

 

Your Third Choice:  Swimming Downstream 
 

There is a third alternative to swimming upstream or floating 

downstream.  That alternative is to deliberately swim rather than 
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passively float with the current – but to swim downstream, with the 

currents, rather than against the currents.  To accomplish this – one 

method is to use debt to fund a contra-cyclical asset, rather than your 

home.  Let’s say you have borrowing power in your home, which you 

can safely access given your overall financial situation (the importance 

of the word safely cannot be overstated).  You make an optimal 

decision on how to access that borrowing power, and reinvest the 

money into assets that you expect to thrive in an inflationary 

environment.  Assets that you expect to throw off their greatest 

returns when the stock and bond markets are plunging.  By entering 

into this strategy – you have doubled up your ability to profit from 

inflation.   

 

This is not a hedge by itself – you are making a distinct call and 

bet on the future – but it could function as a hedge if constructed with 

only a portion of your portfolio or net worth.  For instance, let’s say 

70% of your standard of living is exposed to market downturns, either 

because of your existing investments, or because the safety of your 

pension or even career are tied to the overall markets and economy.  

In this case, doubling up your contra-cyclical exposure with a self-

funding combination of both liability and asset could be a powerful way 

of reducing your overall risk of losing savings and standard of living to 

future adverse economic events.  Gold and gold mining stocks would 

be the classic example for the asset side, and yes, funding gold 

purchases with a 30-year, fixed rate mortgage could have been the 

most profitable decision of your life, if you had done so in the early 

1970s (and if gold had been legal for individual Americans to own).  

However, there is the issue of funding your interim mortgage 
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payments with a non cash-flow producing asset, as well as gold having 

some inflation tax exposure. 

 

There is another historically proven way to swim downstream, 

and that is to combine a mortgage not with your home – but with an 

income producing property.  Whether are we buying a duplex, 

farmland with an energy play (gas wells or windmills), a hotel, a strip 

shopping center, or a portfolio of apartment complexes diversified 

across multiple metropolitan areas, buying cash flow producing real 

estate offers a powerful combination of advantages: 

 

1. You don’t make the mortgage payments (if properly 

done), rather, your property makes the payments for 

you. 

2. You receive cash flows from your property that rise with 

inflation, while your debt payments do not.  This means 

that your cash flow (if properly structured) is rising at a 

rate higher than the rate of inflation – and the faster 

inflation rises, the greater the annual increase in 

purchasing power benefit to you. 

3. Because the property is throwing off cash flow, it can 

reliably generate earnings you can use to subsidize your 

lifestyle – even while asset appreciation investment 

strategies (such as most common stocks) are plunging 

all around you. 

4. Real property is not an either/or choice when it comes 

to asset appreciation, however, as the largest part of 

your return may be in the widening spread between the 

tangible asset of the value of your property, that is 
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rising with inflation even while the real value of your 

debt is being shredded by inflation. 

5. You receive the full tax benefits shown in this reading 

for the treatment of interest expenses. 

6. You receive the full tax benefits shown in this reading 

and the following one, for the treatment of capital gains. 

 

Quite a bit more information about the benefits of using 

commercial and rental properties are available in the 26 page special 

report, “Commercial Property Balance Point:  Achieve Deep Protection 

From Economic Turmoil While Turning Inflation Into Wealth”, which 

can be found beginning on page 5 of the book “Real Estate, Retirement 

& Inflation Readings.”  Using simple examples which are illustrated by 

numerous graphs, the report shows how to successfully weather 

turbulent markets, credit crunches, soaring interest rates and a 

plunging dollar, even while simultaneously turning inflation into 

personal wealth and increased safety.   

The Next Reading 
 

So, it’s the effective use of the “tax shelters” that is perhaps the 

most important ingredient in turning inflation into wealth.  It’s the 

special and very little understood tax implications associated with debt 

in inflationary times that take us from a 1.3% spread between the 

inflation rate and the mortgage rate – up to the same after-inflation 

and after-tax benefits as a conventional investment yielding 22% per 

year.  We will go deeper inside the asset side of one of the inflation tax 

shelters in the next reading, as we reconcile nominal dollar, real 

dollars, tax dollars and net purchasing power benefits.  
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More Literature On Inflation Taxes 
 

As explored in this article – in an inflationary environment, 

having an inflation tax fighting strategy may be the single most 

important component of your long term investment strategy.  You saw 

the power of the inflation tax in the readings “Seizing Your Wealth To 

Cover Retirement Promises” and “Turning 10% Inflation Into A 27% 

Benefit”.  We’ll go into more detail in the reading to follow, but the 

bottom line is that without protection, even the most brilliantly 

executed of long term investment strategies can have difficulty in 

breaking even on an after-tax and after-inflation basis, during a time 

of rising inflation and rising taxes.   

 

Because this is obviously of such central importance, at this 

point in the mini-course people sometimes write and ask me for the 

other works in this field.  Who are the other authors they can read to 

educate themselves in this area of reversing inflation taxes in a highly 

inflationary environment?  Is there someone in their own country who 

explains this for their own tax code?  Can I recommend a financial 

planner or CPA firm who is experienced in the area to implement this 

for them?  To answer that question, I need to explain the source of 

what you have been reading so far, and will read in the next reading. 

 

Inflation taxes are a well established economics concept, that 

anyone with a bachelor’s degree in finance or economics should be 

familiar with.  As usually taught, inflation taxes are why there 

generally isn’t such a thing as a risk-free positive return.  Because 

once you subtract both taxes and inflation, returns from Treasury bills, 

money market accounts, and the like are all usually negative in a 

normal financial environment.  The academic emphasis with regard to 
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inflation taxes is on high quality, low yield investments in a relatively 

benign inflationary environment. 

 

I came into inflation taxes from a different direction.  In 

anticipation of the current environment, some years ago I was 

studying and modeling various financial strategies – but I was running 

into a major problem.  OK, investing for high inflation is tough enough 

to begin with.  Add in pervasive asset deflation (in purchasing power 

terms), and things got much tougher still.  But even if you could 

overcome that double problem – the inflation taxes would still kill you.  

The punishing effects of being taxed on illusory income, where the 

higher the rate of inflation the greater the amount of real taxes on 

phantom income were proving a near insurmountable obstacle.  An 

obstacle that applied to all the contrarian asset choices, including 

buying and holding precious metals. 

 

How to overcome this fundamental problem?  Well, this 

extraordinarily unfair tax was the result of the tax code being blind to 

inflation.  Now, a blind opponent is by definition a weak opponent.  

Maybe there was opportunity there?  Going back to my investment 

banking days of structuring hedge strategies and synthetic securities, I 

thought there had to be a way to reverse this, to turn unfairness based 

upon inflation blindness into an advantage.   

 

As I worked through the implications, I found ways to take the 

power and weight of the government tax code and use it against itself.  

A process that started in complexity, but that I was able to eventually 

boil down to the easily verifiable numbers found in this and the next 



Turning Inflation Into Wealth Mini-Course                               Page 14 

V1007                                      DanielAmerman.com 

reading.   So, it was a strategy that could be taught – and could be 

applied by the ordinary people who would need it the most. 

 

However, there is a problem with recommending other literature 

on this strategy or experienced firms to implement it for you - there 

aren’t any.  As far as I can tell - I coined the phrase “reversing 

inflation taxes”.  What you’ve been reading here, is only available here 

– as a foundation. 

More Advanced Applications  
 

There is a great deal more information available on inflation 

taxes, but there is only one place to find it:  The 

Turning Inflation Into Wealth Complete Video 

Course, Financial Crisis Edition.  The first DVD 

starts with an intense focus on increasing yields 

after inflation taxes, using a different presentation 

method than that used in this course.  Because the key to reversing 

inflation taxes is you have to start with that objective from the 

beginning.  This isn’t something where you call your accountant and  

say:  how about tacking on an inflation tax shelter to my existing 

investments for me? 

As we reach the middle DVDs and the heart 

of how to not only fight monetary inflation and 

asset deflation, but turn each into arbitrage 

opportunities, then incorporating inflation taxes is 

again a key part of the methodology.  With a naïve 

strategy of wishing they didn’t exist – we’re fighting our way upstream 

against the current, and it is difficult to come out ahead.  When 

reversing inflation taxes is designed into our strategy from the very 
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beginning however, then we can go with the flow, 

and the more powerful the inflationary current – 

the greater the benefit to us of the blindness to 

inflation within the tax code that creates inflation 

taxes. 

 

It is when we reach the end and pull everything that together in 

DVDs #7 & #8, that we learn the most important 

information on inflation tax strategies:  

incorporating the reversal of inflation taxes within a 

dynamic, multi-asset strategy.  We talk about the 

advantages of picking some assets for their pure 

performances (such as gold), and other assets that are picked for 

ability to deliver inflation tax shelters.  We explore 

how such a blended strategy can best either 

component on its own.  We plan right from the 

beginning for exit strategies that give us the ability 

to separate cash flows from tax events, so that we 

have ways of pulling cash out without triggering 

massive tax payments. 

 

Let me suggest to you, that avoiding those massive tax 

payments on phantom income could very well be one of the largest 

determinants of your standard of living over the years to come. 

 

The knowledge of how to reverse inflation taxes within overall 

investment strategies designed for an environment like the one we are 

in now is available to you, and is explained in an understandable, step 
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by step sequence.  But, it is only available in one through one 

resource. 

 

 

 

 

 

 

 

 

 

http://mortgagesecretpower.com/Workshop/DVD_Brochure.pdf 
 

 

Please note that this is a theoretical discussion of taxes from an economic perspective, 
and is not tax advice for the particulars of your personal situation.  For specific tax 
advice, you should rely upon the services of a tax professional.   

This website contains the ideas and opinions of the author.  It is a conceptual exploration 
of financial and general economic principles.  As with any financial discussion of the 
future, there cannot be any absolute certainty.  What this website does not contain is 
specific investment, legal, tax or any other form of professional advice.  If specific advice 
is needed, it should be sought from an appropriate professional.  Any liability, 
responsibility or warranty for the results of the application of principles contained in the 
website, sample chapter and book, either directly or indirectly, are expressly disclaimed 
by the author. 
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