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The Long View— 
A Whiff of Inflation?
The past two weeks have been incredibly surreal given the 
spread of the Coronavirus and the necessary draconian 
changes in our daily lives. The world has basically ground to a 
halt which will undoubtedly result in severe economic distress 
and personal hardship for many in addition to the tragedy of 
the disease itself. Not surprisingly, both the equity and credit 
markets have been severely impacted experiencing both 
significant declines and incredible volatility. Our investment 
team has been communicating regularly with clients, and 
despite the difficulty in forecasting anything at the moment, 
has been intensely focused on making changes to portfolios 
that reflect the new reality. One small benefit of social isolation 
is that it is giving me the opportunity to think about the long 
term impact of all of this. I will leave it to others to ponder 
the social, political, and most of the economic ramifications, 
but I would like to delve into one small piece of the economic 
puzzle that hasn’t received any attention. 
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The Mystery of Inflation
In Economics 101, we learned about the Philips Curve which posited that there is an inverse 
relationship between the level of unemployment and the inflation rate. In other words, low 
unemployment should result in upward pressure on wages which should in turn lead to an 
acceleration in inflation. Well, immediately prior to the onset of the current crisis, our unemployment 
rate was at a historic low of 3.5% and inflation over the past ten years has averaged 1.8% versus the 
long term mean of 3.5%. So much for the Philips Curve!  There have been numerous explanations 
for this phenomenon including the impact of technology, the decline in union representation, 
globalization, and even something as simple as mismeasurement. But, the reality is that most of 
us really can’t explain it, particularly given massive monetary stimulus by the world’s central banks 
which has proven unsuccessful in nudging the inflation rate up to the FED’s target of 2%. While the 
current crisis is likely to be deflationary over the short term, I wonder if this isn’t a pivotal point 
in the long term outlook for inflation.

A Longer Term Look at Inflation
The following chart depicts the five year annualized rate of inflation beginning with the date shown 
on the bottom axis. As you will note, there were three periods of high inflation during the twentieth 
century and all three were associated with major wars; specifically, World Wars I and II, and the 
Vietnam Conflict. The key point is that the current struggle with the Coronavirus is analogous to a 
war, both in rhetoric and in our government’s response to it. So, the major question is whether this 
is the start of a fourth wave of inflation. Obviously, we don’t know the answer but it is something 
that every investor should be evaluating.
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5 YEAR ANNUALIZED INFLATION



War Footing-Steps to Counteract the  
Economic Impact of the Contagion
Central banks around the world have already taken significant steps to soften the blow of cessation 
of much of the world’s economic activity. The Federal Reserve cut short term interest rates to zero, 
engaged in bond purchases totaling more than $300 billion, and has indicated its willingness to 
expand that number significantly. Similarly, the European Central Bank has purchased more than 
$800 billion in bonds and other central banks around the world are acting in a similar fashion.

The Administration and Congress are discussing a $1 trillion stimulus package that would contain:

• Checks of $1000 or so to each individual subject to an earnings test. The cost of this program 
is estimated at $500 billion

• Small business loans totaling $300 billion

• Loans to airlines and similarly impacted industries of $200 billion

The actual details of the plan are subject to negotiation and therefore likely to change, but a large 
stimulus package seems to be a certainty and there are indications that there will be follow-on 
programs as well. For example, there is some discussion of a major infrastructure program designed to 
overcome what will surely be large job losses. Our November 2019 White Paper on Modern Monetary 
Theory provides a good deal of background on why Washington is considering these programs.

Impact on Debt Levels
Prior to the crisis, the U.S. was already on a path to generate a budget deficit in this fiscal year in 
excess of $1 trillion and that forecast assumed moderate economic growth. So, the actual deficit 
is likely to be considerably larger given the decrease in tax payments that will result from the loss 
of individual and corporate income. And, the stimulus package will have to be financed as well. 
The following chart depicts the trajectory of Federal Debt through 2019: 
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Note that debt has grown from $5.8 trillion in 2000 to $22.7 trillion in 
mid-2019, an annualized growth rate of 7.7% during a period when the 
economy grew at an 2% annual rate. While it is too early to make an 
intelligent forecast, it seems likely that we will add at least a couple 
of trillion to the debt total this year, and the number could be higher. 
Moreover, large deficits were already expected to persist for some time 
and the current crisis will only exacerbate the problem. In all fairness, 
the growth in debt to date has been quite manageable given that it 
has sparked neither inflation nor high interest rates. But, could it be 
that we have reached the tipping point when the question “how 
much debt is too much” will be answered?

Future Inflation
The government has two major tools at its disposal to influence 
economic measures such as growth and inflation: monetary policy 
and fiscal policy. Appropriately, both are in full stimulus mode at the 
moment. On the monetary front, central banks have reduced interest 
rates to zero or even negative levels and are actively engaged in 
purchasing bonds to add liquidity and support to the credit markets. 
And, fiscal policy, which was already quite stimulative due to large 
budget deficits, is about to be supercharged in the form of cash 
payments to individuals, business loans, and the possibility of 
infrastructure spending. The net effect of stimulative fiscal policy will 
be a large surge in the level of Federal Debt outstanding. Historically, 
we would have expected this combination of monetary and fiscal 
actions to be highly inflationary as was the case during past wars. The 
last twenty years have caused these relationships to be questioned, 
but perhaps that period was an aberration and the future will be more 
similar to past cycles. So, it is possible that we will look back on this 
time as the beginning of a new wave of inflation.

The economic carnage that we are going to experience over the 
short term will likely prevent inflation from rearing its head for 
some time. So, there is no immediate need to dramatically adjust 
portfolios in the direction of inflation hedges. But, now is a good time 
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to begin the process of identifying investments that will benefit from 
inflation, to think about possible changes in asset allocation, and to 
develop an implementation plan. Commonly used investments that 
have historically provided inflation protection include real estate, 
commodities, and inflation-linked bonds such as U.S. Treasury TIPS. 
But, there are other categories that we are evaluating as well. In the 
end, we may not need to adjust our long term strategy, but prudence 
dictates that we should be thinking about every eventuality. In the 
meantime, we are also watching market developments very closely 
and adjusting portfolios as detailed in the most recent communication 
from our Chief Investment Officer, Sam Fraundorf.
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