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HISTORICAL PERSPECTIVE ON On average, these three periods saw inflation rise
INFLATIONARY PERIODS by 92% cumulatively. That translated to a 47%

decrease in purchasing power during those
Inflation has dominated much of the financial news  periods. As fear of that reoccurrence is the
for the past quarter as it has moved above 4% for the =~ primary focus on the minds of most investors
first time in years. It has been a long time since we  today, the topic has dominated the financial
have experienced meaningfully high inflation and ~ Media. As a long-term investor, one must be
many investors may have little understanding about ~ aware of the potential portfolio risks, but must
what the effects on portfolios might be, and even  2ls0 be wary of changing course too quickly in
fewer ideas about how to navigate high inflation order to satisfy what may be a shorter term issue.
environments. From a historical perspective, there
have really only been three periods over the last 120
years where inflation has been persistently high for
an extended period of time.

Conventional wisdom says that inflation has a
negative effect on all asset values. However,
there are varying degrees of effect across
different asset classes, and there are sub-asset
classes that have fared better than others.
Broadly speaking, during these three periods
equities performed much better than bonds, and
within the equity spectrum certain sectors had

High Inflation in the U.S.
140%

121%

120% significant real returns. Commodity sectors such
_— as energy and industrial base metals, as well as

83% precious metals (gold and silver), provided
e 71% incremental real returns during these periods.
&% Equity sectors in energy and real estate kept pace

with inflation, while treasuries and technology
were the biggest laggards.
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In terms of broad asset classes, fixed income lost
43%, 11%, and 29% in real terms over the three
inflation periods in the above chart, averaging losses
of 28%. Stocks fared much better during those bouts
of inflation: between 1919 and 1916, they lost 33%
in purchasing power; from 1941 to 1948, they
GAINED 28% in real terms; and between 1973 and
1981, they again lost 29% in real terms. On average,
they lost only 11% of purchasing power during the
last three episodes of inflation. One of the reasons for
the better returns in equities during times of high
inflation is because as prices rise, companies are able
to pass through some or all of those increases in the
form of higher prices, which may pass through to
higher revenue, profits, and higher stock prices. That
natural response as a pass-through does not translate
in to bond prices.

It is also very instructive to note that fixed income
had its best historical performance in history in 1982,
returning 32% after the highest inflation rate in
history was recorded in 1980 and 1981—24% over
those two years before dramatically falling to 3.4%
following the actions of Fed Chairman Paul Volcker.
That also set off an almost 20 year bull market in
equities, which ended with the unwinding of the
technology bubble in 2001. In fact, that same pattern
emerged in each of the extended periods of high
inflation - stocks declined prior to or during the
initial years of inflation, but then moved higher, and
in some cases rallied strongly.

By maintaining adequate exposure to stocks, investors
can potentially navigate periods of high inflation due to
stocks’ innate and potentially positive response to
rising prices.

By hedging portfolios against market declines
through careful sector allocation in equity
exposures and careful monitoring of fixed income
duration, investors will be in a better position to
withstand the early effects of inflation on
portfolios and be in a better position once there
has been containment, as the historical return
patterns have shown.

HAVE THEY
DEVELOPED A
VACCIME FOR
STILKER SHOCK

YET?
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STRUCTURAL ISSUES COUNTERING INFLATIONARY PRESSURES

One of the challenges in addressing the inflation question from a historical perspective is whether or not the
current environment is reflective of previous periods. In the developed market economies, there are a number
of structural developments that have occurred in the forty years since the last extended inflationary period.
These include changes in demographics, the rise in technology as a deflationary force, the decrease in
industrial and capital expenditures toward service and ‘“asset-lite” business models, and, perhaps most
importantly, the coordinated efforts of global central banks. While there is no question that we are
experiencing current inflationary pressures — anyone building a house or trying to buy a used car may attest to
that — the question from a long-term investment perspective is how likely these inflationary pressures are to
continue for an extended period.

DEMOGRAPHICS

Globally, populations in developed economies are aging. According to the World Bank, it is estimated that
65% of the world’s population lived in developed countries, and this is expected to rise to 79% over the next
30 years. This is important when assessing inflation concerns, because the level of spending and type of
consumption in these age groups tend to skew toward services rather than hard goods, where price pressures
are lower. Globally, developed Europe (20%+) and Japan (28%) have the highest percentage on aging
population over 65, while the United States has approximately 16%. However, the U.S. age demographic is
trending slightly younger, while Europe and Japan continue to get older.

TECHNOLOGY

The rapid rise of technology and internet based economies have increased productivity and flattened price
structures globally across a wide range of industries. These have had the dual effect of acting as deflationary
pressures on the economy even as productivity has grown. Perhaps the best illustration of this concept resides
in almost every person’s pocket — the mobile phone. The technology that allows everyone to scroll Facebook
and TikTok and to be connected to the internet would have cost approximately $16 million in 1995.
Technology has enabled easier creation of new business, access to new markets, and enabled freer global trade.
The globalization of trade is a significant counter to inflation pressures.

SERVICE ECONOMY

The evolution of technology has led to the rise of services as a dominant factor in economic growth. It is
estimated that the broad category of services account for as much as 76% of the $22 trillion United States
GDP. In 1980, this percentage was less than 60%. Put another way, the broad service sector has increased from
$1.5 trillion to $15 trillion in the past forty years. The trend toward a service economy will continue to become
a larger portion of consumption, and service price pressure has generally trended lower than inflation during
these periods.
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CENTRAL BANKS

The global coordination between central banks has been extremely effective in setting expectations on
growth and inflation. Expectations, rather than actual inflation statistics, tend to be the driving factor
behind consumer behaviors, and one of the primary drivers of consumer sentiment. The clarity provided by
the Federal Reserve and other central banks has been a key component in the fight against inflation, and a
marked divergence from the policy tone before 1982, when it was required to “read between the lines” to
determine what the next moves by the Fed would be. It was not surprising that two most recent market
declines were heavily influenced by central banks. The steep decline in US equities in the fourth quarter of
2018 was prompted by the market surprise and fear that the Federal Reserve suddenly changed policy
course.

When this was addressed in late December, markets quickly rebounded. Similarly, the massive global
coordination in response to the 2020 pandemic crisis paved the way for the unprecedented global recovery.
Markets have thrived in a number of different interest rate and inflationary environments, but have not
fared as well when there is uncertainty on future policy directions. The current central bank
communication policy on clarity of purpose will likely continue, given the past consequences.

Near term, we believe that the current steep increase in inflation will most likely be transient rather
than persistent, and lead to a more gradual increase over time. But this doesn’t mean the pressures will be
any less real for markets and investors as we continue the economic recovery. Longer term, the Fed’s
new mandate, which implies it will be more tolerant of inflation, could help smooth the economic
ride and settle the market’s nerves. Only time — and the data — will tell if it does. Until then, keep
an eye on inflation, but don’t let it dominate your view.

HFG Wealth Management, L.L.C | 1790 Hughes Landing, Suite 350, The Woodlands, Texas 77380 | 832-585-0110 | www.hfgwm.com
Copyright © 2021. All rights reserved. Bellatore Financial, Inc. is a registered investment advisor. 19.003.c.4.19



	Blank Page



