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How worried should
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In this issue of Infocus, EFG Chief Economist Stefan Gerlach looks at the behaviour of US
inflation as measured by the deflator for personal consumption expenditures (PCE).
Recent rates are compared with a forecast to assess the behaviour of inflation.

There has been much concern about US inflation recently. The
latest data showed the CPI rose in May, by 0.6% month-on-
month and 5.0% year-on-year, the highest annual inflation
rate since 2008. The index of the deflator for personal
consumption expenditures that was released on 25 June was
also strong, with a monthly inflation rate of 0.4% and annual
inflation of 3.9%.

One view that attracts considerable support among

some financial market commentators is that inflation will
stay persistently and uncomfortably high, reflecting a
fundamental change in the economic environment that

the Fed has yet to understand. These commentators worry
about the Fed “falling behind the curve”, being too late to
withdraw stimulus. Under this view, the Fed may suddenly
change tack and sharply tighten monetary policy, potentially
leading to a negative financial market shock. The other view,
which appears to be held by many Fed policy makers, is that
recent increases in inflation are very much what one would
have expected given the decline in prices during the start

of the covid pandemic last year. While inflation is likely to
remain high for a few months, proponents of this view believe
that inflation will decline towards the Fed’s 2% target in the
second half of 2021.

Recent inflation data

To understand the recent behaviour of PCE inflation, it is
useful to consider the base effect. To do so, it is easiest to
use inflation computed using compounded growth rates.' In
this case, annual inflation in May 2021 is the sum of the 12
monthly inflation rates between June 2020 and May 2021.2
Similarly, inflation in April 2021 is the sum of the monthly
inflation rates between May 2020 and April 2021. The change
in annual inflation between April and May 2021 of 1.17% equals
the difference between the new monthly inflation data in
April 2021 (+0.64%) and the monthly inflation rate for April
2020 (-0.53%) that dropped out of the calculation (see Figure
1). This latter effect is referred to as the base effect.

These calculations make the important point that changes

in 12-month inflation depend both on the new data and the
old data point that drops out of the calculation. The recent
pattern has seen the new data pushing up 12-month inflation

1. Base effect

Monthly inflation Annual inflation

New data Data
dropping
out
Jan-20 0.15% -0.08% 0.23% 1.86%
Feb-20 0.09% 0.12% -0.03% 1.83%
Mar-20 -0.27% 0.23% -0.50% 1.33%
Apr-20 -0.53% 0.33% -0.86% 0.48%
May-20 0.17% 0.10% 0.06% 0.54%
Jun-20 0.49% 0.12% 0.38% 0.92%
Jul-20 0.26% 0.18% 0.09% 1.00%
Aug-20 0.30% 0.07% 0.23% 1.23%
Sep-20 0.16% 0.05% 0.11% 1.34%
Oct-20 0.03% 0.19% -0.16% 1.19%
Nov-20 0.00% 0.08% -0.07% 112%
Dec-20 0.37% 0.26% 0.10% 1.22%
Jan-21 0.29% 0.15% 0.14% 1.36%
Feb-21 0.29% 0.09% 0.20% 1.56%
Mar-21 0.56% -0.27% 0.83% 2.39%
Apr-21 0.64% -0.53% 1.17% 3.56%
May-21 0.45% 0.17% 0.28% 3.84%

Source: FRED. Data as at 26 June 2021.

and the old data that drops out pushing it down. One reason
inflation has risen so sharply recently is that the price level
fell as Covid struck in March (-0.27%) and April (-0.53%) 2020,
reducing 12-month inflation at that time. But this decline in
the PCE index pushed up inflation in March and April 2021

by the same amount as these data points dropped out of
the calculations. To illustrate this, Figure 2 shows annual
inflation and the change in annual inflation, which equals the
difference between the new monthly inflation rate (orange
pillars) entering the calculation of annual inflation, and
monthly inflation rate (blue pillars) from a year ago that drops
out from the calculation. The chart illustrates how the price
falls in the spring of 2020 lead to sharp increases in inflation
a year later. Since monthly inflation in May 2020 was 0.17%,
the base effect lowered inflation by this amount in May 2021.

' The difference between these and ordinary growth rates is generally negligible, except for higher inflation rates. For instance, the annual inflation rate in
April is 3.52% if compounded growth rates are used and 3.58% if it is calculated in the standard way.

2 This holds only approximately if standard growth rates are used.

2 | June 2021



2. US PCE inflation
5.0+
4.0
3.01
2.04

%
1.0 ’-——/\
0.0 \//\/\

0
Jan "Feb IMar'Apr IMay'Jun ' Jul IAug'Sep'Oct'Nov'DecI Jan "Feb'Mar' Apr'MayI
2020 | 2021

-1.0

New monthly data Monthly data dropping out
Annual inflation —— Change in annual inflation
Source: Refinitiv, FRED and EFGAM calculations. Data as at 26 June 2021.

The outlook for inflation

While recent inflation data has been strong, the Fed is
insisting that its outlook for inflation has not changed.
Apparently, the recent data do not appear to be at odds with
the Fed's view of the likely evolution of inflation in 2021.

To explore this issue, we estimate a simple forecasting

model for PCE inflation on data for 2000-2020. The idea is
that the model may produce forecasts similar to the Fed’s
own forecasts of inflation. Next, we compare inflation from
January to May 2021 with the forecasts. If the observed and
forecasted inflation rates are substantively different, we must
conclude that the model fails to explain the data, and that
the behaviour of inflation has changed.

Figure 3 shows annual US PCE inflation and compares it with
model forecasts from January 2021 onward. While the actual
inflation rate in May was 3.84%, the forecasted inflation

rate was 3.13%. The likelihood that actual inflation and the
forecasts will be identical is of course nil. To judge whether
this difference is so large as to suggest that the behaviour
of inflation has changed, we use a ‘fan chart’ that shows the
range of possible inflation rates that are compatible with the
model.

The fan chart is constructed in such a way that the likelihood
that actual inflation will fall in the lightest orange-coloured
area is 80%, the likelihood that it will fall in the slightly darker
area 60% and so on. The likelihood that actual inflation will
fall in the darkest area is 20%. If actual inflation falls outside
the forecasted range, we conclude that the inflation process,
as captured by the forecasting model, has changed.

3. US PCE inflation and model forecasts
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As can be seen, it never does. While inflation is a little high, it
is not so high as to call the forecasting model into question.?
Looking ahead, the forecasting model suggests that inflation
will decline over the summer months.

Conclusions

Investors worry that the recent rise in US inflation will
continue, that the Fed has fundamentally underestimated the
strength of price pressures, and that its delay in tightening
policy will require a larger and more dramatic policy response
when the Fed comes to realise the severity of the situation.
Of course, there is always potential for the inflation process
to shift, but the analysis here indicates that recent inflation
data provide little evidence that a shift has occurred. Indeed,
itis not surprising that Fed officials have reiterated their

view that inflation is only high temporarily and will soon
revert to more normal levels. Nevertheless, the risk of such

a shift taking place has risen recently and we remain vigilant
to its possibility, although that is only likely to become
apparent - if it occurs at all - as the second half of the year
progresses. In the meantime, the framework presented in this
report provides useful guidelines to help us assess whether
reported inflation data lies within expected norms or is cause
for greater concern.

? Statistically, the likelihood of observing a forecast error of the size of the May error is about 24%.
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Important Information

The value of investments and the income derived from them
can fall as well as rise, and past performance is no indicator
of future performance. Investment products may be subject
to investment risks involving, but not limited to, possible loss

of all or part of the principal invested.

This document does not constitute and shall not be construed as a prospectus,
advertisement, public offering or placement of, nor a recommendation to buy,

sell, hold or solicit, any investment, security, other financial instrument or other
product or service. It is not intended to be a final representation of the terms and
conditions of any investment, security, other financial instrument or other product
or service. This document is for general information only and is not intended as
investment advice or any other specific recommendation as to any particular
course of action or inaction. The information in this document does not take into
account the specific investment objectives, financial situation or particular needs
of the recipient. You should seek your own professional advice suitable to your
particular circumstances prior to making any investment or if you are in doubt as to
the information in this document.

Although information in this document has been obtained from sources believed
to be reliable, no member of the EFG group represents or warrants its accuracy, and
such information may be incomplete or condensed. Any opinions in this document
are subject to change without notice. This document may contain personal opin-
ions which do not necessarily reflect the position of any member of the EFG group.
To the fullest extent permissible by law, no member of the EFG group shall be re-
sponsible for the consequences of any errors or omissions herein, or reliance upon
any opinion or statement contained herein, and each member of the EFG group
expressly disclaims any liability, including (without limitation) liability for incidental
or consequential damages, arising from the same or resulting from any action or
inaction on the part of the recipient in reliance on this document.

The availability of this document in any jurisdiction or country may be contrary to
local law or regulation and persons who come into possession of this document
should inform themselves of and observe any restrictions. This document may not
be reproduced, disclosed or distributed (in whole or in part) to any other person
without prior written permission from an authorised member of the EFG group.
This document has been produced by EFG Asset Management (UK) Limited for

use by the EFG group and the worldwide subsidiaries and affiliates within the EFG
group. EFG Asset Management (UK) Limited is authorised and regulated by the UK
Financial Conduct Authority, registered no. 7389746. Registered address: EFG Asset
Management (UK) Limited, Leconfield House, Curzon Street, London W1J 5/B, United
Kingdom, telephone +44 (0)20 7491 9111.

If you have received this document from any affiliate or branch referred to below,
please note the following:

Bahamas: EFG Bank & Trust (Bahamas) Ltd. is licensed by the Securities Commission

of The Bahamas pursuant to the Securities Industry Act, 2011 and Securities Industry
Regulations, 2012 and is authorised to conduct securities business in and from The
Bahamas including dealing in securities, arranging deals in securities, managing securities
and advising on securities. EFG Bank & Trust (Bahamas) Ltd. is also licensed by the Central
Bank of The Bahamas pursuant to the Banks and Trust Companies Regulation Act, 2000 as
a Bank and Trust company.

Bahrain: EFG AG Bahrain Branch is regulated by the Central Bank of Bahrain with registered
office at Bahrain Financial Harbour, West Tower - 14th Floor, Kingdom of Bahrain.
Bermuda: EFG Wealth Management (Bermuda) Ltd. is an exempted company incorporated
in Bermuda with limited liability. Registered address: Thistle House, 2nd Floor, 4 Burnaby
Street, Hamilton HM 11, Bermuda.

Cayman Islands: EFG Bank is licensed by the Cayman Islands Monetary Authority for

the conduct of banking business pursuant to the Banks and Trust Companies Law of

the Cayman Islands. EFG Wealth Management (Cayman) Ltd. is licensed by the Cayman
Islands Monetary Authority for the conduct of trust business pursuant to the Banks and
Trust Companies Law of the Cayman Islands, and for the conduct of securities investment
business pursuant to the Securities Investment Business Law of the Cayman Islands.
Chile: EFG Corredores de Bolsa SpA is licensed by the Superintendencia de Valores y
Seguros (“SVS”, Chilean securities regulator) as a stock broker authorised to conduct
securities brokerage transactions in Chile and ancillary regulated activities including
discretionary securities portfolio management, arranging deals in securities and
investment advice. Registration No: 215. Registered address: Avenida Isidora Goyenechea
2800 Of. 2901, Las Condes, Santiago.

Cyprus: EFG Cyprus Limited is an investment firm established in Cyprus with company

No. HE408062, having its registered address at Kennedy 23, Globe House, 6th Floor, 1075,
Nicosia, Cyprus. EFG Cyprus Limited is authorised and regulated by the Cyprus Securities
and Exchange Commission (CySEC).

Dubai: EFG (Middle East) Limited is regulated by the Dubai Financial Services Authority
with a registered address of level 15, Gate Building, Dubai International Financial Centre,
Dubai, UAE.

r

Guernsey: EFG Private Bank (Channel Islands) Limited is licensed by the Guernsey
Financial Services Commission.

Hong Kong: EFG Bank AG is authorised as a licensed bank by the Hong Kong Monetary
Authority pursuant to the Banking Ordinance (Cap. 155, Laws of Hong Kong) and is
authorised to carry out Type 1 (dealing in securities), Type & (advising on securities) and
Type 9 (asset management) regulated activity in Hong Kong.

Jersey: EFG Wealth Solutions (Jersey) Limited is regulated by the Jersey Financial Services
Commission in the conduct of investment business under the Financial Services (Jersey)
Law 1998.

Liechtenstein: EFG Bank von Ernst AG is regulated by the Financial Market Authority
Liechtenstein, Landstrasse 109, PO. Box 279, 9490 Vaduz, Liechtenstein.

Luxembourg: EFG Bank (Luxembourg) SA. is listed on the official list of banks established
in Luxembourg in accordance with the Luxembourg law of 5 April 1993 on the financial
sector (as amended) (the “Law of 1993"), held by the Luxembourg supervisory authority
(Commission de Surveillance du Secteur Financier), as a public limited company under
Luxembourg law (société anonyme) authorised to carry on its activities pursuant to
Article 2 of the Law of 1993. Luxembourg residents should exclusively contact EFG Bank
(Luxembourg) SA, 56 Grand Rue, Luxembourg 2013 Luxembourg, telephone +352 264541,
for any information regarding the services of EFG Bank (Luxembourg) SA.

Monaco: EFG Bank (Monaco) SAM is a Monegasque Public Limited Company with a
company registration no. 90 S 02647 (Registre du Commerce et de UIndustrie de la
Principauté de Monaco). EFG Bank (Monaco) SAM is a bank with financial activities
authorised and regulated by the French Prudential Supervision and Resolution Authority
and by the Monegasque Commission for the Control of Financial Activities. Registered
address: EFG Bank (Monaco) SAM, Villa les Aigles, 15, avenue d'Ostende - BP 37 — 98001
Monaco (Principauté de Monaco), telephone: +377 93 15 11 11. The recipient of this
document is perfectly fluent in English and waives the possibility to obtain a French
version of this publication.

People’s Republic of China (“PRC"): EFG Bank AG Shanghai Representative Office is
approved by China Banking Regulatory Commission and registered with the Shanghai
Administration for Industry and Commerce in accordance with the Regulations of the
People’s Republic of China for the Administration of Foreign-invested Banks and the
related implementing rules. Registration No: 310000500424509. Registered address: Room
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Portugal: The Portugal branch of EFG Bank (Luxembourg) SA. is registered with the
Portuguese Securities Market Commission under registration number 393 and with the
Bank of Portugal under registration number 280. Taxpayer and commercial registration
number: 980649439, Registered address: Av. da Liberdade, No 131, 60 Dto - 1250-140 Lisbon,
Portugal.

Singapore: The Singapore branch of EFG Bank AG (UEN No. TO3FC6371)) is licensed by the
Monetary Authority of Singapore as a wholesale bank to conduct banking business and is
an Exempt Financial Adviser as defined in the Financial Advisers Act and Exempt Capital
Markets Services Licensee as defined in the Securities and Futures Act.
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Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority, registered no. 144036. EFG Private Bank Limited is a member of the London
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