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In a lot of ways, economic principles are instilled in us at a young age. 
Inflation happens to be one such concept that almost everyone can 
grasp early in life. For me, this occurred during one of my first trips to 
Dicks’ drive-in—a Seattle burger mecca. After ordering a hamburger 
(*cough* several) my dad explained to my brother and I how the same 
burger cost a mere $0.19 when he was my age. The thought of buying 
five cheeseburgers for just a buck absolutely blew my five-year old mind. 

In most instances, and environments, prices tend to rise over time. Take, 
for instance, the $4 Tom Petty concert ticket from August 4th, 1977. 
Today, that same ticket is going for well over $100. But not all prices are 
created equal. The Jade Super 386 computer from the early 90’s shows 
an alternate illustration. The 33 MHz variety of this microprocessor went 
for a cool $2,398. Today, thanks to enormous leaps in technology, you 
can buy a 1.8Ghz Dell computer for just $399.99. And you are not only 
paying a lot less, you’re getting a computer whose speed and features 
are light-years ahead of the Jade Super 386. 

There are numerous variables to consumer prices, but at the margin, 
its starts with money supply. As money supply increases over time in 
the economy, typically so do prices paid for goods and services.  But for 
prices to actually increase, it takes a conscious decision by a producer 
to raise them. A reason to do so could be as simple as having a superior 
product or service relative to the competition.  Price increases could 
also be borne from a supply shock or demand surge. On the flip side, 
falling prices, or deflation can happen because of inferior products, 
oversupply, or weakened demand.  To add more variables to the mix, 
there’s different currencies in circulation, varying wages by country, 
interconnected trade policies, and continued manufacturing and 
technological gains that all factor into the equation. 

As you can imagine, there’s a whole lot of dispersion that can take 
place when measuring consumer prices across various categories such 
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as housing, apparel, food, transportation, and fuel—to name a few. To 
that point, as you can see in our lovely collage below, prices are much 
different (and of course higher) than they were forty years ago; but the 
magnitude of change varies by category. After a prolonged period of low 
inflation rates, we’ve seen a recent pickup in consumer prices and the 
surrounding expectations of where it will go from here. The implications 
of this development are not only crucial because of the effect prices have 
on the overall economy, but also because of their impact on investment 
portfolios. In this Chartbook EVA, we’ll breakdown recent (and historical) 
trends of inflation, highlight key indicators to analyze these patterns, and 
also provide insight on where we think the weathervane is pointed for 
prices going forward. 
 
 -Jeff Dicks

Source: Evergreen Gavekal, Bloomberg
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HISTORICAL INFLATION EXAMPLES



•	 Inflation can be measured in many different ways, but the most common is through a “basket” of consumer prices that’s 
designed to gauge consumer-spending patterns 

•	  The two most prevalent indices are the consumer price index (CPI), tracked by the Bureau of Labor Statistics, and the Personal 
Consumption Expenditure (PCE), tracked by the Bureau of Economic Analysis

•	  In January, CPI rose 0.6% month-over-month, which worked out to a 2.5% jump from 2016. This is the highest such reading 
since 2012 

Source:  Evergreen Gavekal, Bloomberg
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Tracking Inflation Rates
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US CONSUMER PRICE INDEX (CPI), AND US PERSONAL 
CONSUMPTION EXPENDITURE YOY (PCE)



Source: Evergreen Gavekal, Bloomberg

•	 The pie chart above illustrates the most recent re-weighting of the CPI from 2015
•	 In the chart on the right, it’s interesting to see not only how these prices have changed over time, but also the extreme variation 

between the various components
•	 As you can see, medical care costs are up 180% over that time frame. Conversely, apparel costs are actually lower than they were in 

1990
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Inflation Components
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CPI COMPONENTS 12/13/2015 CPI COMPONENT PRICE CHANGES SINCE 1990



Source: Evergreen Gavekal, Bloomberg
*Year-over-year

•	 The largest component of CPI is housing. This metric is tracked through the owners-equivalent rent, and rent of primary 
residence. Essentially, these outputs illustrate what someone would pay to rent your home if it were unfurnished and sans 
utilities 

•	 As you’ll notice, rents are moving up at a significantly faster clip (3.5-4.0%) relative to inflation in general 
•	 Housing prices, however, have seriously decoupled from the CPI. The chart on the upper right shows the change in median 

family home price relative to the consumer price index. Over this time span, housing prices have nearly quadrupled relative 
to a 156% advance for consumer prices in general 

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

Housing’s the Key
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OWNERS’ EQUIVALENT RENT AND RENT OF 
PRIMARY RESIDENCE YOY*

MEDIAN FAMILY HOME PRICE APPRECIATION 
VS. CPI



•	 Unfortunately, real (after-inflation) income levels are actually down since 12/31/1999 (blue line), which has led to US 
homeownership rates falling from 67.5% in 2000 to 63% currently 

•	 Thanks to lower incomes and home ownership rates we have seen the amount of 25 to 34-year-old’s living with their parents 
spike from 10.5% in 2000 to over 16% today

•	  The problem is housing prices, as illustrated on the previous slide, have increased significantly more than wages, making 
homes less affordable than in the past, particularly for new families with lower incomes 

Source: Evergreen Gavekal, Bloomberg 
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Where Ya Living These Days?
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HOME OWNERSHIP RATE, 25-34 LIVING AT HOME, AND 
US REAL MEDIAN INCOME



•	 Food and beverage prices have been on the decline 
over the last year

•	 In fact, domestic food prices have fallen for 13 
straight months, marking the longest period of food 
deflation since the 1950’s (quite a rare feat outside of 
a recession) 

•	 As you can see, a key reason for this is that inputs for 
food products such as corn, wheat, and soybeans, are 
materially lower than 2014

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

Feeding America

Source: Evergreen Gavekal, Bloomberg 
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MEATS, SUGAR AND SWEETS, CEREALS AND 
BAKERY, AND FRUITS AND VEGETABLES YOY

CORN, SOYBEAN AND WHEAT SINCE 2014



Source: Evergreen Gavekal, Bloomberg

•	 Falling food prices have no doubt been good news for consumers, but it’s come at the expense of farmers and grocery 
stores 

•	 The chart on the upper left shows the price performance of the S&P (orange line) vs. four grocery store stocks. As you 
can see, since early 2015 all of these are down vs. the market (which is up 12%) 

•	  Additionally, with falling food prices, farmer net and cash incomes are down from their 2013 peaks, and expected to 
remain depressed through 2017

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

Farm to Ins(table)
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GROCERY STOCKS VS. THE S&P 500



•	 Transportation, and its subcomponents, have also been battling deflationary forces over the last few years
•	 The biggest wet blanket: energy prices (shown by the motor fuel line-item), which have significantly dragged down 

airline fares. Take a look at the chart in the upper right and you’ll notice domestic airfares display a tight linkage to the 
price of oil 

•	  On a one-year basis; however, transportation is running at a +2.5% rate given year-over-year energy prices are currently 
contributing positively 

•	  However, as we move forward in 2017 energy prices will have less of an effect on inflation as year-over-year gains will be 
tougher to come by given the monster rebound we saw during 2016

Source: Evergreen Gavekal, Bloomberg
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Planes, Trains, and Automobiles
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AVERAGE DOMESTIC AIRFARE AND PRICE OF OIL 



•	 New and used auto prices have also declined steadily over the last three years. With more and more auto production moving overseas, 
this trend is clearly the work of a stronger dollar 

•	 It’s interesting to take a look at auto sales relative to new home sales, which you can see in the upper left. Auto sales are back to peak 
levels while new home sales are significantly below the previous peak

•	 That said, we have seen significantly more leases this cycle. Over the next few years, it will be challenging for the industry to absorb 
the supply surge that can come from off-lease volumes. This hurdle should keep a lid on prices, especially of the used variety

Source: Evergreen Gavekal, Bloomberg
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Autos Driving Home the Point
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AUTO LEASE ORIGINATIONS AND OFF-LEASE 
VOLUMES



Source: Evergreen Gavekal, Bloomberg

•	 In general, medical costs have significantly outpaced overall inflation over the last 30-years
•	  Currently, medical costs are rising by twice the core rate at +4.1% vs. 2.0%
•	  In fact, since 2010 when the Affordable Care Act was passed, medical costs have risen at double the rate of the CPI 
•	 This will no doubt continue to be a hot topic addressed by the new administration. That said, cost-effective reforms may prove to 

be more difficult than initially envisioned. Donald Trump recently announced a replacement may take as long as two years to roll 
out. We will not be surprised if even that timeline is optimistic. 

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

What’s Up Doc?

MEDICAL AND SUBCOMPONENT PRICING YOY
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•	 The US also ranks among one of the worst for developed economies in terms of quality of care, access, efficiency, and overall 
health 

•	 And Americans sadly spend significantly more on coverage than any other country (depicted in upper right)
•	 This “over-spend” vs peers amounts to about 5% of GDP or nearly $1 trillion annually
•	 Should effective cost containment of medical costs occur over time, this should help keep inflation in check

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

Inflation + Healthcare: The Great American Debacle 

MEDICAL EXPENDITURES BY COUNTRY
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Source: Evergreen Gavekal, Bloomberg

•	 Apparel is a small component of consumer spending, but it’s seen as the most deflationary pressure over the years out of any 
subgroup

•	 As you can see over the last ~30 years, prices have basically flat-lined 
•	  A key reason for this plateau is due to outsourcing US manufacturing to China and other low-wage countries 
•	  Cotton prices—a key input for apparel—are down 25% since 1980 
•	  Another interesting and perhaps unexpected factoid is that women’s apparel has actually increased the least since the 70’s. 
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Wearing Thin

COTTON PRICES SINCE 1980
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Source: Evergreen Gavekal, Bloomberg

•	 Another small piece of overall inflation, recreation CPI, offers a fascinating look at a wider trend
•	 One of the most striking features of the chart on the left is that the prices of video and audio goods are now half the price they 

were just seven years ago
•	 Intuitively, this makes sense. Remember when flat-screen TVs first hit the market? Electronics have been one of the biggest 

victims of deflation in recent years
•	 On the other hand, recreation services have risen across the board. Pet Services particularly jump out, as anyone with a furry 

friend knows they are not cheap!

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

The Rising (and Falling!) Cost of Leisure

RECREATION SERVICES CPI & COMPONENTS
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Source: Evergreen Gavekal, Bloomberg

•	 The chart to the left highlights the massive forces shown in the previous slide—a point flying under the radar of a seemingly 
benign headline: ‘Recreation Inflation’

•	 Whereas Goods (tangible products, toys, televisions, etc.) have experienced significant deflation, Services (intangibles provided 
via people) continues to experience significant inflation.

•	 This same dynamic plays out in the final category of CPI Inflation, Other Goods & Services. Once again, this category accounts for 
a tiny fraction of the overall CPI number.

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

The Goods/Services Split

OTHER GOODS & SERVICES CPI WITH COMPONENTS
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•	 It’s also quite interesting to break out inflation in terms of goods and services. As you can see, since 1990 the prices for services 
have increase significantly more than the price for goods. 

•	  In fact, the price for goods have regularly been in deflation over the last 30 years. 
•	 Again, this can be attributed to manufacturing moving abroad given lower wages, technological efficiency gains, and fairly 

stable raw material costs
•	 Since the overall US economy tends to import goods and export services, as shown on the right, this has generally provided 

downward pressure on overall inflation 

Source: Evergreen Gavekal, Bloomberg
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Goods vs. Services

GOODS VS SERVICES TRADE BALANCE
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CORE PCE VS. CORE GOODS AND SERVICES PCE



•	 US Dollar strength has been a hot topic in financial circles. But, often, 
people quote a “strong dollar” without specifying what it is strong 
against. 

•	 Many investors quote the DXY US Dollar Index. However, this index is 
nearly 58% based on the Euro! This is important when we discuss dollar 
strength and the possibility of importing/offsetting inflation.

•	 A different index to take a look at is the Broad Dollar Index. As implied 
by the name, this index consists of a larger number of currencies and 
two notable additions are China and Mexico, the two largest trading 
partners of the US.

•	 As shown above, the indices have moved in similar fashion, though 
the Broad Dollar Index never stalled-out after the initial US Dollar 
strengthening of 2014.  Instead, it has reached its 2001 peak…

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

US Dollar Matters and Two Ways of Measuring

Source: Evergreen Gavekal, Bloomberg
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US DOLLAR (DXY) BREAKDOWN

BROAD DOLLAR INDEX BREAKDOWN



Source: Evergreen Gavekal, Bloomberg

•	 As the largest exporter to the US, China also represents the largest imbalance to US trade and this balance has grown substantially over time
•	 As most people know, the US imports far more goods than it exports with China having the largest imbalance; the proposed changes to the tax 

code could have a major impact on what happens to these flows
•	 As new ideas have floated around Washington, one that seems to have gotten a lot of press (and some support) is a Border Adjustment Tax (BAT) 

which would include a 20% tax on all imported goods. 
•	 All else equal, this immediately raises the price of imports; businesses can either pass on that increase (inflationary) or reduce the demand for 

imports, or both. 
•	 The supporters of this tax system, however, contend that the US Dollar would appreciate substantially, offsetting these negative effects (if the 

dollar strengthens by 20% to fully offset the BAT)

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

US Trade Deficits and Major Partners

US TRADE BALANCE WITH JAPAN
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Source: Evergreen Gavekal, Bloomberg

•	 The discussion of the Mexico “Wall” has certainly put downward pressure on most assets south of the border but the mechanism 
proposed to fund this wall should be our concern regarding inflation

•	 Like the BAT previously discussed, a 20% tax on all goods from Mexico would have a similar effect: an increase in prices or a 
reduction in demand 

•	 The offset? The US Dollar, of course, and this has already begun to occur. Immediately following the election, the peso weakened 
against the US Dollar by about 16% (though it’s rallied since then)  

•	 With the protectionist rhetoric coming out of the Trump administration, it’s hard to argue against further dollar strength

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

Trade and the Mexican Standoff

US TRADE BALANCE WITH MEXICO
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•	 If we’re going to discuss the US dollar, we have to take a look at Central Bank policies. This is especially the case since two of the 
largest Quantitative Easing (QE) policies ever conceived continue to roll out in both Europe and Japan

•	 All else equal, this massive increase in the money supply should reduce their exchange rate relative to other currencies  
•	 In simplistic terms, these policies should cause the US dollar to strengthen against the Euro and Yen, particularly since the Fed 

now seems ready to tighten policy further 
•	 Once again, a stronger US dollar exerts a deflationary force on imported goods   

Source: Evergreen Gavekal, Bloomberg
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The Central Bank Dance Continues…
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ASSETS HELD BY CENTRAL BANKS



Source: Evergreen Gavekal, Bloomberg

•	  As noted earlier, the US tends to import goods and export services. For several years, goods coming from our major trade 
partners have applied deflationary pressure, as prices paid to producers continued to fall. This effect, combined with US dollar 
strength, has provided a deflation “double-whammy” 

•	 At least half of this equation is beginning to reverse with producer prices abroad increasing substantially over the past few 
months

•	 In particular, China and Mexico—the two largest providers of imports to the US—are ramping up prices
•	 If this momentum isn’t offset by another round of dollar strength, it’ll feed higher inflation to US importers, and they will soon be 

faced with a choice: increase prices or lower profit margins

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

The US Has Been Importing Deflation...Until Now

PRODUCER PRICE INDEX: GERMANY & MEXICO
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•	 Domestic producers in the US are also experiencing an increase in prices received
•	 Once again, this reverses the deflationary impact that has prevailed since early 2014, though it is important to note that energy 

prices are a large component of PPI numbers and their recent effect could prove temporary
•	 Wage inflation also seems to be a hot topic these days, and this metric has seen a decent uptick in recent years
•	 This compensation inflation offers domestic companies the same choice being faced by importers: increase prices or lower 

profit margins

Source: Evergreen Gavekal, Bloomberg
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Domestic Producer Prices: Staging a Comeback
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US PRODUCER PRICE INDEX & AVERAGE HOURLY 
EARNINGS



Source: Evergreen Gavekal, Bloomberg

•	 M2 Money Supply growth (which doesn’t include excess reserves held at the Fed) has been relatively stable over the past five 
years, as banks have been lending carefully

•	 The fed attempted to goose lending via quantitative easing, but the response to each new round was an increase in excess 
reserves held at the Fed, which is only now being drawn down to facilitate continued lending

•	 Theoretically, an increase in the money supply is supposed to increase the price level of the economy (inflation). But this has not 
been the case for nearly eight years, and the increased money supply has simply sat dormant (note the falling velocity of money)

•	 If banks are able to turn on a firehose of credit—a real possibility given the potential slashing of regulations in Washington and 
their excess reserves—then money supply in the real economy could really take off, fanning the inflation flames

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

The Fed Drives Money Supply, but the Banks Have a Say Too

ASSETS HELD BY THE FED AND EXCESS RESERVES
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Source: Evergreen Gavekal, Bloomberg

•	  Speaking of credit, total debt issued in the US (corporate bonds) has remained relatively strong while Commercial and Industrial (C&I) loan 
growth continues to remain below previous expansionary phases of economic growth

•	 Even on a global scale, debt has continued to rise well above the previous 2008 peak and now accounts for over 225% of global GDP!
•	 In theory, credit expansion should have a positive impact on overall inflation since an increase in lending should boost the money supply. Alas, 

this source of potential inflation seems to be fading as C&I loans look to be flat-lining
•	 On the other hand, much of the corporate bonds issued have been recycled back into financial markets in the form of share repurchases which 

has spurred asset price inflation, rather than being used for productive economic activity

BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

The Credit Cascade

GLOBAL DEBT TO GDP
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In the world of inflation, expectations are important. If you ask most 
people in the US what they believe inflation is expected to be, they 
are likely to say around 2-3%...why? Because that is what they have 
experienced over the past 5-10 years. Ask someone back in 1988 what 
they believed inflation would be going forward and they would likely 
have said something closer to 5%, because that is what they had 
known. So the expectation of higher/lower prices can be a strong, near 
self-reinforcing power. If consumers are trained to believe that delaying 
a purchase will result in saving money, then they are more likely to 
delay that purchase. Unfortunately, this puts pressure on the economy 
because it reduces consumption and this is at least partially why the 
Fed targets a small amount of inflation (not deflation) and is so careful 
with their communication.

As calculated by “breakeven rates” in the US (the difference in yield 
between an inflation-protected security and a nominal security of the 
same maturity), financial markets seem to be expecting only a mild 
increase in inflation. In fact, breakeven rates have moved up by nearly 
60bps vs the US ten-year treasury which has risen about 100bps since 
last summer. This suggests that real yields are also rising, rather than 
reflecting a surge in inflation expectations.

One area of inflation that we have omitted thus far is the inflation in 
financial assets. In theory, stocks are worth the present value of their 
future cash flows, discounted at a required rate of return. When that 
hurdle rate plummets, as happened when the Fed drove interest rates 
into the ground, then stocks are theoretically worth a near infinite 
value. How do you value a company that can borrow at a negative 
interest rate, where investors actually pay to have the honor of a large 

Conclusion
BY JEFF DICKS,  JONATHAN FULCHER,  DAVID HAY

corporation use their money? This confusion over valuation can be seen 
using some of our most useful valuation metrics and they continue to air 
it out in nosebleed territory. 

Energy, on the other hand, has been a very volatile and important factor 
in the inflation numbers. This week, we are eclipsing the anniversary of 
the low in crude oil prices and the rise over the past year now stands 
at over 100%. As shown in our final chart, where energy goes, overall 
CPI will follow. This effect will subside going forward and reduce much 
of the recent upward pressure on inflation. On an aggregate basis, the 
Evergreen view tilts more toward a continuation of subdued inflation after 
this temporary spike due to several offsetting factors such as a stronger 
US Dollar, tighter policy from the Fed, and a continuation of longer term 
trends within many of the components of CPI.

THE ENERGY EFFECT: US CPI VS ENERGY CPI
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Our Current Likes and Dislikes
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•	 US-based Real Estate Investment Trusts 
(REITs) (once again, some small and mid-cap 
issues appear attractive)

•	 Small-cap value

•	 Mid-cap value

•	 Small-cap growth

•	 Lower-rated junk bonds

•	 Most cyclical resource-based stocks

•	 Large-cap value

•	 Short-term investment grade corporate 
bonds

•	 High-quality preferred stocks yielding 6%

•	 Short yen ETF (closing out positions and 
removing)

•	 Emerging market bonds (local currency)

•	 Short euro ETF (sell a portion for solid gain)

•	 Bonds denominated in renminbi trading in 
Hong Kong (dim sum bonds)

•	 Canadian dollar-denominated bonds

•	 Long-term municipal bonds

•	 Mid-cap growth

•	 Long-term Treasury bonds

•	 Long-term investment grade corporate bonds

•	 Emerging stock markets, however a number 
of Asian developing markets, ex-India, appear 
undervalued

•	 The Indian stock market

•	 Floating-rate bank debt ( junk)

WE’RE NEUTR AL ON

I M P O R TA N T  D I S C LO S U R E S

No changes.

WE DON’ T LIKE

•	 Large-cap growth (during a correction)

•	 International developed markets  (during a 
correction)

•	 Canadian REITs

•	 BB-rated corporate bonds (i.e., high-quality, 
high yield)

•	 Cash

•	 Publicly-traded pipeline partnerships (MLPs) 
yielding 7%-12%  

•	 Intermediate-term investment grade 
corporate bonds, yielding approximately 4%      

•	 Gold-mining stocks

•	 Gold

•	 Intermediate municipal bonds with strong 
credit ratings

•	 Select blue chip oil stocks (on a pull back)

•	 Emerging bond markets (dollar-based or 
hedged); local currency in a few select cases

•	 Investment-grade floating rate corporate 
bonds

•	 Mexican stocks

•	 Yield Cos on a pull-back (and profit-taking for 
tax-deferred accounts, in some cases)

WE LIKE


