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SUMMARY

• Recently, some investors
have been concerned about
inflation.
• We do not see inflation
showing up in traditional
measures over the next year.
• We believe asset price
inflation will likely continue in
a zero-interest rate
environment.
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Structural and Cyclical Forces to Keep Inflation in
Check
In the 1970s the most dreaded word in economics was inflation. Fast forward to the
present and many are wondering if we will ever see sustained inflation again. Given the
unprecedented central bank intervention over the last twelve years, inflation has been
remarkably subdued, indeed at times investors have fretted that the US was
experiencing deflation. For years, the Fed has tried to reach its long- term goal of 2%
inflation, to no avail. However, the Fed’s giant experiment has created inflation in other
parts of the economy not captured by formal economic metrics such as the Consumer
Price Index (CPI) and the Personal Consumption Expenditure Price Index (PCE) that
tend to dampen inflation calculations.

CPI and PCE:
CPI and PCE are two baskets that economist use to measure inflation. CPI is produced
by the Bureau of Labor Statistics (BLS), and PCE is produced by the Bureau of
Economic Analysis (BEA). While both indices measure inflation, they differ in their
calculation, weighting scheme, and scope.
CPI tracks the prices of thousands of goods consumed by urban consumers in the
same proportions each month, while PCE measures the aggregate change in the goods
and services that are actually consumed. The make-up of these two baskets (CPI and
PCE) have biases that, in our opinion, cause inflation to be dampened by their
methodologies. For instance, CPI does not account for health care costs that are
covered by insurance, only those expenses that are paid directly by the consumer out
of pocket, eliminating a good portion of the cost.
While PCE includes all components of health care costs, it introduces the ‘substitution
impact’ of goods and services in its calculation. For example, when the price of potato
chips increases, consumers can switch to cheaper pretzels. PCE captures this
substitution effect, thus not garnering the full impact of the price increase of potato
chips.

Asset Inflation:
Since the 2008 Great Recession, although ‘normal’ inflation as defined by CPI and PCE
has been hard to sustain, the Fed’s easier monetary policies have created inflation in
financial assets that are held by just 60% of Americans. The policies of the Federal
Reserve were designed to drive short term interest rates to zero, and to provide
excessive demand for bonds through outright purchases to drive their yields down as
well. As a result of this policy, other financial assets such as stocks, gold, and real
estate have experienced significant price increases. Since March 9, 2009 when the
S&P 500 bottomed, the index is up 470% on a price basis, the price of Gold is up 207%,
US 10-Year Treasuries are up 11%, and home prices are up 83% as of December 31,
2020. Conversely, the West Texas Intermediate (WTI) Crude Oil price was down 3% as
of the same period (as shown in the following chart):
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This distinction is important because energy costs are a major input cost for goods and the depreciation of oil has helped
keep a lid on goods inflation.

Inflation Drivers:
So, what are the drivers of inflation? We believe that there are two sides to inflation: Demand and Supply. On the demand
side, one driver would be accelerating wages that would increase the spending power of consumers. On the supply side, one
potential shock could be additional tariffs and/or trade quotas that would limit the amount of goods available.
Currently, the unemployment rate sits at 6.7%, well above what economist consider to be full employment. Additionally, the
labor participation rate, the percentage of workers seeking employment, is 61.5% which is well below the 5-year high
experienced in January 2020 of 63.4%. As more workers re-enter the workforce, hiring could increase without reducing the
unemployment rate. Thus, an increasing labor participation rate has the potential to offset some of the improvements in the
unemployment rate resulting from increased hiring (see Weekly View from 9/14/20: “Implications of a ‘Job-Light’ Recovery”).
For wages to increase the economy needs to reach full employment and the demand for labor exceed its supply. In turn, rising
wages allows consumers to have more discretionary income to purchase goods and services. Thus, demand increases and
allows for potential price increases.
Supply and demand curves often act independently, so another path to increase inflation could come from the supply side.
Supply has been strong for most goods and services as technological innovation has allowed companies to be more
productive while not driving up costs, and globalization has dramatically increased low-cost supply. This has ultimately
created excess supply in many industries, which has limited the amount of price increases that producers could pass on to
the consumer. We believe this phenomenon has played a significant role in limiting the rise of inflation. However, if
government stimulus can significantly increase demand and corporations hold back on increasing supply the sheer scarcity
effect could induce inflation, in our view.

Conclusion:
There are number of paths that can be taken to increase inflation; however, we do not envision any of the paths developing
enough to fear inflation becoming a problem in 2021. In our opinion, inflation is not a concern at present due to the number of
workers still unemployed and the impact of the pandemic is still unsettled as the economy deals with selective lockdowns.
Therefore, we believe that equity markets will continue to trade at elevated valuations as investors search for yield in a zero interest rate environment with few alternatives. We view inflation as a potential issue to worry about in 2022 and beyond.
However, if inflation expectations increase too much due to the economy rebounding faster than we forecast we will add
Treasury Inflation Protected Securities to the portfolios to protect our client’s purchasing power.
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