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INFLATION 101

Global equity markets continued to climb 
higher in the first half of 2021. Vaccines 
have allowed a return to normal for many 
countries, creating a boom in economic 
activity. The global economy is projected 
to grow by 6.7% this year accompanied 
by double digit corporate earnings 
growth. (JP Morgan, June 2021) However, 
access to vaccines and the loosening of 
pandemic restrictions is proving critical to 
the recovery.

Within the US the economy is hot – 
as pent-up demand, an abundance of 
government stimulus, and low interest 
rates are causing a spike in everything 
from travel and entertainment to 
construction and real estate transactions.   
The unemployment rate fell to 5.9% at 
the end of June, and the current 9 million 
job openings are equal to the 9 million 
Americans that remain unemployed. 
If more workers can be placed back 
into the workforce, the economy could 
grow even stronger. Inflation has now 
become a focus for markets, and the 
debate about whether it is temporary 
or not is weighing on policymakers. 

US equity markets have posted five 
consecutive quarters of positive returns, 
the longest stretch since 2017. Through 
the first half of 2021 the worst pullback 
in US stocks was only -4%, far below the 
average -14% that drop equity markets 
typically experience in any given year.  
While we expect US stocks to continue to 
benefit from a strong economy, we would 
not be surprised to see a normal market 
correction in the second half of this year. 

Outside of the US, vaccine distributions 
and economic recoveries are mixed and 
as a result, foreign equity markets have 
underperformed the US year-to-date. As 
vaccines become more widely available, 
foreign stocks should benefit and could 
outpace US stocks during the latter part 	
of 2021 going forward. 

Bond markets struggled in the first half of 
the year due to concerns about inflation 
and its potential effect on interest rates.  
The 10-year US treasury yield started the 
year below 1%, and after rising above 
1.7% at one point this spring, closed the 
second quarter at 1.5%. When inflation 

Inflation concerns have been making 
headlines, with prices for some goods 
soaring as the economy rebounds.  
Worries are not totally unfounded, 
although we have not seen persistent high 
inflation in the US for decades and the 
Federal Reserve believes these increases 
will be temporary. While it is easy to get 
wrapped up in the hype, it is helpful to 
re-visit the basics of inflation for some 
perspective. 

What is inflation?  Inflation is the general 
rise in prices in an economy over time. 
The average rate of inflation in the US 

since 1958 has been 3.6% (JP Morgan).  
This includes a period of hyperinflation 
in the 1970s-1980s where prices rose by 
double digits for many years. However, 
for many years inflation has been below 
average, under 2.0% until recently. Some 
inflation is a good sign that an economy 
is prosperous and growing. The Federal 
Reserve maintains a target of 2.0% 
average inflation for the US economy.

What causes inflation?  At the most 
basic level, inflation is caused by demand 
for goods and services outpacing 
supply. Demand is influenced by general 

economic conditions and the availability 
of capital that can be spent. The fiscal 
stimulus that has been distributed by the 
US government over the past year has 
increased the amount of money available 
to spend, which could be inflationary. 
Supply can be affected by a wide range 
of factors as well, including supply chain 
disruptions and labor shortages like 
we have seen since the start of the 
COVID-19 pandemic. 

What does inflation mean for 
financial markets?  Inflation can affect 
financial assets in different ways.  

came in higher than anticipated in May, 
the Federal Reserve signaled it is watching 
carefully for signs that inflation is more 
than “transitory.” If that turns out to be the 
case, it is likely we could see rising interest 
rates sooner than previously expected, 
putting additional pressure on bonds.      
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FIXED INCOME — With fears regarding inflation and rising interest rates mounting, we are in favor of slightly lower traditional fixed 
income exposure. In order to maintain an adequate level of risk management in portfolios, we are recommending an increased 
allocation to alternative strategies. We expect the combination of active fixed income and alternative strategies to help manage overall 
portfolio volatility and equity risk with less interest rate risk overall.    

US EQUITIES — US stocks have been the best performers, and should continue to benefit from the recovery. Although stock prices 
have risen, earnings have grown more (up 19.7% this year) leaving stocks less expensive. With value stocks cheaper and more cyclical 
compared to growth stocks, we are recommending a slightly higher allocation to value. Although we remain positive on US equities, 
their outperformance thus far in 2021, has led to most portfolios to be overweight. A re-balancing may be in order, delivering profit 
while also decreasing overall risk.

INTERNATIONAL EQUITIES — Foreign stocks have lagged year-to-date, but are less expensive with the MSCI All Country World Ex-
US Index now at a price-to-earnings discount of -27.3%, relative to the S&P 500. (JP Morgan, June 2021) Foreign equity markets are more 
heavily weighted to cyclical sectors which look attractive in a sustained recovery, and consensus projections are for earnings growth in 
both developed and emerging markets to outpace the US for this year. As foreign countries catch up to the US in recovery pace, investors 
in foreign markets should be rewarded.  

DISCLOSURES: This material is being provided for information purposes only and is not a complete description, nor is it a recommendation. Any opinions are those of Ascential Wealth Advisors 
and not necessarily those of Raymond James. The information has been obtained from sources considered to be reliable, but Raymond James does not guarantee that the foregoing material is 
accurate or complete. Investing involves risk and investors may incur a profit or a loss regardless of strategy selected. Prior to making an investment decision, please consult with your financial 
advisor about your individual situation. Past performance is not a guarantee of future results. Investments mentioned may not be suitable for all investors. Diversification does not ensure a profit or 
guarantee against a loss. Individuals cannot invest directly in any index, and index performance does not include transaction costs or other fees, which will affect actual investment performance. 
There is no guarantee that these statements, opinions or forecasts provided herein will prove to be correct. The S&P 500 is an unmanaged index of 500 widely held stocks that is generally considered 
representative of the U.S. stock market. The Dow Jones Industrial Average (DJIA), commonly known as “The Dow” is an index representing 30 stock of companies maintained and reviewed by the 
editors of the Wall Street Journal. MSCI EAFE (Europe, Australasia, and Far East) is a free float-adjusted market capitalization index that is designed to measure developed market equity performance, 
excluding the United States & Canada. The EAFE consists of the country indices of 22 developed nations. The Barclays Capital Aggregate Bond Composite Index (BC Ttl Bond) measures investment 
grade, fixed-rate, taxable bond markets of roughly 6,000 SEC registered securities with intermediate maturities averaging approx. 10 years. The MSCI Emerging Markets is designed to measure equity 
market performance in 25 emerging market indices. The index’s three largest industries are materials, energy, and banks. This information is not intended as a solicitation or an offer to buy or sell any 
security referred to herein. International investing involves special risks, including currency fluctuations, differing financial accounting standards, and possible political and economic volatility. There 
are special risks associated with investing with bonds such as interest rate risk, market risk, call risk, prepayment risk, credit risk, reinvestment risk, and unique tax consequences. To learn more 
about these risks, please contact our office. Investing in emerging markets can be riskier than investing in well-established foreign markets. Investing involves risk and investors may incur a profit or a 
loss. Dividends are subject to change and are not guaranteed. Dividends must be authorized by a company’s board of directors. The NASDAQ composite is an unmanaged index of securities traded 
on the NASDAQ system. Bond prices and yields are subject to change based upon market conditions and availability. If bonds are sold prior to maturity, you may receive more or less than your initial 
investment. Holding bonds to term allows redemption at par value. There is an inverse relationship between interest rate movements and bond prices. Generally, when interest rates rise, bond prices 
fall and when interest rates fall, bond prices generally rise.
 
Ascential Wealth Advisors is not a registered broker/dealer and is independent of Raymond James Financial Services. Securities offered through Raymond James Financial Services, Inc. 
Member FINRA/SIPC. Investment advisory services offered through Raymond James Financial Services Advisors, Inc.

11 E Superior St, Suite 500  |  Duluth, MN 55802  |  218.336.2500  •  888.840.8299

AscentialWealth.com

OUR VIEW

The Federal Reserve tries to control 
inflation by adjusting interest rates, raising 
them if inflation rises above their 2.0% 
target for an extended period of time. 
Rising interest rates can be bad in the 
short-term for bonds, as the market re-
prices existing bonds lower based on the 
new, higher level of interest rates in the 
market. Generally, stocks perform better 
than bonds in an inflationary environment. 
As long as the rate of increase in prices 
is moderated so that they can pass on 
higher costs to consumers, companies 
can do well and stock prices rise. 
However, if the Fed raises interest rates 
too quickly, it can slow the economy 
too much and unintentionally cause a 
recession. In that case, stocks would  
likely fall.

What does inflation look like today?  
Inflation ticked up recently, rising 5.0% on 
a year-over-year basis in May. This
figure could be somewhat distorted by 
the absence of inflation last spring with 
most economies paralyzed in COVID-19 

lockdowns. Time will tell whether some of 
the issues creating these price increases 
are temporary or more lasting. Therefore, 
we will continue to monitor inflation data 
and its impact on investment strategy.
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