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SUMMARY 
 
• Viewed through various 

lenses, we believe inflation 
will remain a problem 
throughout 2022. 
 

• Consumers can help pump 
the brakes on inflation by 
slowing purchases, in our 
view. 
 

• Additionally, we believe 
equities offer a better 
alternative than bonds for 
keeping up with inflation. 
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Public Enemy Number One…Inflation 
A Deeper Dive on the Impact on the Consumer  
The COVID-19 pandemic has consumed the global economy for the last two years, and 
as it recedes from the headlines, it is replaced by inflation. In the US, headline inflation 
grew 7.9% year-over- year in February, hitting a 40 year high. We believe the primary 
cause is the fiscal and monetary stimulus applied during the pandemic by the US 
government in the form of transfer payments and the Federal Reserve’s (Fed) balance 
sheet growth. This coordinated stimulus led to money supply growing faster than 
nominal Gross Domestic Product (GDP) for most of the pandemic, thus inflating 
consumer prices in a supply-constrained environment.  For the average American, 
prices (light blue line, chart below) are rising faster than wages (dark blue line) which 
will eventually cause an economic slowdown, as consumers spend more of their 
income on necessities and less on discretionary items such as travel and 
entertainment. 

Taking a deeper dive on the impact that inflation is having on the consumer, we look at 
flexible Consumer Price Index (CPI). The expenditures in the CPI Index that are defined 
as ‘flexible’ include items such as food, energy, and clothing that have rapid price 
changes; food and energy are two of the largest components. Flexible CPI has 
increased by 18.2% over the last year and currently is rising at a 19.9% annualized rate 
through February, due the Russian invasion of Ukraine and continued supply-chain 
bottlenecks. There may be little relief in food and energy prices if Russian sanctions 
remain in place and war disrupts planting season in the Ukraine, the world's largest 
grain supplier. 

Food and energy prices are the two necessities that garner the biggest portion of the 
American worker’s income, so while the Fed tends to focus on measures that exclude 
food and energy like core Personal Consumption Expenditures (PCE), the average 
worker is focusing on how far their paycheck can stretch. In the last year, the cost of 
food has increased 7.9%, right in line with headline inflation. Everyone must eat, so   

Source: Refinitiv DataStream, RiverFront. Chart shown for illustrative purposes only. Data through 2.15.22. 
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consumers may resort to buying white labeled grocery store brands instead of nationally recognized brands to make a dollar 
go further. 

In the case of energy, prices have risen over 25% year-over-year. Rising energy prices are coming at a time when the 
economy is reopening, and workers are going back into the office, spurring demand just as crude stockpiles have been falling 
and production decreasing due to sanctions against Russia. In the chart below, energy inflation has proven to be very volatile 
over the last fifty years, while food inflation has been more stable. We believe the combination of the food and energy 
inflation rising at the same time is concerning.  

 

While we have 
highlighted the 
impact of food and 
energy on the 
consumer, we want to 
give further insight by 
looking at sticky 
versus flexible CPI. 
Sticky CPI looks at a 
basket of goods in the 
CPI index whose 
prices do not change 
rapidly. The sticky CPI 
basket focuses on 
expenditures such as 
education, medical 
care, and housing. In 
the last year, sticky 
CPI has risen 4.5% 
and currently is rising 
at a 6.5% month-over 
month annualized 
rate. While sticky 
CPI’s current 

trajectory is not as high as that of flexible CPI, it still is negatively impacting consumers because, monthly it’s higher than the 
5.8% growth rate on wages. Additionally, while sticky CPI goods are slower to change prices, when they ultimately do rise, 
they tend to be larger increases. For instance, tuition expenses are set on an annual basis so they are repriced with a lag but 
will likely reflect upward price pressures over the previous 12 months. We expect sticky CPI to continue to climb higher as 
input costs climb throughout the year. From the consumer’s perspective, inflation is ‘public enemy number one’ as prices 
keep climbing and eating up more and more of their paycheck.  

Looking at inflation through the lens of the Fed is more nuanced than that of the consumer, but policy changes enacted by 
the Fed also impacts the consumer. The Fed recently raised the Federal Funds (Fed Funds) rate to fight inflation but has since 
realized that it may need to move faster than the 25-basis point increase announced at the Federal Open Market Committee 
(FOMC) meeting on March 16th. Instead of raising the Fed Funds rate by 25 basis points at each of the remaining six meetings 
for the year, the Fed is now contemplating some 50 basis point increases along the way. The goal for the Fed is to reach the 
neutral rate, the rate where inflation is constant, and the economy is at full employment with maximum production. The 
neutral rate cannot not be determined with pinpoint accuracy, but most economists believe it to be approximately 2% to 
2.25%. The neutral rate aligns with the Fed’s traditional 2% inflation target using core PCE. Unfortunately, January’s core PCE 
reading was running at 5.2% year-over-year, well above the 2% average the Fed targets.   

Source: Refinitiv DataStream, RiverFront. Chart shown for illustrative purposes only. Data through 1.15.22. 
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In conclusion, regardless of the lens through which investors choose to view inflation, we believe it will remain a problem 
throughout 2022. The Fed has vowed to do whatever it takes to get inflation under control and only time will tell if they are 
successful. The ‘cure for high prices is high prices’, as the saying goes… in other words, we believe consumers can help the 
Fed pump the brakes on inflation by slowing purchases. In the meantime, we continue to favor equities over fixed income 
across the portfolios. We believe that equities offer a better alternative than bonds for keeping up with inflation, given that 
rising yields create bond price depreciation and inflation erodes the ability of income to offset losses. We favor ‘inflation 
recovery plays’, like energy, some materials, and industrial companies whose earnings respond positively to inflation and 
nominal growth. In general, we will proceed with caution given the complex implications of inflation on returns for both 
equities and fixed income. 
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