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The Great Inflation Debate
•
•
•

The Fed (and others) believe that the current inflationary trend is transitory.
Others believe that this is the beginning of a great inflationary surge.
There are valid reasons for BOTH positions.

Inflation is the great unseen tax on your savings. It degrading the purchasing power of your dollars. Parts of our
portfolios are designed to deal with inflationary trends with the intent of maintaining your purchasing power if
and when inflation comes. We do this because inflation is fickle. You never really see it coming and if you wait
until it arrives in earnest, you have probably waited too long, which is the crux of our discussion today. Inflation
is in the news; it’s obvious in the grocery store; but is this the start of a great inflation surge that should concern
all investors? Or is it simply the temporary aftereffect of a very rapid rebound in consumer demand following the
inventory and production sapping effects of the pandemic? Once the productive capacity of the economy catches
up with this demand, inflation should no longer be a worry. The honest answer is that it’s hard for anyone to really
know, thus the need to always be prepared.

The Case for Transitory Inflation
The case for transitory inflation is simple: supply chain disruption is temporary; therefore, inflation is temporary.
Covid created a negative demand shock as we huddled in our homes, but it also impacted our ability to produce
as manufacturing plants closed globally due to the outbreak. Due to the enormous stimulus, we are now
experiencing a positive demand shock but inventories are low and our productive capacity has not recovered as
quickly as demand. The U.S. has been gravitating toward a service economy for many years, but the end of the
pandemic has caused a temporary shift back in the direction of durable goods. Thus, we have shortages
throughout the economy, which of course cause price increases, but once these shortages are cured, inflation is
likely to return to previous levels. We experienced a similar situation following WWII. When the war ended, it
created a massive positive demand shock, which could not be quickly met by an economy geared for wartime
production, which helped to drive inflation higher. By the 1950’s inflation had calmed down.

One of the key reasons to believe the current inflation is transitory is the high level of unemployment that remains.
It is said that the cure for high prices is high prices, because that will reduce demand. That is true enough, as long
as wages are not also inflating. The crux of the argument is that it is difficult to create persistent wage inflation
when unemployment is relatively high.
At this point, the market appears to be in agreement. The chart below shows the 5-year (red) and 10-year (blue)
breakeven inflation rates. Notice that the 5-year rate is typically below the 10-year rate. This is because inflation
is unknown and over time, the risk of inflation increases. Recently, the 5-year inflation breakeven has moved
above the 10-year breakeven, implying that there is more inflation expected over the next five years than over
the next 10 years, implying that short-term inflation is expected to be transitory. This will be an interesting chart
to watch in coming months as it can give us an indication of changing attitudes toward inflation.

The Case for an Inflationary Surge
The case for an inflationary surge is less clear-cut, but not without its merits. We would summarize the key
components of this argument as follows:
1) Central Bank attitudes toward inflation have become increasingly lax. Since the Great Financial Crisis
(GFC), which brought fears of bank failures and 1930’s style deflation, the Fed has been unsuccessfully
attempting to get inflation back to its 2% target. Recently, they have endorsed an even higher inflation
rate such that a long-term 2% average can be produced.
2) Fiscal policy has gone from a standing start to warp speed in a very short time. Since the GFC, the Fed
has encouraged congress to help with the heavy lifting of economic recovery by using fiscal policy, a
request that has been rejected until the pandemic. We now have fiscal policy on steroids with trillions of
dollars being thrown around like chump change.

3) Globalization has peaked. The Biden Administration has maintained much of the protectionist policies of
the Trump Administration and the already strained U.S./China relationship is worsening. On-shoring
manufacturing is good for the U.S. from a strategic viewpoint, but we manufacture very little today for a
good reason - our costs are relatively high. Increased on-shoring implies higher prices.
4) Wage pressures are building. Although the unemployment rate remains high, businesses are having
difficulty finding the required labor to re-open. This became more obvious this week as 42% of small
businesses report an inability to find labor, yet the employment gains this week were a mere 266,000,
when expectations were for over 1 million new jobs to be added. There are many potential reasons for
this: 1) Emergency unemployment benefits discourage work; 2) Pandemic fear is holding back potential
applicants; 3) Pandemic closures have pulled women out of the work-force to be at home with the kids.
Whatever the causes, if the wage increases become permanent, it tends to ingrain inflation. (For more
color on this, see “What We’re Reading” below.)
Financial pressures are not insubstantial either. Our deficits are enormous and while we are the richest country in
the world, that does not imply we can afford everything. Our debt is now at a level where our ability to grow our
way out if this debt is limited at best and non-existent at worst. Inflation erodes that debt burden making inflation
a somewhat welcome event, from a policy perspective. The alternative is a collapse in asset prices where debt is
re-structured (think 1929).
As we have stated several times on these pages in the past, the big difference today is that the additive effect of
fiscal stimulus on the rapid pace of monetary stimulus from the Fed is that the money is (finally) reaching beyond
Wall St, (asset prices) and is being extended to Main St. and that is potentially a very powerful and inflationary
change.

What We're Reading
Just About Everything Costs More at American Grocery Stores
Strategist breaks down the market reaction to the surprising April jobs report
‘Job Paradox’ Baffles Economists as U.S. Employers See Shortage
With 8 million Americans out of work, why are more companies not filling jobs?
Biden says corporate tax rate should be between 25% and 28%
No plan to shoot down Chinese rocket
The Disturbing Conflicts of Interest in Target Date Funds
Bridgewater on Bubbles (1 hour podcast)
Get ready for the new workplace perks

Markets This Week
Broad indexes closed mostly higher on the week with the exception of the NASDAQ 1000 and the Russell 1000
Growth index. Growth finished the week strong, but could not make up for weakness early in the week. Among
the sectors, Energy, Materials, Homebuildersa and Fincaials were all big winners, rising 4% or more. Commodities
continued their run and gold re-joined the commodity party, increasing by about 3.5%. International stocks also
had a good week. The bond market was relatively quiet as it attempted to reconcile strong economic growth with
weak employment numbers.
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S&P 500 (SPY)

1.16%

13.27%

20+ Yr. Treasuries (TLT)

0.43%

-11.40%

Consum er Disc. (XLY)

-0.73%

10.65%

Dow (DIA)

2.64%

14.26%

Barclays US Aggregate (AGG)

0.10%

-2.56%

Info. Technology (XLK)

-0.48%

7.15%

NASDAQ (QQQ)

-1.12%

6.66%

Interm ediate Municipal (MUB)

0.09%

0.18%

Financials (XLF)

4.19%

28.72%

Russell 1000 Grow th (IWF)

-1.08%

6.71%

US Corporate Bonds (LQD)

0.46%

-4.05%

Health Care (XLV)

2.26%

9.75%

Russell 1000 Value (IWD)

2.68%

18.81%

Barclays US High Yield (HYG)

-0.13%

1.10%

Utilities (XLU)

-1.02%

6.11%

Vanguard Mid-Cap (VO)

0.38%

12.97%

Industrials (XLI)

3.36%

19.34%

Vanguard Sm all-Cap (VB)

0.48%

15.15%

Energy (XLE)

8.58%

43.01%

Materials (XLB)

5.82%

21.89%

International Equities
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Consum er Staples (XLP)

1.52%

5.29%

MSCI EAFE (EFA)

2.94%

10.21%

Com m odities (PDBC)

4.46%

27.52%

Com m . Services (XLC)

0.29%

16.21%

MSCI Em erging (EEM)

1.32%

5.84%

Gold (GLD)

3.58%

-3.80%

REITS (VNQ)

-0.65%

16.58%

Hom ebuilders (XHB)

5.35%

37.96%

The table above is an analysis of the weekly and year to date returns of various markets/sectors that we follow (More RED = worse performing
markets/sectors; More GREEN = best performing markets/sectors). Source: IEX Trading & PWM Research.

Retirement Planning:
Are You Still Chasing the Almighty Dollar, Even Though You Have Plenty to Retire?
Many have saved enough money to retire comfortably. Yet too many worry about their money
running out and want more. Maybe it’s time to ask yourself “How Much Is Enough?”

Tax Planning:
How The Senate’s Rules And Precedents Shape The Tax Law
Senate procedures, particularly those for budget reconciliation, mold the tax laws that are created
or altered in that process in critical ways.

Health:
How Food May Improve Your Mood
Studies suggest that the foods we often crave when we are stressed or depressed, as comforting as
they may seem, are the least likely to benefit our mental health.

Entrepreneur:
Grit, Grind And Gratitude
Harnessing the three Gs mantra as a small business owner
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