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The pandemic has caused a unique situation in 
the economy. Demand has accelerated quickly, 
with supply out of balance. This has contributed 
to higher inflation readings. We look at recent 
trends and the implications on investments and 
government policy.



Inflation Overview
Inflation has been generating a lot of headlines recently so we 
thought it would be helpful to provide an update on a very confusing 
and misunderstood topic.  There are a variety of inflation measures, 
so it is helpful to put some context around numbers.  Then we will 
discuss recent trends and finally the implications on investments and 
government policy.  

Overview of  
Inflation Measures

Recent Trends

Investment & 
Policy Implications

• Consumer Price Index
• Personal Consumption Expenditures
• Other relavent measures

• Trending higher
• Base effect
• Supply chain disruption

• Cyclical sectors leading
• Headwinds for fixed income
• Fed policy remains the same
• Costs will likely be shared



The most widely followed indicator, the Consumer Price Index 
(CPI), is compiled by the U.S. Bureau of Labor and Statistics. 
This measure examines the weighted average of prices of a 
basket of consumer goods and services. The basket includes 
over 80,000 items covering all types of industries including 
transportation, food, housing, and medical care. 

It is quoted two ways, Headline CPI, which includes all items, 
and Core CPI, which excludes food and energy.  These are the 
two most volatile components, so Core CPI shows a smoother 
trend. It’s important to understand the housing component, as it 
is the largest part. This doesn’t measure home prices but rather 
the implicit rent an owner occupant would pay if they were 
renting their own home.
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Understanding the various components of CPI 
and their weights is important.  Certain goods 
and services have experienced high levels of price 
appreciation but the impact on the broad measure 
has been muted. Two examples are College Tuition 
and Medical Care, both have more than doubled since 
2000. College Tuition is part of the Education and 
Communication basket and with a weight of under 
2%, while Medical Care is around 7%. Apparel is also 
an interesting category because it has shown price 
declines but at a weight of 3%, it also has a muted 
impact. 

Inflation Measures Focus on:
Customer Price Index (CPI) 1



The next measure to focus on is the Personal Consumption Expenditures Price Index (PCE), which is calculated by the 
U.S. Bureau of Economic Analysis, providing both a headline and core reading.  This is the preferred measure of the 
Federal Reserve and is important to interest rate policy.  It also measures a broad range of goods and services but differs 
from CPI in several ways.  There is a focus on business surveys instead of consumer surveys.  The index uses a different 
weighting, with higher allocations to health care and lower emphasis on shelter.  There are also differences in the scope 
of what it measures.  For example, in the health care category, CPI only includes out-of-pocket expenses while PCE also 
includes expenditures for employer-provided insurance, Medicare, and Medicaid.  There are also other adjustments, such 
as, if a certain good experiences high inflation and consumers are likely to use a substitute item. 
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There is a wide range of 
other measures each with its 
different focus and unique 
calculations.  Below is a list 
of some measures that are 
commonly cited in the financial 
media.  We provide a brief 
description, the source of 
the calculation, and the key 
attribute.  This is not meant 
to be an exhaustive list but to 
provide some context on the 
data.
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Indicator Overview Source Key Attribute

Producer Price Index

The Producer Price Index (PPI) is a family of in-
dexes that measures the average change over 
time in selling prices received by domestic pro-
ducers of goods and services. PPIs measure price 
change from the perspective of the seller.

U.S. Bureau of Labor and 
Statistics

Utilized in adjusting purchase and sale 
contracts.

Can be a leading inflation indicator since 
it captures price changes before the con-
sumer level.

5 Year, 5 Year Forward Inflation 
Expectations Rate

This is a measure of expected inflation (on av-
erage) over the five-year period that begins five 
years from today.

Derived from interest rate 
spreads between Treasuries 

and TIPs

A market-based indicator for current ex-
pectations but inconsistent in forecasting 
actual inflation.

University of Michigan: Inflation 
Expectation

A survey of at least 500 telephone interviews to 
assess expected price changes in the next 1 and 5 
years.

University of Michigan Provides a good view of the consumer 
view of expected inflation.

Capacity Utilization

The capacity utilization rate measures the propor-
tion of potential economic output that is realized. 
Displayed as a percentage, the capacity utilization 
level provides insight into the overall slack that is 
in an economy at a given point in time. 

Federal Reserve High rates of capacity utilization can lead 
to price inflation.

Average Hourly Earnings

A component of the monthly Current Employment 
Statistics, a survey of 144,000 employers.  It is the 
average amount employees make per hour each 
month.

U.S. Bureau of Labor and 
Statistics

An important factor in setting Federal Re-
serve interest rate policy.



If we examine the recent readings for these measures, we see that after an extended period of modest inflation there 
has been a move higher.  Inflation is a complex topic, but we can see two main themes driving the data.  The first is 
referred to as the base effect.  Many data points represent year-over-year change.  The base, the measure from a 
year ago, is the denominator in the calculation.  There might be unusual circumstances, like a pandemic, that impact 
the previous reading causing the current reading to be higher or lower than normal.  In this case, the pandemic and 
economic shutdown caused relatively low prices last year and which contributes to the higher readings today.  The 
second factor is issues with the supply chain.  The rollout of the vaccine has caused a surge in demand for goods and 
services.  However, there is a limited supply to meet the demand causing a surge in prices, and increasing supply takes 
time.  This has impacted prices in goods such as semiconductors, lumber, airfares, and rental cars.  

At this point, we don’t have confirmation that these factors will lead to sustains higher inflation over the intermediate 
and long term.  We will continue to monitor and analyze the economic data to assess the trends.
 

Recent Trends  
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Measure Date Reading Trend / Comments

Consumer Price Index (CPI) June 2021 5.4% Substantial increase in year over year readings due to base effect and supply chain issues.

Core CPI April 2021 4.5% Above market consensus with a sizeable increase due to base effect and supply chain issues.

Personal Consumer Expenditures May 2021 3.9% Modestly higher, slightly above the 10-year average.

Core PCE May 2021 3.4% Higher readings, due to the impact of reopening the economy.

Producer Price Index June 2021 7.3% Trending higher driven by energy and trade categories.  Base effects also a factor.

Core PPI June 2021 5.5% Shortage of automobiles and auto parts played a role in the move higher.

5 Year, 5 Year Forward Inflations 
Expectations June 2021 2.17% Forward inflation expectations have begun to moderate.

University of Michigan:  Inflation 
Expectations June 2021 1 Year – 4.2%

5 Year – 2.8% Current and future expectations turned lower in June.

Capacity Utilization June 2021 75.38 Moving higher but still plenty of slack in the economy.

Average Hourly Earnings June 2021 3.57% Returning to pre-pandemic trends but expect variability due to changes in certain industries.  

Recent Trends  
Focus on:
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Investment & 
Policy Implications  
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Higher inflation can have significant implications across the economy, investments, and 
government policy.  If the economy is growing rapidly, some inflation would be expected 
and is generally benign.  If there is slow growth, inflationary pressure would create a 
very challenging environment.  For example, the Federal Reserve may be forced to raise 
interest rates before employment has fully recovered, creating conflict with the Fed’s dual 
mandate.  Higher rates could be potentially detrimental to capital markets and affect the 
government’s ability to fund its deficit.  

The cause of higher prices is also important to consider.  Higher input 
costs, like commodities, can cause “cost-push” inflation where companies 

attempt to push higher prices on consumers.  In contrast, if consumers 
are willing to pay more for goods today, demand can outstrip supply, 

also causing prices to rise.  This is known as “demand-pull” inflation.

In the current environment, we have strong economic growth with both 
cost-push and demand-pull inflation.  During the pandemic, we saw a 

decline in a wide range of production inputs, causing supply to fall and 
prices to increase.  Consumers are in a strong position with excess savings, 

stimulus, and improving employment driving demand higher.  

In the current environment, we 
have strong economic growth 
with both cost-push and demand-
pull inflation.

KEY POINT



We can see the investment implications in the performance of various asset classes and sectors.  
We have seen strong price appreciation across many commodities, including copper, aluminum, 
and oil.  Equity sectors that benefit from higher commodity prices (and can pass those costs on 
to consumers) have also shown strong performance.  These include Energy, Industrials, and 
Materials.  In contrast, Consumer Staples and Consumer Discretionary sectors have trailed due 
to concerns over profit margins.  Higher inflation can be problematic for fixed income investors, 
as it erodes the real value of the fixed cash flow found in bonds.  We have seen broad fixed 
income indexes struggle year to date.  

Who will absorb these higher costs, and how will it impact the economy?  
Consumers and companies are both in a strong position to accept price 
increases and will likely share the burden.  Company profit margins are 
at a record high, as are cash levels on balance sheets.  Low interest rates 
and liquid equity markets indicate capital is readily available if needed.  
Consequently, corporations appear to be well situated in this environment.  In 

addition, consumers are in a resilient position with excess savings, reduced debt 
burdens, and upward trending wages.  Considering the diverse range of goods and 

services impacted by the pandemic and economic shutdown, we believe the onus will 
be shared by all participants.
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Energy, Industrials & Materials tend to 
benefits from higher inflation.

Consumer sectors struggle to pass on 
high costs.

Inflation erodes value of fixed income.

Corporations and consumers are in a 
strong position to absorb higher costs.

KEY POINTS



Fiscal and monetary policy will also be influenced by new trends in inflation.  Typically, the 
Federal Reserve will look to raise interest rates to cool the economy if inflation moves higher.  
However, Fed Chairman Powell has indicated they intend to keep rates low until we see 
substantial improvement in employment.  They are willing to tolerate higher levels of inflation, 
which they believe are transitory.  At this point, we are not concerned about the Federal Reserve 
raising rates.  Rising inflation generally leads to higher interest rates, which can impact fiscal 

policy.  If it is more costly to finance the deficit, the federal government might look 
to reduce spending.  Currently, demand for Treasuries remains robust so 

financing the deficit isn’t an issue.  

The pandemic has caused a unique situation in the economy.  Typically, 
after a recession, demand returns gradually, giving companies plenty 
of lead time to increase supply.  Today, demand has accelerated quickly, 
while companies need more time to bring supply in balance.  This has 
contributed to higher inflation readings.  We believe the supply chain 

issues will begin to resolve in the near term resulting in a transitory 
period of inflation.  If we look forward to the intermediate and long 
term, we should see a more balanced environment with inflation 
moderating to long-term averages.
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Federal Reserve believes higher 
inflation will be transitory & not likely 
to raise rates in the next 6-12 months. 

Over time supply and demand will be 
brought into balance leading to more 
moderate inflation readings.

KEY POINTS
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Inflation is a complex topic, with multiple measures driving the 
data. The pandemic has created unusual circumstances that 
have impacted typical inflation readings and trends. At this 
point, we don’t have confirmation that pandemic related factors 
will lead to sustained higher inflation over the intermediate 
and long term. In our view, we should see a more balanced 
environment with inflation moderating to long-term averages. 
The Federal Reserve believes higher inflation will be transitory 
and will not likely raise rates in the next 6-12 months.
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