Figure 2
1914-2020 Distribution of
Annual Inflation Rates in
US
Source: FRED data.

Wages
Historically, wages would rise in accordance with economic growth. However, the
negotiating power of the average employee appears to have deteriorated in recent
decades. There are several reasons for the decline that include: globalization, gains
in productivity, minimum wage laws and ERISA, the expansion of salaried work,
decrease in private sector unions, the rise of the service sector, deindustrialization,
automation in manufacturing, and rising costs of healthcare benefits.
Another reason why wages have less power to drive inflation than in the past is the
relative success of the Federal Reserve’s price stability credibility. This is, in fact,
a self-reinforcing mechanism. Low and stable levels of inflation have resulted in
incrementally smaller cost of living adjustments where contractually indicated.
Economists argue that automation and intensive use of technology is lowering the prices
of goods and services.3 As businesses invest in technology and automation, the links
between wages and the prices of goods and services become increasingly weaker.4

Central bank policy
The 1970s was a decade of stagflation – a period of low economic growth, rising
unemployment, and rising prices (i.e., inflation). Only with the appointment of Paul
Volker in 1979 did the Federal Reserve move to fight inflation. Volker raised the
Fed Funds Rate to 20% by June 1981, targeting the money supply so that the cost
of borrowing became very expensive. This approach was very effective at fighting
inflation, if temporarily harmful to the economy, and by the end of President Reagan’s
second term, inflation fell to around 3.5% and economic growth returned. Since that
time, the Fed (and many central banks) have used interest rate targeting as their
standard policy tool.
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Source: https://www.stlouisfed.org/
on-the-economy/2018/april/closerlook-reasons-low-inflation.
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S ource: Daron Acemoglu and Pascual
Restrepo; Robots and Jobs: Evidence
from US Labor Markets,” Journal of
Political Economy, 2020 Vol. 128, N.
6. See also: https://economics.mit.
edu/files/19696 and https://mitsloan.
mit.edu/ideas-made-to-matter/anew-study-measures-actual-impactrobots-jobs-its-significant. MIT study
finds that for every 1,000 robots
added; wages fall 0.42% and the
“employment to population ratio falls
0.2%.” The study finds that adding one
robot to commuting area reduces
employment by six workers.
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The end of inflation?
In recent decades, it has proved difficult for many central banks to create inflation/
growth. The modern case study for low inflation is Japan, which has been struggling
with too-low levels of inflation and economic growth for decades. In the late 1990s,
Japan introduced a Zero Interest Rate Policy for short-term lending, in an attempt to
stimulate some inflation/growth, but this has proved unsuccessful.
More recently, the Federal Reserve and other central banks expanded their
monetary policy toolkit to include quantitative easing programs in response to the
Global Financial Crisis. This was an unproven measure and many market watchers
feared that this would cause inflation. However, inflation did not materialize. Although
economic theory suggests that inflation is “always and everywhere a monetary
phenomenon,”5 the Federal Reserve’s quantitative easing programs that injected
money into the monetary system failed to deliver the economic drivers of inflation.
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Source: https://www.stlouisfed.org/
on-the-economy/2014/september/
what-does-money-velocity-tell-usabout-low-inflation-in-the-us.

What about today?
If the inflation beast has been seemingly tamed, why are we worried about it today?
The primary reason is that this time, there is unprecedented non-war time fiscal
stimulus accompanying the monetary stimulus. And much of the planned spending
is set to take effect at a time when the economy will have likely already mostly, if not
fully, recovered from the effects of the pandemic. What we do not know is exactly how
much additional spending will take place. Likewise, we do not know how the Fed will
respond if inflation ticks up. The Fed has already made it abundantly clear that they
are willing to tolerate some level of inflation above their 2% target but how much, and
for how long, is an open matter.

Inflation’s impact on asset performance
Inflation has an impact on asset prices, though the extent, and even the direction,
depends on many factors, including the source of the inflation, its level, the coincident
level of economic growth, the length of the inflationary period, and whether it was
anticipated. The choice of assets that an investor might use to hedge inflation depends
on these same factors.
Most publicly traded securities have a negative correlation to expected and/or
unexpected inflation, so that when inflation rises, both equities and bonds can suffer
losses. Unexpected and persistent inflation may be more difficult to incorporate into
a portfolio’s construction. Traditional public market securities tend to have a negative
correlation to unexpected inflation.
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Disclaimers
This document is for general information and educational purposes only, and must
not be considered investment advice or a recommendation that the reader is to
engage in, or refrain from taking, a particular investment-related course of action.
Any such advice or recommendation must be tailored to your situation and objectives.
You should consult all available information, investment, legal, tax and accounting
professionals, before making or executing any investment strategy. You must
exercise your own independent judgment when making any investment decision.
All information contained in this document is provided “as is,” without any
representations or warranties of any kind. We disclaim all express and implied
warranties including those with respect to accuracy, completeness, timeliness, or
fitness for a particular purpose. We assume no responsibility for any losses, whether
direct, indirect, special or consequential, which arise out of the use of this presentation.
All investments involve risk. There can be no guarantee that the strategies, tactics,
and methods discussed in this document will be successful.
Data contained in this document may be obtained from a variety of sources and may
be subject to change. We disclaim any and all liability for such data, including without
limitation, any express or implied representations or warranties for information or
errors contained in, or omissions from, the information. We shall not be liable for any
loss or liability suffered by you resulting from the provision to you of such data or
your use or reliance in any way thereon.
Nothing in this document should be interpreted to state or imply that past results are
an indication of future performance. Investing involves substantial risk. It is highly
unlikely that the past will repeat itself. Selecting an advisor, fund, or strategy based
solely on past returns is a poor investment strategy. Past performance does not
guarantee future results.

MEKETA.COM | B O STO N C H I C AG O LO N D O N M I A M I N E W YO R K P O RT L A N D SA N D I E G O

PAGE 5 OF 5
©2021 MEKETA INVESTMENT GROUP

