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Back to the Future
•
•
•

Inflation is an enemy we have not seen for a long time.
Housing inflation can be particularly harmful because housing is about 17% of GDP.
Building costs are rising rapidly. Existing home prices are rising rapidly. Unless incomes rise rapidly too,
we are headed for a fall.

Last week we discussed the evidence for the current inflation to be persistent or transitory. There are good
arguments on both sides, which to us implies that some items will be transitory and others not, thus some increase
in inflation will be persistent. The unanswered question is how persistent and that is where markets have been
laser focused.
Our thinking is along different lines. A few of us have been around long enough to remember the last great
inflation, so that has spurred plenty of discussion. One of the things left out of the current inflation debate is the
tendency of recessions to follow inflationary spikes. This should not be surprising. Inflation would be indicative
of an overheating economy and the typical Fed response would be to raise interest rates, which would slow the
economy and push us toward a recession. We find it interesting that the current debate is centered on when the
Fed will raise rates, rather than on the result of the Fed raising rates. We strongly suspect that once the Fed
does finally raise interest rates, the recession discussion will begin in earnest. We don’t know when that point
is, but we think it is worthwhile to take that step ahead of schedule.
The last two economic downturns were unlike the recessions of the past. Crazy leverage in the housing market
threatened the financial system in 2008 and a pandemic caused the most recent downturn. Back in the ‘old days’
the Fed caused recessions by pushing back on ‘too rapid’ economic growth by raising interest rates. They always
seemed to raise them too far and keep them there too long, creating a worse economic outcome than what
was necessary. This time, we may well be heading back to the future – an old-fashioned recession. We are not
saying it necessarily happens soon, but we are heading in that direction. Here’s why:

1) Upward Presure on New Home prices: Two years ago lumber was trading at about $300-$350
per thousand board feet. As this is written, the price is $1,600. Lumber costs are adding over
$30,000 to the cost of an average new home. Two years ago copper, another key commodity in
house construction, was trading at about $6,000 per ton. Today it is over $10,000 per ton. (See
“Lumber costs have added $36,000 to the price of a new home” in What We’re Reading below.)
2) Upward pressure on existing home prices: There is simply no supply on the market. When
COVID hit, the supply of exisiting homes for sale plummeted and it has not recovered. There
was great fear of having strangers contaminate your home while viewing the house. How much
of the current supply shortfall is related to this is up for debate. (See “Every Metro Area
Experienced Home Prices Rise” in What We’re Reading below.)
3) Upward pressure on interest rates: Market rates have already begun to react in anticipation of the Fed
having to face the inflationary trends. The Fed has promised to hold off on rate increases as long as some
segments of society are still under great stress, but that cannot last forever. The market will ultimately
force the Fed’s hand if they are unable to react independently.
This combination is reflected in the University of Michigan Sentiment Survey, released Friday, which recorded
the weakest home buying sentiment since 1983!
Without some correction in commodity prices, and existing home prices, the only solution is if income growth
can keep pace. Incomes have certainly risen during the pandemic, but that is largely due to government transfer
payments. The real question is where incomes are headed once the pandemic is behind us. If incomes fail to
keep pace with rising home prices and interest rates, the housing market could fade quickly leading to an oldfashioned, 1970’s style recession.
We can’t help but think that we could be on a collision course, although this might well be a slow-motion train
wreck. We see no reason for this to pan out quickly, or fade away quickly, and that is precisely why we favor a
balanced approach to investing with a diversified portfolio. We do not believe the market can be timed with
any consistency.

Inflation Data Shocks Markets
•
•
•

Investors think in terms of long-term trends, but on the margin, markets are ruled by traders, who react
to each new data point, whether it fits their particular narrative or not.
The surprising inflation data this week did not fit the investors narrative, but investors appear
unperturbed.
Traders, on the other hand, must account for the possibility that the investors narrative is incorrect,
and as a result, markets move.

Last week we spoke of transitory inflation vs. a more permanent surge in inflation. The inflation data this week,
which showed the Consumer Price Index (CPI) rising 4.16% from last year raised concerns that this inflationary
episode is more of the permanent kind and markets reacted accordingly, as stock and bond prices declined
sharply on Wednesday. We took a harder look at the data to draw some conclusions of our own and that data is
in the heat map below (from BofA Research) which shows year over year price changes. What stands out in the

data is that there were a couple of very large increases that deserve some deeper thought, in particular Energy,
which rose 25.14% and Used Cars, which rose 20.97%.
We believe the increase in energy is purely a base effect (i.e., the point of comparison is the ‘base’). Last year at
this time, oil prices had plunged, so despite the fact that crude oil is selling at roughly the same price as
immediately before the pandemic, the small base created by the pandemic makes the increase appear quite large.
If crude prices were $80 and headed higher, we’d have legitimate concerns, but oil has simply returned to where
it was and that is not an inflationary event.
Used car prices also rose dramatically. The reasons in this case are a bit less clear, but we note the following:
1) New car prices rose less than 2%.
2) The chip shortage has reduced new car production.
3) The pandemic has created a continuing fear of mass transit, increasing the demand for cars.
It is possible that the pandemic effect on the use of cars could be somewhat permanent, but it is hard to argue
that higher used car prices are permanent, or that used car prices will continue to rise when new car prices are
fairly stable. Thus, we see this effect as temporary also.
So how did these two items impact the inflation number? Well, using the weights from March 2021 (April weights
are not yet available.) these two items contributed about 56% of the 4.16% rise in the CPI in April. Without these
two items, CPI would have risen an estimated 1.84%.
Inflation is something we need to keep a close eye on, but at this point, there is little that says a persistent
inflationary surge is happening. However, these base effects and the continuing supply chain issues will likely
keep headline inflation on the high side for some time to come.

What We're Reading
US recovery could be upended if Fed's bet on 'transitory' inflation proves wrong
Mississippi River Reopens, Freeing Over 1,000 Stuck Barges
Remember the Nifty Fifty? (Oldie, but goodie)
Why investors should look past this week’s inflation data
Virtually Every Metro Area Experienced Home Prices Rise in First Quarter of 2021
Lumber costs have added $36,000 to the average price of a new home
Antimony: A Mineral with a Critical Role in the Green Future
U.S. Economy Is Evolving. So Should the Fed
Gold’s Headwind Turns Into a Tailwind
Why Is The White House Timid On Trade?
This Face Changes the Human Story. But How?
Markets This Week
Despite a strong rally on Thursday and Friday, the stock market was unable to compensate for a very weak start
to the week leaving plenty of red for the week. There was weakness across all the broad indexes with NASDAQ
the worst perfromer for the week. Rates were pushed higher early in the week buit eased back a bit later in he
week as the inflation data was digested, but again, it left lots of red ink in the bond market for the week.
Commodities eased from their torrid pace as China, a large buyer, expressed a desire to ease the commidty
inflation. Not surprisingly, Gold, a safe haven assset, financials, responding to higher interest rates and Consumer
Staples, a low beta asset, led the way on the upside.
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S&P 500 (SPY)

-1.31%

11.79%

20+ Yr. Treasuries (TLT)

-1.54%

-12.77%

Consum er Disc. (XLY)

-3.87%

6.37%

Dow (DIA)

-1.04%

13.07%

Barclays US Aggregate (AGG)

-0.27%

-2.82%

Info. Technology (XLK)

-2.19%

4.80%

NASDAQ (QQQ)

-2.34%

4.16%

Interm ediate Municipal (MUB)

-0.15%

0.03%

Financials (XLF)

0.26%

29.06%

Russell 1000 Grow th (IWF)

-2.14%

4.43%

US Corporate Bonds (LQD)

-0.53%

-4.56%

Health Care (XLV)

-0.50%

9.20%

Russell 1000 Value (IWD)

-0.64%

18.04%

Barclays US High Yield (HYG)

-0.14%

0.96%

Utilities (XLU)

-0.20%

5.90%

Vanguard Mid-Cap (VO)

-1.34%

11.46%

Industrials (XLI)

-0.59%

18.63%

Vanguard Sm all-Cap (VB)

-1.73%

13.16%

Energy (XLE)

-0.26%

42.64%

Materials (XLB)

0.05%

21.94%

International Equities
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Consum er Staples (XLP)

0.38%

5.69%

MSCI EAFE (EFA)

-1.06%

9.05%

Com m odities (PDBC)

-1.34%

25.82%

Com m . Services (XLC)

-1.52%

14.44%

MSCI Em erging (EEM)

-3.18%

2.48%

Gold (GLD)

0.64%

-3.18%

REITS (VNQ)

-1.38%

14.97%

Hom ebuilders (XHB)

-4.28%

32.05%

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:
Is A Roth IRA Conversion Right for You?
I tell clients with money in traditional IRAs not to get too in love with their balances, as it’s not theirs
just yet.

Tax Planning:
How Biden’s tax plan may spark more charitable giving
Biden’s proposal may make some charitable giving tactics more attractive.

Health:
Got Back Pain? How the Superman Exercise Can Help
There are a handful of easy-to-perform movements that can help relieve some tension and aches.

Entrepreneur:
An Entrepreneur’s Guide To Strengthening Personal Finances
As an entrepreneur, it is easy to overlook your personal finances as you only focus on your venture.
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