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INFLATION DEFINED 



INFLATION OVER THE YEARS 

Average Prices 

1970 2007-2008 

Cost of a new home:  $26,600.00  $263,100.00 

Median Household Income:  $8,734.00  $50,233.00 

Cost of a first-class stamp:  $0.06  $0.41 

Cost of a gallon of regular gas:  $0.36  $1.70-$4.10 

Cost of a dozen eggs:  $0.62  $2.20 

Cost of a gallon of Milk:  $1.15  $2.74 



INFLATION DEFINED 

Inflation is defined as: 

a measured rise in a broad price index that represents the overall level 

of prices in goods and services in the economy. 



INFLATION MEASURES USED DOMESTICALLY 

 

Consumer Price Index (CPI) 

• measures prices of a selection of goods and services purchased 
by a "typical consumer".   

• inflation rate is the percentage rate of change of the price index 
over time.   

Producer Price Index (PPI) 

• measures average changes in prices received by domestic 
producers for their output.   

• measures the pressure being put on producers by the costs of 
their raw materials. 

Core Inflation 

• is measured by removing the most volatile components, such as 
food or oil, from a broad index to better gauge the inflationary 
impact of current monetary policy.   



TERMS RELATED TO INFLATION 

 

Deflation 

• a general fall in price level 

• typically associated with recessionary time periods 

• Examples - United States during the 1930’s and Japan during the 1990’s 

Hyperinflation 

• very high or out-of-control inflation 

• prices increase rapidly as a currency loses its value 

• historically around times of war, economic depressions, and political or 
social upheavals 

Stagflation  

• a combination of inflation, slow economic growth and high 
unemployment.   

• most well known time periods of stagflation occurred during the Oil Crisis 
of the 1970’s in the United States. 



CAUSES OF INFLATION 



CAUSES OF INFLATION 

 

Available Quantity Of Money 

• price changes occur based on fluctuating volumes of money available 

• money supply should increase at a stable rate reflective of the economy's 
real output capacity 

Aggregate Level of Incomes 

• based on the work of the British economist John Maynard Keynes 

• changes in the national income determine consumption and investment 
rates 

• government fiscal spending and tax policies should be used to maintain 
full output and employment levels 

Supply-Side Productivity and Cost Variables 

• supply-side factors control the general price level of an economy 

• factors include labor force changes, manufacturing industry shifts, 
expansion of government regulations, economic shocks, large oil and 
commodity price increases, etc.  



IMPORTANCE OF INFLATION 



IMPORTANCE OF INFLATION AND ITS EFFECTS 

Uncertainty of Future Inflation 

• May discourage investment and saving 

• Can lead to shortages of goods due to consumer hoarding 

Decrease in Purchasing Power  

• An increase in the general level of prices implies a decrease in the 
purchasing power of the currency (U.S. Dollar) versus other currencies 

• Example – Goods purchased from China and the Pacific Rim 

Benefactors of Inflation 

• Debtors holding debts with a fixed nominal rate of interest 

• Example – Fixed Rate 30 year mortgage with a 6% interest rate  



INFLATION'S EFFECT ON FIXED INCOME SECURITIES 

Rising inflation erodes the value of the principal of fixed income 

securities, like bonds or even long term CD’s. 

Example – Five year bond with a principal value of $100 

Year 1 
$100 

Invested 

3% Annual 
Inflation  

for 5 Years 

Year 5 
$100 = $83  

After 
Inflation 



INFLATION'S EFFECT ON EQUITIES 

Variability of Economic Growth due to Inflation 

• Stock investors have difficultly forecasting future cash flows  

• Investors may raise their expected rate of return causing valuations to fall 



GOVERNMENT RESPONSES TO INFLATION 



GOVERNMENT RESPONSES TO INFLATION 

Monetary Policy 

• Management of the money supply by a central bank 

• A low positive inflation rate is usually targeted to avoid deflationary 
conditions 

• Typical ways of managing the money supply are controlling short-term 
interest rates, adjusting banks’ reserve requirements, or open market 
activities (quantitative easing) 

 

Using Gold Standard as Monetary Base 

• Paper notes that are freely convertible into pre-set, fixed quantities of gold 

• Long term rate of inflation (or deflation) would be determined by the 
growth rate of the supply of gold relative to total output 

Wage and Price Controls 

• Often used in wartime environments in combination with rationing 

• Notable failures of their use include the 1972 imposition of wage and 
price controls 



CURRENT ENVIRONMENT AND INFLATION PICTURE 



CURRENT ENVIRONMENT: THREE FORCES 

The “New Normal” 

Financial 
Markets  

Healing after 
2008 Shocks 

Economic and 
Political 

Reactions 

Structural 
Reconfiguration 

of Financial 
Landscape 



CURRENT ENVIRONMENT 

Current View 

Deflation rather than inflation will remain dominant for an extended 

period. 

Below average economic growth 

Overhang of excess production and labor capacity 

Lower level of monetary velocity 

New Normal Environment 



MONETARY VELOCITY 

Velocity of money in an economy plays a significant role in 

understanding how the amount of money and economic growth intersect. 

GDP = the amount of money in the economy, times velocity. 

$10.00 
of 

Money  

Velocity 
of 5 

GDP of 
$50.00 

Consistent Velocity 

$10.30 of 
Money 
(+3%) 

Velocity 
of 5 

GDP of 
$51.50 
(+3%) 

Decreased Velocity 

$11.00 of 
Money 
(+10%) 

Velocity 
of 4.27  

(-14.6%) 

GDP of 
$47.00 
(-6%) 

Year 1 

Year 2 

Year 2 



INVESTOR RESPONSES TO INFLATION 



INVESTOR INFLATION RESPONSES 

Inflation-Linked 
Bonds  

Floating-Rate 
Notes  

Commodities Common Stocks 

Emerging 
Market Stocks 



EMERGING MARKET EQUITIES 

Unique potential to perform well in inflationary environments 

• Growth potential as appreciating common stocks  
 

• Correlated to commodities  
 

• Natural resource based economies that export much of their 
resources 
 

• Expansion of globalization  
 

• Powerful population demographics will increase influence on global 
markets 
 

• Valuations versus their developed counterparts 



CONCLUSION 
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QUESTIONS AND ANSWERS 

Please submit all questions into 

the question box in the 

GoToWebinar application. 


