
Inflation 

"It ain't what you don't know that gets you into trouble. It's what you know for sure that just ain't so." - 

Mark Twain 

 

From Friday's Global Investment Strategy's Weekly Report, titled "Who's Afraid Of Low Unemployment?": 

Inflation Is Not A Threat... Yet 

For now, unit labor cost inflation remains reasonably well contained in the major economies. However, there is 

little evidence to suggest that the historic relationship between labor market slack and wage growth has broken 

down. Barring a major surge in productivity growth, inflation is likely to accelerate eventually as companies try 

to pass on higher labor costs to their customers.  

We do not know exactly when such a price wage spiral will emerge. Inflation is a notoriously lagging indicator 

(Chart 16). Our best guess is that inflation could become a serious risk for investors in late 2021 or 2022. Thus, 

investors should remain overweight global equities for the next 12-to18 months, but be prepared to turn more 

cautious in the second half of 2021. 

 

 

 



Underestimating Inflation Can Spoil Your Retirement Party 

Oct. 27, 2019 

Rida Morwa 

High Dividend Opportunities 

... We are now in the tenth year of the current economic expansion that began in 2009. While inflation talk did 

make the news in late December 2018, the ongoing trade war with China alongside below average GDP growth 

has convinced everyone that as far as the eye can see, inflation is dead. But is it really? We are about to show 

you another side of the same story and then describe the impact on your retirement if the inflation genie is 

indeed out of the bottle. 

Where are we really with Inflation? 

Calculated Risk does an excellent job compiling 4 different measures of inflation. While they do not always 

move identically, they do trend in the same general direction over time. So it was particularly interesting to us 

that 3 out of those 4 measures are stronger and higher today than they were in December 2018 when everyone 

was actually worried about inflation. 

 

Revised Federal Reserve Board Median CPI hit a rather astounding 3% for the first time in this cycle. The other 

measures are moderate but none appear to be collapsing. We hear the retort you are forming: "The measures are 

looking at the past and as soon as we hit a recession, they will drop." We understand the logic and certainly it 

would be a remote possibility that the measures would continue up if we did hit a recession. But take a minute 

https://seekingalpha.com/author/rida-morwa
https://seekingalpha.com/checkout?service_id=mp_1006
https://seekingalpha.com/checkout?service_id=mp_1006


to see what has gone right for inflation to be at this level, and you will see why the risks for an upside surprise 

are rather significant. 

A bull market in US Dollars 

Since bottoming in 2018, the US dollar has been rather strong and has put a lid on imported inflation. 

 

Source: Stockcharts 

While we have had a bull market in US dollars, the index is still below its previous peak set in 2016. 

But the broader US dollar index (shown below) excludes emerging market currencies and is weighted towards 

the weak Euro. The trade-weighted US dollar index, on the other hand, is heavily weighted on emerging 

market currencies. This accurately reflects the strength of the US dollar adjusted for trade conducted. This index 

just hit a new multi-decade high. 

 



 

Source: Stockcharts 

 

Source: FRED 



What the above chart shows is that the US dollar has had a big role in dampening imported inflation. So in spite 

of a rather strong, inflation neutering currency, we have had moderate inflation as seen in the numbers. 

The rate cycle 

The other factor we would like to bring up here is that rates were being raised in 2018 whereas now are being 

cut. These impacts take several months to pass through. We are still feeling the impacts from those last rate 

hikes and it will be some time until the recent rate cuts flow through the system. 

Hence if inflation has remained stubbornly above 2% while we are feeling the impacts of rate hikes, what does 

happen when rates are cut? We have already seen two rate cuts and probabilities for 1-3 more rate cuts are 

really high. (The Fed is actually on hold after its 3rd cut on October 30th.) This could allow the developing 

inflation trends to become more entrenched. 

Having real rates so low can significantly increase inflation and ultimately bond yields. 

With constant media attention to imaginary deflation, we have had a massive bubble in treasury bonds. This has 

been facilitated with the trade war as China has been forced to peg its currency lower and buy Treasury bonds at 

inflated prices. The net results we see are that real rates offered by bonds are at one of the lowest points 

ever. Below we see that real rates (10 Year bond yields minus CPI rates) are in the bottom 5 percentile of 

all readings since 1955. 

 

Source: AQR: Bonds Are Frickin Expensive 

Rates this low are by themselves inflationary. Yes, we are aware of negative rates in Europe and Japan and 

those experiments have just as high a probability of ending badly as we do of having higher inflation. 

 

 

https://www.aqr.com/Insights/Perspectives/Bonds-Are-Frickin-Expensive


Impact on retirement 

While the media may be celebrating the rate cuts and continued low inflation, the current environment is turning 

decidedly negative for retirees. We are seeing the worst of both worlds where inflation remains stubborn and 

bonds offer incredibly low yields. Underestimating the impact of inflation can devastate your retirement plans. 

This is even truer at low inflation rates. Just see the impact below of assuming zero inflation versus the stated 

numbers on net retirement shortfall. 

 

A 1% inflation rate difference can result in a $34,406 shortfall over the course of 20 years. This is so even when 

assuming that a person spends just $1,341 a month. We show the workings of that below. The shortfall starts off 

small but compounding wins in the long run. 



 

Source: Author's calculations 

Obviously the impact of inflation is rather serious and we are just using a 1% mismatch versus expectations. 

Yes, inflation could come down from these levels and may even go significantly lower if we have a recession. 

But most investors are planing for very low inflation outcomes and surprises are likely to be on the upside over 

the next two decades. 

On the flip side, we are seeing a massive bubble in bonds that happens at the tail end of the cycle. Investors are 

rushing into bond assets as if we will never ever have inflation. We see below the price of the Austrian 100-year 

bond exemplifying this. 



 

Source: Bloomberg, Data from Sep 11, 2019 

We believe we are at the end of a long bull market in bonds and that has caused inflation threats to be 

underestimated. 

What you need 

The most important thing from our perspective is not to underestimate the devastation this can cause on your 

portfolio and retirement, precisely when the risks are being downplayed. The second thing one can do is control 

the impact of future inflation where possible. Finally, it really helps to have assets that will do well in case of 

mild to moderate inflation levels and provide you with increasing income. In the next part, we will explore these 

possibilities and show you how to strengthen your portfolio and pick these inflation hedges just when they are 

being given away for cheap. 

Conclusion 

We are not predicting a return to the heady inflation days of the 1970's. Inflation is likely to remain low. But at 

the same time, we think the current inflationary data is higher than most would like to believe, in spite of rather 

brisk headwinds against inflation (US dollar strength, recent rate hike cycle, weak GDP). 



 

Source: FRED, Core CPI at 10 year highs 

Should these factors dissipate and we avoid a recession, the risk of 3% plus inflation is very possible. Protecting 

your nest egg and income from inflationary impacts will be key in such an environment. 

 

Beat Inflation, By Not Buying Gold 

Nov. 13, 2019 

... Investors that ran into the safety of Treasury bonds are going to find out just how little they will get for that 

entry. But leaving aside the media's incorrect reporting, what can an average investor do to hedge the inflation 

risk? Today we will examine one broad category of investments and explain why it holds the best bet against 

inflation. 

The Real Precious Investment 

Both on Seeking Alpha and in the broader internet community, there is no investment that evokes as much 

passion as Gold. Whether you are thinking about end of days or currency devaluations, Gold has always been at 

the forefront of investment ideas. Gold also is known to be a rather strong protector against inflation. While we 

do believe that Gold does have some inflation correlation, investors who like getting paid (versus paying 

someone to store the metal), should ignore Gold and focus on a much better investment class for inflation 

protection. Real Estate Investment Trusts or REITs. 

At a broader level REITs have done exceptionally well over large time frames. The 20 year period below shows 

REITs delivering the best performance among all asset classes. 



 

Gold did come in second, but here is the thing, if you shift the time frame back 3 years, things become rather 

different. REITs still come out on top while Gold falls quite a bit. 

 

In fact over 40 years REITs beat Gold by a rather resounding margin, even if you ignore storage costs that you 

would have to pay to access this asset class via ETFs like SPDR Gold Trust ETF (GLD) and iShares Gold 

Trust ETF (IAU). REITs are incredibly consistent and you can best see that by visualizing 20 year returns vs 

Gold. 

https://seekingalpha.com/symbol/GLD
https://seekingalpha.com/symbol/IAU
https://static.seekingalpha.com/uploads/2019/11/10/47392447-1573393540978967_origin.png


 

Source: Engineered Portfolio 

In fact if you bought Gold in any year between 1974-1988, you had negative total 20 year returns...before 

counting storage costs. Let that sink in. REITs on the other hand were consistently a good performer regardless 

of your entry. But we bring up REITs today to show that it can actually be a decent hedge to inflation. 

How REITs move with inflation 

Real Estate in general appreciates alongside inflation. There are many reasons for this. Firstly, since nobody is 

building any more "land", real estate goes up in value as the value of currencies decreases. The second reason is 

that inflation increases the replacement cost value of assets as higher labor and raw materials are required to 

build similar assets. Third, rents are exceptionally well tied to inflation. Many triple net lease REITs ... actually 

use the official CPI measure in their annual rent adjustments for tenants. 

At the same time, REITs use leverage and that leverage requires debt and interest payments. To the extent 

interest rates rise with inflation, it can dampen the increases from higher rents. ... 

 

https://engineeredportfolio.com/2017/06/26/solving-the-great-diversification-debate-gold-commodities-treasuries-or-reits/
https://static.seekingalpha.com/uploads/2019/11/10/47392447-15733974458066206_origin.png


Inflation is already here 

Unlike what the media is telling you, inflation is already here and quite robust. Should the economy dodge a 

recession, which is our base case today, we believe even higher inflation lies ahead. This is the time to look for 

hedges and find the right investments that will create a buffer over time. Broadly speaking though, most REITs 

are expensive today and most deserve a little correction before we would even wade into the waters. ... 

Gold on the other hand is a speculative asset class and one that has long periods of underperformance. The 

constant storage and insurance costs are a further drain and it produces no income. Even if your heart is set on 

holding some direct commodities, we would recommend looking outside of Gold as it continues to be 

incredibly expensive versus every other commodity out there. 

 
 

 

Our thoughts 

Unexpected inflation is especially deadly for growth stocks. From Investopedia: 

Inflation's Impact on Stock Returns 

By KRISTINA ZUCCHI   Updated Jan 13, 2020 

 

 

 

https://www.investopedia.com/contributors/239/
https://static.seekingalpha.com/uploads/2019/11/12/16392-15735665956283996_origin.png


Growth vs. Value Stock Performance and Inflation 

Stocks are often broken down into subcategories of value and growth. Value stocks have strong current cash 

flows that will slow over time, while growth stocks have little or no cash flow today, but are expected to 

gradually increase over time. 

Therefore, when valuing stocks using the discounted cash flow method, in times of rising interest rates, growth 

stocks are negatively impacted far more than value stocks. Since interest rates are usually increased to combat 

high inflation, the corollary is that in times of high inflation, growth stocks will be more negatively impacted. 

This suggests a positive correlation between inflation and the return on value stocks and a negative one for 

growth stocks. 

Interestingly, the rate of change in inflation does not impact the returns of value versus growth stocks as much 

as the absolute level. The thought is that investors may overshoot their future growth expectations and upwardly 

misprice growth stocks. In other words, investors fail to recognize when growth stocks become value stocks, 

and the downward impact on growth stocks is harsh. 

Income-Generating Stocks and Inflation 

When inflation increases, purchasing power declines, and each dollar can buy fewer goods and services. For 

investors interested in income-generating stocks, or stocks that pay dividends, the impact of high inflation 

makes these stocks less attractive than during low inflation, since dividends tend to not keep up with inflation 

levels. In addition to lowering purchasing power, the taxation on dividends causes a double-negative 

effect. Despite not keeping up with inflation and taxation levels, dividend-yielding stocks do provide a partial 

hedge against inflation. 

Similar to the way interest rates impact the price of bonds—when rates rise, bond prices fall—dividend-paying 

stocks are affected by inflation: When inflation is on the upswing, income stock prices generally decline. So 

owning dividend-paying stocks in times of increasing inflation usually means the stock prices will decrease. But 

investors looking to take positions in dividend-yielding stocks are allowed to buy them cheap when inflation is 

rising, providing attractive entry points. 

The Bottom Line 

Investors try to anticipate the factors that impact portfolio performance and make decisions based on their 

expectations. Inflation is one of those factors that affect a portfolio. In theory, stocks should provide some 

hedge against inflation, because a company’s revenues and profits should grow at the same rate as inflation, 

after a period of adjustment. However, inflation’s varying impact on stocks confuses the decision to trade 

positions already held or to take new positions. In the U.S. market, the historical proof is noisy, but it does show 

a correlation to high inflation and lower returns for the overall market in most periods. 

When stocks are divided into growth and value categories, the evidence is clearer that value stocks perform 

better in high inflation periods and growth stocks perform better during low inflation. ... 
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