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Learnings From Economic Theory:

Inflation Has Gone Vertical!
By Michael O’Keeffe, Chief Investment Officer
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Last week, we wrote about elevated inflation, Federal Reserve (Fed) policy, and the market’s reaction in Market
Volatility: More Storms, Clear Skies, or Both?. And we’ve all experienced inflation. This past weekend, my family and |

noticed a 20%-25% jump in prices at our favorite restaurant, we watched at the deli as the price of the turkey we
were buying was being increased by 30% as they sliced our order, and then there’s the story of a nephew’s $1,100
per month rent increasing by $400. And we’ve likely all experienced elevated gas prices this summer. Examples of
prices going vertical are all around.

In this week’s Sight|Lines, we’d like to review the concept of supply-demand in economic theory, how some concepts
we’ve been talking about — higher demand and supply constraints — are causing inflation to go vertical, and what that
might mean for future inflation.

SUPPLY-DEMAND ENTERING THE PANDEMIC
Figure 1 shows normal supply-demand (black/green lines). Figure 1: Normal Supply -Demand
In this graph supply is elastic, meaning a large change in the
quantity supplied does not produce a large change in price.
Consider, for example, bottled water. Throughout the
pandemic, despite shortages, the price for a case of water
hasn’t changed by much as there is plenty of supply from

tap water, which is practically free. Supply
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The demand curve measures how much demand for the

good will be affected by a change in price. So as prices rise,
demand falls. The intersection of these two lines illustrates
how the “equilibrium” price (EO) is defined — where the « Output >

output level of supply and demand meet.

We also illustrate here what might have happened to demand as the economy started to close given the pandemic,
shifting the entire curve to the left for some goods and services (dotted line). Examples include going to restaurants,
working out at the gym, or taking the bus to work. Demand fell quickly and in many cases was nonexistent. For those
still seeking these services, prices may have fallen, which may explain why inflation was muted at the beginning of the
pandemic. For example, round-trip airline fares in April 2020 to many destinations were a fraction of their typical cost.
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https://www.youtube.com/watch?v=MrwOdTgC_X8
https://omny.fm/shows/stifel-sightlines/learnings-from-economic-theory-inflation-has-gone
https://www.stifel.com/Newsletters/AdGraphics/InSight/Sightlines/2022/SL061722.pdf

SUPPLY-DEMAND AS DEMAND PICKS UP Figure 2: Supply-Demand as Economy Reopens
Let’s next consider what happens when relief checks are issued,

government spending increases, and the economy starts to reopen. '
Demand picks up quickly, and isolating that effect, we see the demand
curve shift to the right (blue line). If supply price-output relationships
have remained unchanged (i.e., supply hasn’t picked up), the increase
in demand will drive prices higher, fueling some inflation (E1 moving
to E2).
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We all likely experienced this in some form. | can recall first returning
to that favorite restaurant, well before it was fully booked, and prices < Ouiput ==
were the same as before the pandemic, or for some items only Figure 3: Constrained Supply
slightly higher. Constrained
Supply

THE DRAMATIC IMPACT OF CONSTRAINED SUPPLY

The war in Ukraine constrained the supply of crucial resources such .
as wheat, fertilizer, and specialty minerals. We've also heard about
supply chain pressures, like the shortage of semiconductors, which
has greatly reduced the supply of new cars, for example. This causes
the supply curve to steepen (red line), meaning cars at the current
level of supply are much more expensive. We see that constrained
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supply, coupled with increased demand, causes prices to rise, Demand
driving inflation higher (E2 to E3). <— Output —>
THE PATH BACK TO NORMAL Figure 4: The Path to Normal Equilibrium

Fed Chair Jerome Powell told Congress this week that price stability is
“the bedrock of the economy.” The Fed has hiked the fed funds rate
to slow the economy, which should lessen demand, shifting that
curve left. The chart illustrates that there is a chance that falling
demand (as a result of higher rates) for supply-constrained goods
may cause prices to fall dramatically (E4). Then, add to that the
effect of easing supply constraints, and prices may fall even further
(E5). For example, once car dealerships have normal inventory levels,
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prices should return closer to normal.
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CONCLUSION

The dynamics of supply and demand may well explain why inflation has gone vertical. Fed policy may slow the
economy down, reducing demand and possibly allowing prices to slide back down the vertical curve. As supply chain
issues and other supply constraints resolve, the supply curve itself may pivot back to a more horizontal slope, which
may lower prices but also lessen the impact of any increase in demand on prices. We hope you’ve found this review
of economic supply-demand theory helpful to understand why inflation has gone vertical.

Michael P. O’Keeffe, CFA Want to go deeper? our
Chief Investment Officer m

michael.okeeffe@stifel.com

Investment Strategy Brief (ISB).
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https://www.linkedin.com/in/michael-o-keeffe-64352025/
https://www.youtube.com/watch?v=PcPG850B1wQ

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that the
figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times,
release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee
of future results. Indices are unmanaged, do not reflect fees or expenses, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with international
investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk and volatility
than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small company stocks
are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies. Property values can
fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real estate companies. When
investing in bonds, it is important to note that as interest rates rise, bond prices will fall. The Standard & Poor’s 500 index is a capitalization-weighted index
that is generally considered representative of the U.S. large capitalization market. The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30
significant stocks traded on the New York Stock Exchange (NYSE) and the NASDAQ. The DJIA was invented by Charles Dow back in 1896. The MSCI EAFE
index (Europe, Australasia, and the Far East) is a free float-adjusted market capitalization index that is designed to measure the equity market performance
of developed markets, excluding the U.S. and Canada.
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