
SHOULD WE BE SINGING THESHOULD WE BE SINGING THE
INFLATION BLUES?INFLATION BLUES?
Scott Welch — Chief Investment Officer, Model Portfolios

05/10/2021

I'm trying to make a living

I can't save a cent

It takes all of my money

Just to eat and pay my rent

I got the blues

Got those inflation blues

(From “Inflation Blues” by BB King, 1983)

I can't help but wonder what a man suppose to do

I got those hard breaking escalatin' high inflation blues

(From “High Inflation Blues” by Moe Bandy, 1977)

In this blog post we continue with our deeper dives into different economic indicators,

what we can learn by looking beyond the headline numbers and what those indicators might

tell us about future economic and market conditions. In previous posts we discussed cons

umer sentiment and investor behavior and employment.

This time we discuss a topic that seems to be top-of-mind for many economists, advisors

and investors: inflation. When Messrs. King and Bandy recorded their songs in the late-

1970s/early-1980s, the U.S. was in one of the worst inflationary periods in its history,

topping out at 14.6% in April 1980. We doubt either of those gentlemen would view

today’s environment as “inflationary” as they knew it.

But is has been absent for so long that even a whiff of inflationary pressure raises

questions and concerns, especially considering the recovering global economy, global

easy-money policies and continued massive stimulus here in the United States. So, let’s

dive in.

The Headline NumbersThe Headline Numbers

Definitionally, inflation is simply a rise in prices and a corresponding decline in the

purchasing power of money. Here in the U.S., the “headline” measures of inflation are

the Consumer Price Index (CPI), a measure of the average price of a basket of goods and

services, CPI ex-Food & Energy, which removes those two sectors because they tend to be 

volatile (these may seem ridiculous things to exclude to someone paying more for their

gas and groceries), and the Personal Consumption Expenditures Index (PCE), which

measures the change in household expenditures over a period of time. The Federal Reserve

(Fed) tends to prefer the PCE when evaluating inflation because it accounts for changes

in consumer behavior (e.g., substituting hamburger for steak) as prices change.

Here is how these three indicators currently look.
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Given that the Fed’s historical target rate for inflation is 2%, these headline numbers

do not give much cause for alarm, especially since the Fed has signaled it believes any

near-term increase is likely transitory. The Fed has also indicated that it will allow

inflation to run hot before stepping in, in order to pursue continued economic recovery.

The Numbers Behind the NumbersThe Numbers Behind the Numbers

Let’s now look at some of the “numbers behind the numbers.” We will focus on the two

primary drivers of inflation – wages and input prices. Wages, because as workers earn

more, they tend to consume more, and the laws of supply and demand suggest that tends to

drive prices up. Input prices because, as the cost of “inputs” (e.g., raw materials,

shipping costs, etc.) go up, companies will pass those increased prices through (as much

as they can) to the end consumer in order to keep up their earnings.

Three useful measures of wage inflation are: (1) the Employment Cost Index (ECI)Employment Cost Index (ECI),

published by the Bureau of Labor Statistics, which measures both wages and benefits at

all levels of a company (and so it is probably the most comprehensive metric), (2) the

Average Hourly Earnings of EmployeesAverage Hourly Earnings of Employees, Total Private (since government workers are

paid by the taxes on those earnings) and (3) Real Personal IncomeReal Personal Income, Excluding Transfer

Receipts (again, since transfer payments – social security, Medicare, Covid-19 relief,

etc., are paid for by taxes on private sector earnings).

The current levels of these measures suggest we have not yet begun to see significant

wage inflation. Average hourly earnings are rising as people return to work from the

pandemic lockdown, but the ECI is stable and Real Personal Income is actually declining.

Finally, let’s look at input prices. Again, there are a handful of useful metrics. One

is Current Prices PaidCurrent Prices Paid, which is calculated by some of the regional Federal Reserve

Banks and measures how much companies are paying for their inputs. Here we perhaps see

the first signs of true inflationary pressure.
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Another useful metric is to measure the changing prices of commodities, which is an

important input cost for many companies. A commonly reported metric is the Commodity Res

earch Board (CRB) Index, which measures the changing prices of a defined basket of

commodities. We prefer, however, to look at the changing prices of indexes tracking

those individual commodity sectors. What we see is a steady rise over the past 12

months.

As noted above, companies increasingly are passing these increased input prices through

to their end consumers – an exact example of input price inflation.
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ConclusionConclusion

Based on the metrics we follow, it might be premature to be singing the “inflation

blues.” But many of these metrics will almost certainly rise over the coming months as

the global economy recovers, workers return to work and pent-up consumption demand is

released.

The market likes a little inflation – it historically has been good for stocks. We will

not be concerned until inflation rose to roughly 5% or above. But reflationreflation  is one of

our primary investment themes for 2021 – we absolutely believe inflation is coming, and

we suggest advisors and investors plan accordingly.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.
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+ WisdomTree Interest Rate Hedged U.S. Aggregate Bond Fund

+ WisdomTree Interest Rate Hedged High Yield Bond Fund

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.

WisdomTree WisdomTree BLOG ARTICLEBLOG ARTICLE

WisdomTree.com WisdomTree.com   1-866-909-WISE (9473)1-866-909-WISE (9473)

https://www.wisdomtree.com/investments/etfs/fixed-income/agzd
https://www.wisdomtree.com/investments/etfs/fixed-income/hyzd
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2021/05/10/should-we-be-singing-the-inflation-blues


IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONSDEFINITIONS

InflationInflation  : Characterized by rising price levels.

Consumer Price Index (CPI)Consumer Price Index (CPI)  : A measure that examines the weighted average of prices

of a basket of consumer goods and services, such as transportation, food and medical

care. The CPI is calculated by taking price changes for each item in the predetermined

basket of goods and averaging them; the goods are weighted according to their

importance. Changes in CPI are used to assess price changes associated with the cost of

living.

Core CPICore CPI  : Long run trend in the price level that excludes items frequently subject to

volatile prices, like food and energy. Can also be known as, CPI ex-Food & Energy

VolatilityVolatility  : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Personal Consumption Expenditure (PCE) Price IndexPersonal Consumption Expenditure (PCE) Price Index  : measure of price changes in

consumer goods and services in the U.S. economy.

Federal ReserveFederal Reserve  : The Federal Reserve System is the central banking system of the

United States.

Employment Cost IndexEmployment Cost Index  : Measure of the change in cost of labor, free from the

influence of employment shifts among occupations and industries.
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