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Inflation: When Should We Worry? 
 
Thanks in part to an expected recovery in inflation, the Fed will grapple with the decision of 
when to taper their asset purchases – possibly as soon as later this year. After tapering come 
eventual rate hikes. At some point, Fed Chair Powell's comment that the Fed is, "not even 
thinking about thinking about raising rates," will become, "hey, we are thinking about it!"  
 
As inflation investors we have two tasks: understanding the nature of the underlying inflation 
trend and understanding how the Fed and markets are likely to react to it. Neither is simple. 
Inflation has been low and stable for so long that most investors don’t remember it any other 
way, or appreciate the destructive impact it can have on their portfolios. 
 
Complicating matters for the Fed is that a market disruption, like the Taper Tantrum, 
could curtail what they hope is a productive, income-enhancing recovery. Back in 2013, 10yr 
rates rose 140bps in just a few months after then-Chair Bernanke said that the Fed could slow 
the pace of their asset purchases. That threw a wrench in the still-recovering real estate market 
which was at the center of the Great Recession. 
 
Inflation is expected to rise over the next several months, driven primarily by base effects from 

last year’s collapse in prices. The street consensus, and NCA’s own CPI model, have YoY CPI 

peaking at a potentially worrisome ~3.25% in May before drifting back closer to 2% at the end 

of the year. 

 

The Fed knows this and has already talked about looking through such a rise. As Chairman 

Powell discussed at his press conference following the conclusion of the FOMC meeting on 

January 27th, “We’ll see measured 12-month inflation move up [due to] base effects, and that’s 
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a transient thing that we think will pass.” He added that the Fed would also view, “upward 

pressure on inflation,” from a “burst of spending,” once the economy reopens as likely to be 

transient. 

But how will the Fed, or economists and investors in general, be confident that inflation is rising 

solely due to base effects vs. something more lasting? It is a good question, one which has 

implications not just for the longer-term inflation outlook, but for the path of monetary policy, 

rates, and financial markets at large. Is it enough if inflation simply starts coming in above 

forecast? What about one-off effects? Or perhaps inflation comes in-line with forecasts but 

rising underlying inflation is obscured by one-offs to the downside? It can be difficult to see the 

forest given all the trees. 

It will be necessary to analyze specific sectors to tease out any new underlying trend. Consider 

gasoline, where much of the base effect damage lies. Just last weekend, the YoY change in retail 

gasoline moved positive for the first time since prices plunged last March. At just over 

$2.50/gal, the U.S. national average gasoline price is up over 40% YoY since it bottomed at the 

end of April, 2020. But, it is still down 13% from April, 2019, so that 40% rise is clearly nothing 

more than an unwind of the base effects of the plunge. It should be noted that the Fed focuses 

on core inflation, ignoring energy, when considering the underlying inflation trend and thus the 

outlook for monetary policy. That said, gasoline is a stark example of how base effects work and 

will be a key driver of the coming rise in the YoY headline measure. 

 

Source: AAA 

Some other notable areas that are still down big on a YoY basis, and are thus likely to contribute 

to the base effect rebound in the coming months: Apparel, -2.6%; Hotels, -11.5%; Airfares, -

21.3%.  
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Understanding what is an unwind of base effects and what may represent a more meaningful 

rise in underlying inflation pressures will be critical, and not just for the Fed and the path of 

monetary policy. Pension plans have inflation-linked liabilities, retirees need income in order to 

live, and younger generations have to save for retirement. Inflation – and the Fed’s reaction to 

it – impacts every investor. Those that have not considered the potential impact that disruptive 

inflation could have on their portfolio ought to do so. 

We will be watching closely because upside risks to inflation are plentiful, including: 

 Easy/one-sided monetary policy (Fed to let inflation run hot to offset years of 

undershooting their target; ~4% cumulative miss over past 10 years) 

 Increasing fiscal stimulus ($1.0-1.9T still to come; US Budget deficit of 16% in 2020, 

projected to be another 10.3% in 2021; historical average <3%) 

 On-shoring/shortening of supply chains (reversal of decades-long globalization trend) 

 Increasing inventories (reversal of just-in-time delivery) 

 Weakening dollar (less of an impact on U.S. inflation now given net oil exports, but still 

impacts imported goods prices) 

 Rising commodity prices (CRB Index up 7.8% YTD, 18.6% YoY, and 37.6% from the 

April’20 lows) 

 Growing labor bargaining power (More labor friendly policies expected given 

Democratic administration/Congress; Federal increase in minimum wage proposed) 

Keep these in mind as inflation rises in the coming months and you hear more talk about base 

effects. 

 

For more information on any of the data, trends, or trading strategies in this piece, or to discuss how 
New Century Advisors might help your fixed income allocation, please contact Leigh Talbot, CFA, 
Director of Client Relations at 240-395-0012 and ltalbot@ncallc.com  
 

 

 

Important Disclosures: 

PAST PERFORMANCE IS NOT AN INDICATOR OF FUTURE RESULTS. 
 

Forward-looking statements: Any projections, forecasts and estimates contained herein are forward 
looking statements and are based upon certain assumptions that New Century Advisors considers 
reasonable.  Projections are necessarily speculative in nature, and it can be expected that some or all of 
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the assumptions underlying the projections will not materialize or will vary significantly from actual 
results. Accordingly, the projections are only an estimate.  Actual results may vary from the projections, 
and the variations may be material.  Some important factors that could cause actual results to differ 
materially from those in any forward looking statements include changes in interest rates, market, 
financial or legal uncertainties, the timing of acquisitions of the underlying assets, the timing and 
frequency of defaults on the underlying assets, amongst others.  Consequently, the inclusion of 
projections herein should not be regarded as a representation by the manager of the results that will 
actually be achieved.  New Century Advisors, LLC has no obligation to update or otherwise revise any 
projections, including any revisions to reflect changes in economic conditions or other circumstances 
arising after the date hereof or to reflect the occurrence of unanticipated events, even if the underlying 
assumptions do not come to fruition.  The securities listed in New Perspectives are not to be considered 
recommendations or an offer to buy or sell securities and are being used as illustrations only.  Past 
performance is not an indicator of future results.  There is no guarantee that the investment objective of 
the strategy will be achieved.  Index returns reflect the reinvestment of income dividends and capital 
gains, if any, but do not reflect fees, brokerage commissions or other expenses of investing.  One cannot 
invest directly in an index.  CLIENTS MUST BE PREPARED TO BEAR THE RISK OF A TOTAL LOSS OF THEIR 
INVESTMENT. THE THEMES AND STRATEGIES HEREIN ARE NOT TO BE CONSTRUED AS 
RECOMMENDATIONS. THEY ARE FOR ILLUSTRATION PURPOSES ONLY AND SUBJECT TO CHANGE 
WITHOUT NOTICE. 
 

Data provided by New Century Advisors, LLC, Bloomberg, Barclays Live and JP Morgan.  NCA does not 
guarantee or warrant the accuracy, timeliness, or completeness of third party provided information and 
is not responsible for any errors or omissions. The discussion of any investments in this presentation is for 
illustrative purposes only and there is no assurance that the adviser will make any investments with the 
same or similar characteristics as any investments presented. The reader should not assume that an 
investment identified was or will be profitable. 
 

This analysis does not purport to recommend or implement an investment strategy. Financial forecasts, 
rates of return, risk, inflation, sensitivity analysis and other assumptions may be used as the basis for 
illustrations in this analysis. They should not be considered a guarantee of future performance or a 
guarantee of achieving overall financial objectives. No analysis has the ability to accurately predict the 
future, eliminate risk or guarantee investment results. As investment returns, inflation, taxes, and other 
economic conditions vary from the assumptions used in this analysis, your actual results will vary (perhaps 
significantly) from those presented in this analysis. 
 

The information contained in this email or document may not be reproduced or provided to others 
without the prior written permission of New Century Advisors, LLC. The information provided is neither 
an offering nor a solicitation of an offering for any securities.  Nothing contained herein shall constitute 
any representation or warranty as to future performance. 
 


