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•

With stronger-than-expected economic data buoying optimism around the
global economic recovery, there has been renewed debate around inflation.

•

As inflation expectations increased, there was a violent rise in yields which
caught investors off guard; the more speculative corners of the market and
longer duration equities (i.e. growth), which are more inflation-sensitive,
sold off, while more cyclical sectors (i.e. value) outperformed.

•

In this article we try to provide a balanced analysis of the current
environment and the inflationary and deflationary pressures economies are
facing.

•

Our view is broadly aligned with consensus; that is, that while near-term
inflation readings will likely exceed levels seen over the last decade, this
will ultimately prove transitory for reasons outlined below.

Source: RBC Global Asset Management, reprinted with permission

With economic growth expected to accelerate, investors are becoming
increasingly concerned about inflation. Given the persistence of short-term
inflation pressures that have followed previous economic recoveries, this
shouldn’t come as a surprise. Investors view the absolute levels of government
spending and debt as drivers of future inflation. Lately indicators point to
inflation potentially exceeding 3% this year, but likely not much higher than
this into next year.
Continued on page 2
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Chart 1: U.S. 10-year treasury yields rising

Source: RBC PH&N Investment Counsel. Federal Reserve Economic Data (https://fred.stlouisfed.org). Data
is in U.S. dollars, 10-Year Treasury Constant Maturity Rate, Percent, Daily, Not Seasonally Adjusted.

For decades, investors have been
troubled about the absence of
inflation despite monetary stimulus
and increasing debt levels, which
would normally drive inflation. Are
these long-standing concerns now
coming to fruition, or are the long-term
deflationary forces still in play? How
will central banks act on higher inflation
through changes to policy, and how will
bond and stock markets react to such
changes?
In this article, we present both sides
of the inflation argument, recognizing
that inflationary forces will more than
likely persist into 2022. As part of our
investment process, we continuously
monitor for signs of distress in the
economy, markets and amongst
individual companies, including
inflation. For now, we believe the longterm deflationary trends that have
been in place for decades will continue
and should dampen near-term inflation
concerns. If we are wrong in our view
of inflation risks, it would likely be that
we have underestimated the negative
impact that the pandemic will have on
global supply chains, and the shift to

localization from globalization. This
trend reversal would likely lead to
higher input costs, prices and therefore
inflation measures. Another risk to
our outlook would be that central
banks are forced to tighten actual
monetary policy sooner than markets
expect. For now, there are no changes
to our strategic asset allocation
recommendations.

Inflation concerns are another
brick in the wall of worry
Throughout the first half of the
pandemic, interest rates went in one
direction – down. After bottoming out
at 0.5% toward the end of the summer,
U.S. 10-year Treasury yields are on the
upswing as indicated in the chart above.
With vaccine distribution now
accelerating and fiscal stimulus
coming down the pipeline, the U.S.
and other countries are seeing
inflationary pressures build as growth
reaccelerates, including short-term
supply chain issues, rising commodity
prices (e.g., oil, copper, lumber) and
increasing transportation costs.

Where is all of this inflation
concern coming from?
U.S. core inflation has broadly been
declining since peaking at 15% in 1981.
In fact, up until the COVID-19 pandemic,
the narrative focused on deflation
rather than inflation. The long-term
deflationary forces at play have been:
•
•
•
•
•

Central bank inflation-targeting
Globalization of trade
Technology
Demographics
Increase in private sector debt
outstanding

Over the last 40 years, the decline in
inflation has provided a long-lasting
bull market in bonds and stocks. But
since the 2008 financial crisis, some
critics have pointed to concerns about
government stimulus and central
bank money printing fueling future
inflationary cycles. Yet despite the
massive stimulus efforts, marginal
changes to the globalization of trade,
a global rebound in growth since
late 2020 and lower unemployment,
inflation remains rather tame, as
measured by the benchmark Consumer
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Price Index (CPI). We don’t believe that
the COVID-19 crisis has changed the
trajectory of long-term disinflationary
trends.
One of the reasons behind our view
that structural inflation pressures
are less likely to occur has to do
with slack in the economy. Wage
inflation is a key component to overall
inflation. The most common measure
of unemployment in the U.S. is the
U-3 unemployment rate, which looks
at the number of people actively
seeking a job. The less-often-reported
rate, U-6, includes all of those people
actively seeking a job in U-3, as well
as those discouraged underemployed
and unemployed workers in the
country. U-6 is often referred to as a
more meaningful rate as it reflects a
larger percentage of people who are
unemployed so that if U-6 remains high,
then one may expect wage inflation
pressures to remain subdued. If U-6
begins to decline, then we could infer
wage pressures could be building.
As shown in Chart 2, the U-6
unemployment rate remains elevated,
and perhaps points to slack in the
economy which would hold back
wage inflation. The latest data point
as of March 2021 was 10.7%. While the
recent CPI reported was somewhat
elevated at 2.2%, U-6 at 10.7% shows
considerable slack and room to move
lower before impacting wage inflation.
We continue to monitor this and
other employment indicators in our
approach.

Chart 2: U-6 unemployment

Source: Federal Reserve Economic Data, RBC PH&N Investment Counsel. Seasonally adjusted. U-6 is Total
Unemployed, Plus All Persons Marginally Attached to the Labor Force, Plus Total Employed Part Time for
Economic Reasons, as a Percent of the Civilian Labor Force Plus All Persons Marginally Attached to the
Labor Force (U-6), Percent, Monthly, Seasonally Adjusted. Monthly data series March 2011 to March 2021.

Chart 3: U.S. money supply growth surged during pandemic

Source: RBC Global Asset Management

Money printing is less of an
inflation risk than perceived
RBC Global Asset Management points
out that while there is generally an
inflation concern about the amount
of money being printed by central
banks, this risk is perhaps less than it
appears. Although measures of money
supply such as M2 have undeniably
surged (see Chart 3), this is only
Continued on page 4
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partly because of money printing. It is
also largely because households and
businesses have preferred greater
liquidity during the pandemic and
because fiscal stimulus has caused
savings rates to soar. Those secondary
factors are not inflation – in fact, they
help to repress inflation.
As central bankers discovered in the
1970s, there is actually only a small and
tenuous connection between the rate
at which the monetary base grows and
the rate of inflation. Indeed, the great
bulk of the money printed by the U.S.
Federal Reserve this cycle has been
effectively returned to the central bank
in the form of additional reserves (see
Chart 4). It never made its way into the
real economy.

Chart 4: Most of Fed’s money printing didn’t reach the economy

Source: RBC Global Asset Management

Chart 5: Persistently Low Inflation: U.S. Core PCE y/y change

Deflationary trends persist
despite short-term bouts of
concern
History doesn’t often repeat but it does
rhyme. Following the financial crisis of
2008, there was a big inflation scare in
2010-2011, which is certainly reminiscent
of today’s market environment
following the COVID-19 crisis. After
the financial crisis of 2008, the global
economy fell into a deep recession.
In the U.S., the Obama administration
and the Federal Reserve pushed
through massive stimulus and bought
trillions of dollars of bonds. At the
time, there were many dire warnings
about unintended consequences from
these efforts to rescue the economy,
with higher and perhaps hyperinflation
amongst the most cited unintended
consequences.

Source: RBC PH&N Investment Counsel. U.S. Bureau of Economic Analysis, Personal Consumption
Expenditures Excluding Food and Energy (Chain-Type Price Index) [BPCCRO1Q156NBEA], retrieved from
FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/BPCCRO1Q156NBEA, April 4,
2021. Data represents percent change from quarter one year ago, seasonally adjusted. Data set: Jan 1/1960
to Dec 31/20.

In the past, financial markets have
overestimated the persistence of earlycycle inflation, as shown in Chart 5.

Continued on page 5
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While inflation concerns are unlikely
to go away in the coming year or
so, we should keep in mind that the
current narrative has played on several
occasions without any persistent
inflationary pressures evident. Today’s
concerns are quite similar to those
in 2010 and have not resulted in any
persistent measures of core inflation.
But why has this been happening, and
will it repeat in the future?

Persistent deflationary trends
keep inflation expectations
anchored
While we expect the transitory
inflationary trends to persist
over the next few years, and push
inflation beyond the Fed’s and Bank
of Canada’s target range, there are
persistent deflationary trends that will
keep inflation expectations anchored
over time.
Likely the most deflationary trend
of all continues to be technology.
Technology’s function in our society
today delivers ever-increasing new
experiences, more functionality, higher
and more dependable performance
and constantly falling prices.
Consumers and businesses have
enjoyed a steady decline in the price
of new and shiny technology over
the last many decades. Technology
is disruptive in that it seeks to
incrementally or fundamentally
improve existing products and
processes with less labour involved,

which usually results in lower prices
for consumers and businesses as a
result. Just think about the disruption
to many businesses from the likes of
Zoom, Uber, WeWork and Airbnb, not
to mention the impact from Microsoft,
Google and Amazon. These companies
and many more continue to find new
ways to deliver on experiences at
lower and lower prices.
Other examples of deflation at work:
• The shift from brick-and-mortar
shopping to online shopping.
E-commerce may have increased
cost of physical delivery, but it does
reduce or eliminate the cost of real
estate and utility for store front
retail, as well as the cost of the store
employees. It lowers inventory cycles
and therefore costs, and allows
marketing to be much more precise
and scalable at the same time, all of
which is quite deflationary.
• In the food supply chain as
harvesting equipment and GPS
technology has led to much higher
yields, with reduced labour costs.
• In car manufacturing with semi or
fully automated manufacturing
facilities that mean goods produced
have little to no labour costs
associated with them.
• In oil & gas through hydraulic
fracking that provided access to an
increased supply of oil and natural
gas resources that were previously
unreachable.

• Artificial intelligence – health care
diagnostics, manufacturing robotics
and smart assistants are just a few
examples.

Demographics are slow moving and
typically long-lasting trends. Older,
slower-growing populations appear to
depress inflation. Japan is the classic
example, with Europe now following
a similar trajectory. It’s fairly certain
that as a result we should expect
lower economic growth ahead as
consumption by baby boomers will
naturally fall as they age; inflationary
pressures should also therefore
continue to subside just as they
have due to a declining labour force
participation rate in and around the
year 2000.
Overall, the two deflationary
pressures of technology and
demographics will persist over the
coming decades, and serve to cap
the inflationary pressures mentioned
earlier. Furthermore, after the
COVID-19 crisis recovery, we would
expect deflation to persist within
those industries that have limited
pricing power. The high degree of
competition within airlines, autos,
clothing, groceries, retail, online
shopping/shipping, insurance and
technology will certainly keep price
increases in consumer prices more
moderate.

Continued on page 6
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Nominal Annualized returns by asset class (in U.S. dollars)
Data period: 1970-2020

Rising Inflation

Falling Inflation

Average

Max

Min

Average

Max

Min

U.S. 30-day T-bills

4.7%

10.4%

0.0%

4.6%

14.7%

0.0%

U.S. 5-yr T-bonds

5.6%

14.0%

-2.4%

8.5%

29.1%

-5.1%

U.S. 20-yr T-bonds

5.9%

27.1%

-14.9%

11.3%

40.4%

-12.8%

U.S. Large Cap stocks

7.5%

31.7%

-26.5%

15.7%

37.6%

-37.0%

U.S. Small Cap Stocks

6.8%

43.5%

-30.9%

20.0%

60.7%

-36.7%

60/40 portfolio
(20% 5yr T-bonds, 20% 20yr T-bonds, 60% U.S. Large Cap)

6.8%

25.3%

-13.9%

13.4%

32.2%

-14.4%

Source: Morningstar Direct, RBC PH&N Investment Counsel, CFA Institute “Stocks, Bonds, Bills and Inflation” (SBBI) database. All figures are in U.S. dollars,
nominal, annualized time-weighted returns gross of fees and transaction costs. Past performance is no guarantee of future results. U.S. 30-day T-Bills (Ibbotson®
SBBI® U.S. (30-Day) Treasury Bills). U.S. 5-yr T-Bonds (Ibbotson® SBBI® U.S. Intermediate-term (5-Year) Government Bonds (Total Return). U.S. 20-yr T-Bonds
(Ibbotson® SBBI® U.S. Intermediate-term (20-Year) Government Bonds (Total Return). U.S. Large Cap Stocks (Ibbotson® SBBI® U.S. Large-Cap Stocks (Total
Return). U.S. Small Cap stocks (Ibbotson® SBBI® U.S. Small-Cap Stocks (Total Return). A period of falling inflation was defined as a year-over-year decline in the
observed Ibbotson® SBBI® U.S. Inflation. A period of rising inflation was defined as a year as a year-over-year increase in the observed Ibbotson® SBBI® U.S.
Inflation.

The impact of inflation on U.S.
stocks and bonds
At RBC PH&N Investment Counsel,
we look beyond a single viewpoint of
the market, interest rates or inflation
when constructing portfolios. We
diversify portfolios across a number
of factors, including regions, styles,
strategies, currency and by asset
class. In this way, your portfolio is
not subject to the volatility of macroeconomic data, where predictive
power is approximately nil. Nobody
knows with any degree of certainty
what may lie ahead. This is the reason
we build portfolios in the first place.

Some of the key takeaways:
• Both stocks and bonds do well
during periods of falling inflation.
That makes sense given the inverse
relationship between the value of
an asset with cash flow and interest
rates. As inflation and interest rates
move down, prices move higher, and
vice versa.

• Despite period of rising inflation,
stocks tend to perform quite well
relative to bonds.
• Small-cap stocks managed to
generate a return premium to largecap stocks in both environments
over the observed period, while
the premium to large-cap stocks is
significantly less in the presence of
inflation (i.e. small caps annualized
returns of 9.3% during periods of
inflation, while in periods of falling
inflation annualized returns were 22%
on average).
• A balanced portfolio of 60% stocks
(U.S. large cap), and 40% bonds (20%
5-year, 20% 20-year) provided a very
respectable average annualized
return in a period of inflation despite
the concerns about inflation.
• Portfolio diversification across both
stocks and bonds, and remaining
invested reduces the need to worry
about what inflation will be in
the future. Just as it paid off to be
diversified and stay invested over a
highly volatile 2020, it makes sense

to continue on this course in the face
of inflation fears and rising interest
rates.
As part of our ongoing investment
process we will continue to monitor
for developments on the inflation front
and will be sure to keep you updated.
We’ll separate the signal from the
noise. As always, if you have any
questions about the content and views
expressed in this article, please feel
free to reach out to your Investment
Counsellor at any time.
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