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Will Inflation Be Permanently Temporary?

Key Takeaways

¢ Inflation remains an ongoing concern in 2021.

o While inflation is higher and likely to remain elevated
due to challenges created by the pandemic, a look into
the structural composition and the types of inflation
may provide insight into how high inflation may go.

Inflation remains a topic of concern in 2021 as the prices
of goods and services have continued to increase. The
September inflation report showed consumer prices rose
at 5.4%".

With elevated inflation, it's not surprising for investors to
wonder how long this trend is going to last. The Federal
Reserve has acknowledged that inflation expectations
have risen, but have qualified the recent inflation spike as
“transitory,” or in other words, temporary. A deeper look at
how inflation is measured may provide some insights into
why the Fed takes this stance.

The inflation rate measures price changes for a basket of
goods and services that typically behave in different ways.
Inflation rates for some categories of goods and services
are relatively flexible or responsive to economic conditions,
implying they are “cyclically sensitive.” These include
categories such as food, travel, energy and cars. This
segment of inflation can see large swings in prices and
contributes 38.0% of inflation measurement?. In the latest
reading, prices of energy and used cars both increased
nearly 25.0% year-over-year as of September3.

On the other hand, the inflation rate for other categories,
such as medical and financial services, tend not to vary
with the state of the economy and are relatively “acyclical.”
This stable segment of inflation makes up 62.0% of
inflation prices. In contrast to rising energy and car prices
in September, medical services saw an increase of 0.9%
year-over-year.
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The key point being much of the spike in inflation has
come from the smaller cyclical segments, which often is
short-term in nature than longer lasting from the larger
acyclical segment. In short, the structural composition of
how inflation is measured may limit how high inflation can

go.

Another way to see this is based on the chart on the next
page by Capital Group with data from the Federal Reserve
of Atlanta*. They looked at two kinds of inflation: sticky and
flexible.

If price changes for a particular inflation component occur
less than every 4.3 months, that component is a “sticky-
price” good. Sticky categories include medical expenses
and financial services. On the other hand, goods that
change prices more frequently are considered “flexible-
price” goods. Flexible goods include food, energy and
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Source: Capital Group. Inflation: Transitory or Troublesome?

cars, where prices can experience wild swings and are
much more closely tied to the state of the economy—as
consumers recently have witnessed. As of August 2021,
flexible inflation has climbed to nearly 14.0% and bears
close resemblance to inflation rates of 1970. However,
sticky inflation remains subdued and gained 2.6% year-
over-year, a stark contrast to the scary inflationary periods
of 70s.

The drivers of flexible inflation are deeply rooted in supply
chain disruptions due to the pandemic. A simple example
would be new and used vehicles. During the pandemic
people no longer felt comfortable taking public
transportation and started looking for new and used cars.
Demand for vehicles spiked and caught both chip and car
makers off guard as many factories were entirely
shutdown. As a result, used car prices rose sharply.
History has proven such supply and demand disruptions
are efficient at correcting over time. This can be seen in
the price decline for used cars, which has fallen sharply
from a 42.0% year-over-year increase as of July to 25.0%
in September®. While autos are the most glaring example,
there are many more examples of this type of flexible
inflation—like lumber and other commodities used in home
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building—all of which have fallen from peaks since earlier
this summer.

In conclusion, while the definition of “transitory” appears to
be longer than many were hoping it would be, flexible
inflation or cyclical categories have clearly experienced
sharp price increases due to transitory reasons like
pandemic-related shortages. Nevertheless, inflation is
expected to be higher than pre-pandemic levels and
further choppiness remains possible, as the global
economy continues to deal with fallout from the pandemic,
which is unlikely to resolve soon. For those concerned
about elevated inflation, take some consolation in the fact
inflation has stayed below 5.0% the vast majority of the
time during the last 100 years®.

To add further context, elevated inflation appears alarming
given it is rising from very low levels of below 2.0% in the
aftermath of the global financial crisis.The key going
forward will be to watch if sticky inflation also moves
higher.

In short, as Richie Tuazon at Capital Group shares,
“flexible inflation is transitory, but sticky inflation could be
troublesome.”
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