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This year we've been writing about recovery, as the effects of easy monetary policy and historically large fiscal
stimulus kick in and help us recover from the shutdowns of the coronavirus pandemic. Along the way, we’ve
talked a lot about inflation, and we’ve all known higher inflation was coming. Now that some signals of higher
inflation are upon us, it quickly begs the question: How much is too much? When we get to “too much,” our buying
power begins to erode, and the Federal Reserve (Fed) will likely tighten monetary policy, slowing the recovery and
weakening a foundation for higher asset prices.

In this latest Sight|Lines, we review some recent inflation measures to understand what they may mean as we
consider history, the current environment, and the future.

Current Inflation Readings

Let’s start with recent inflation readings. Exhibit 1. Inflation Measures

Exhibit 1 presents several measures. 2 0%

Published by the Bureau of Labor 6.2%

Statistics (BLS), the producer price index 6.0% mCurrent  w10-year (annualized)
(PPI) seeks to measure changes of costs 0% 1% 4.2%

over time from the viewpoint of industries § 4.0%

that make the products, or domestic o 3.0% 3.0%
production. This week we learned that PP 2.0% N 6% 1. 8% . 7% 2.0%
rose 6.2% in April from a year ago, driven

much by service demand, specifically 1.0% I
transportation and warehousing. Core PPI, 0.0% oo YoY Core PPI Yoy Cp YoY Core CPI Yoy
which excludes food and energy, rose Source: Stifel Investment Strategy, data via Bloomberg as of May 13,2021
4.1%. Higher costs for production quite often

get passed on to the consumer, driving up prices for them.

The consumer experience is measured by the BLS consumer price index (CPI), designed to measure price changes
in consumer goods and services, including things like food, energy, transportation, and healthcare. This week we
also learned that CPl was up 4.2% in April from a year ago, driven by big increases in gasoline (49.6%), fuel oil
(37.3%), and used cars and trucks (21%). The effects of the reopening were also evident, as airfares and hotels
were up 10.2% and 7.6%, respectively. Core CPI, which also removes volatile segments like food and energy,
rose 3%. Both measures of CPI were above expectations.
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Recent History of Inflation

The Fed has historically targeted inflation at 2%. Last year, the Fed announced a revised policy framework in
which its inflation goal is an average inflation target of 2% over the long run. This suggests that the Fed will allow
inflation to run above 2% for a period of time in order to offset periods when it was lower. Inflation measures have
been running well below 2% throughout the pandemic. So, what do these recent “prints” tell us about cumulative
inflation looking back in time? When we look at the inflation that has actually occurred over the last 10 years
through April, we see that CPl is up 1.7% on an annualized basis. Over that period, core CPl is up 2.0%
(annualized), PPI has risen 1.6% (annualized), and core PPI has grown 1.8% (annualized).

So if the Fed is looking at the 10-year period, for example, there is certainly more room to tolerate higher inflation
for a while.

Views on Future Inflation

Many years ago, the U.S. Treasury began Exhibit 2. Inflation Breakeven Rate
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to inflation, we can infer the future

“breakeven” inflation rate embedded in the

TIPs pricing. Exhibit 2 shows how the breakeven CPI implied by TIPs has changed over time for the next five and
10 years. We see that investors’ inflation expectations have been rising, and now inflation is expected to run at
2.7% for the next five years and 2.5% for the next 10 years.

Fed Messaging

The Fed has often mentioned “symmetric” inflation, meaning a rate that can run above the 2% target to make up
for periods below 2%. Another term the Fed and others are using is “transitory.” With the pandemic shutdown,
supply chains shut down. As we reopen the economy and supply chains restart, bottlenecks will appear,
temporarily driving prices higher. Fed Chair Jerome Powell said during his April press conference that “it seems
unlikely, frankly, that we would see inflation moving up in a persistent way that would actually move inflation
expectations up while there’s still significant slack in the labor market...” So, the increase is expected to be
“transitory.” The Fed is signaling a willingness to be patient with higher inflation and the intention to keep its
policy intact.

Investment Implications
Our work on topics like inflation influences our investment guidance. Our guidance has included suggesting an
overweight to TIPs as a hedge against higher inflation. We have also suggested considering an overweight to
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commodities, which should benefit from pricing increases triggered by supply chain bottlenecks, for example. And
in the equity work we do for our Stifel Choice portfolios, we're intentionally focused on semiconductors, which we
believe will be in great demand as the reopenings continue.

Conclusion

Many agree that higher inflation is coming, and recently we’ve seen a jump that begs the question: How much is
too much? Well, we know, even with this recent jump, that inflation has run below the Fed’s 2% target over the
last 10 years. We also know that the Fed is ready to tolerate higher “symmetric” inflation and expects it to be
“transitory.” And investors are expecting inflation to run 2.5% over the next 10 years.

We will continue to monitor inflation and its potential impact on production costs, consumer prices, and Fed
policy.
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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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