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Inflation: Dormant, Not Dead

Last month we explained why the dreaded threat of
hyperinflation hasn’t materialized, and likely wouldn’t
materialize, in spite of the huge expansion of the Federal
Reserve’s balance sheet the past several years, including
QEL1, 2, and 3.

The April inflation report, released Friday, underscored
this theme. Consumer prices rose a tepid 0.1% in April and
were down 0.2% from a year ago. With the exception of the
Panic of 2008 and its immediate aftermath, that year-to-year
decline was the lowest reading for inflation in 60 years.

However, this doesn’t mean the US is experiencing
deflation, or that inflation is dead. Quite the contrary. We
expect inflation to pick up over the next few years, faster and
further than most investors anticipate.

To see why, just look at the details of the April report.
Yes, the very same report some thought was proof that
inflation would never return.

First off, inflation data has been dominated by energy
prices, which are down 19.4% from a year ago.  Excluding
energy, consumer prices are up 1.8% in the past twelve
months (the same if we exclude food and energy). But
energy prices were not going to fall forever and have already
bounced back somewhat. As a result, the underlying trend
of consumer prices should move back toward the “ex-
energy”” measure in the year ahead — to roughly 2%, or more.

But there are other reasons to believe inflation outside
the energy sector should pick up. Normally, lower energy
prices, because they boost purchasing power outside of
energy, lead to an increase in demand for non-energy goods
and rising prices in these other sectors.

But the drop in energy prices has been so sharp,
consumers appear to be taking their time deciding how to
spend the windfall. At the same time, tax receipts have
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soared which has drained purchasing power from many
consumers. This temporary dip in demand has a short-term
effect on inflation measures.

But people don’t work for the heck of it; they work to
generate purchasing power. And the gains from lower
energy prices will eventually help sales in other sectors,
which should also lead to higher prices in those sectors as
well. We may be seeing signs of this already. In the past
three months, “core” prices are up at a 2.6% annual rate and
in the past two months they are up 2.9% annualized — the
fastest pace in seven years.

In addition, housing costs, which make up almost one-
third of overall consumer prices, continue to gradually
accelerate. These prices were up 0.3% in 2009, 0.4% in
2010, then 1.9%, 2.2%, 2.5% and 2.9% from 2011 to 2014.
In the past twelve months (thru April, they’re up 3%).
Meanwhile, with home builders still constructing too few
homes to meet population growth and scrappage rates,
supply constraints should help generate even faster rent
hikes in the year ahead.

The bottom line is that monetary policy is too loose.
The Fed has kept short-term rates near zero for more than six
years. The last time the unemployment rate was falling to
5.4% (where it is today) during an economic expansion was
in August 2004 and the Fed then had short-term rates at
1.5% and heading higher. If you go by the more expansive
U-6 definition of the jobless rate (also includes marginally
attached and part-time workers), which is 10.8%, it was also
there in May 1994, when the fed funds rate was 4.25%.

The current looseness of monetary policy will
eventually generate higher inflation. It may not be
hyperinflation, but it’s more than many investors are
prepared for.
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