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The Impact of Inflation
The proverbial saying “a penny saved is a penny earned” 
is one of the most popular personal finance adages. It 
eloquently describes the importance of saving: Saving 
money is as useful as earning it. However, inflation can 
reduce the value of your savings over time, which can 
make saving enough for the future more difficult. In this 
issue of Investment Insights, we take a look at inflation, 
its causes, trends, and outlook.
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KEY POINTS
• Inflation is important to 

understand because it can 
have a significant impact on 
investment returns over time. 

• Inflation is most commonly 
measured by the Consumer 
Price Index (CPI), which 
measures the rise in the cost 
of goods and services across 
the broad economy. 

• There are three primary 
reasons for inflation: cost-
push inflation, demand-pull 
inflation, and growth in the 
money supply. 

• Inflation may be low today, 
but investors should not be 
complacent.

WHAT IS INFLATION?
Inflation measures the rate at which the prices of goods and 
services rise over time. These goods and services include commonly 
used items, such as food, clothing, housing, transportation, etc. 
Inflation reduces the value of a dollar, which is commonly known 
as its purchasing power, as each dollar effectively buys fewer goods 
and services than it did in prior periods. Inflation, therefore, reduces 
the purchasing power of each dollar over time.

An example of the price of goods over time can help illustrate this 
clearly. According to the U.S. Energy Information Administration, the 
cost of a gallon of gasoline was 36 cents in 1970. Last year, the cost 
of a gallon of gasoline was $2.52. In 1970, $2.52 would buy 7 gallons 
of gasoline. If you were to put $2.52 in a vault and wanted to buy 
gasoline 49 years later, you could purchase only 1 gallon in 2019. 



The table below highlights how the prices of common everyday items have changed over the last 49 years.1

Source: U.S. Bureau of Labor Statistics

Year Home Wages New Car Gasoline Bread Meat

1970 $23,475 $6,186 $3,543 $0.36 $0.24 $0.73

1980 $64,750 $12,513 $7,557 $1.22 $0.73 $1.83

1990 $122,300 $21,028 $15,033 $1.22 $1.04 $1.97

2000 $167,550 $32,155 $21,037 $1.46 $1.36 $1.94

2010 $222,700 $41,674 $24,915 $2.74 $1.78 $2.91

2019 $320,250 $54,100 $27,543 $2.52 $1.94 $3.94

HOW IS INFLATION MEASURED?
Inflation is not a measure of price increase for just a few goods or services but of price increase across the broad 
economy. The most widely followed measure of inflation is the Consumer Price Index (CPI). The CPI tracks changes 
in prices that consumers pay and is reported by the U.S. Bureau of Labor Statistics (BLS). BLS calculates CPI by first 
determining which items to include. Because CPI tracks prices paid by consumers, it excludes items purchased by 
businesses, governments, and other countries (items exported by the U.S.). Once the broad category of items is 
determined, the BLS next defines how much to weigh each item by surveying more than 24,000 consumers across the 
country. These categories and their relative importance are listed in the chart below.

1  U.S. Census Bureau; U.S. Department of Housing and Urban Development; U.S. Social Security Administration; U.S. Department of Energy’s Office of Energy Efficiency and 
Renewable Energy; U.S. Energy Information Administration; U.S. Department of Labor, U.S. Bureau of Labor Statistics; U.S. Dept. of Commerce; and Kelley Blue Book.

The second most popular measure of inflation is the Personal Consumption Expenditures (PCE). Like the CPI, the PCE 
is a consumer price index. Unlike the CPI, it surveys businesses (instead of consumers) for sales data that shows price 
changes. Another notable difference is that PCE accounts for substitution between two items as one item’s price 
increases. While they have some differences, both indices aim to measure price changes in consumer goods and services. 
CPI is more widely published and is used to adjust Social Security payments, but the Federal Reserve uses PCE to set 
inflation stability targets.



2  Assuming velocity of money and real output (real GDP) does not change. For more on this relationship, please see the Quantity Theory of Money. 
3  Krämer, Werner. “Equity Investments as a Hedge against Inflation, Part 1” Lazard Asset Management, September 2017, and Fels, Joachim. “What do 187 Years of Data Tell Us 

About Inflation?” Morgan Stanley Research Global Economics, October 2007. 

WHAT DRIVES INFLATION?
Inflation is driven by two main factors that are broadly classified as quantitative and qualitative. Over the long term, 
inflation is driven quantitatively by the growth of money supply in the economy. Consider this example to help illustrate 
the relationship between price and money supply: Imagine a country that has a finite amount of money in circulation 
and finite products. For simplicity, let us assume it has $2 in circulation, and it has only one product available for sale: one 
loaf of bread that costs $2. If the country’s central bank were to double the amount of money available in the economy 
to $4 by printing two additional dollars, the cost of a loaf of bread now would be $4.2 This is because there is still one 
product available for sale in this simple scenario, but now there is twice as much money circulating in the economy, 
which raises the price from $2 to $4. 

Over the short and medium term, qualitative factors are said to be the main drivers of inflation. These qualitative factors 
include cost-push inflation and demand-pull inflation. Cost-push inflation occurs when the cost of producing goods 
or services increases (raw materials, wages, etc.). The increased costs are pushed onto consumers through a rise in 
price. Demand-pull inflation occurs when demand for a particular good or service increases faster than its supply. With 
increased demand and a limited supply of goods, consumers are willing to pay more to get the desired products, thus 
increasing the prices. 

INFLATION TRENDS AND OUTLOOK 
Over the last half-century, inflation trends have changed dramatically in the developed economies across the world. The 
graph on the next page shows the year-over-year percent change in inflation in the largest advanced economies in the 
world. The group, which is commonly known as the Group of Seven (G7), includes Canada, France, Germany, Italy, Japan, 
the United Kingdom, and the United States. 

As you can see, in the past two decades, inflation has been relatively stable in the developed economies. That has not 
always been the case, and in the 1970s, many economies experienced high inflation due to oil price shocks. Last year, 
the U.S. inflation rate was 1.9%, which dramatically declined from its peak of more than 13% in the 1980s. So, while 
the recent experience for many investors has been stable inflation, that has not been the norm over the long term. In 
fact, excluding the past two decades, over the previous 200 years, developed economies worldwide have experienced 
prolonged periods of significant inflation volatility.3

Source: Organization for Economic Co-operation and Development, retrieved from FRED, Federal Reserve Bank of St. Louis.

The so-called Great Inflation of the 1970s led the U.S. Congress to amend the Federal Reserve Act in 1977 to make 
price stability part of the Federal Reserve’s mandate. Given their new mandate, the Federal Reserve spent almost three 
decades squeezing high inflation out of the economy. In addition to actions taken by the Federal Reserve, research 
suggests that other structural changes to the economy have kept the rate of inflation low. 



One of the main reasons for low inflation is technological advancements that increase worker productivity and lower the per-
unit cost of labor.4 Technology has also kept a check on inflation by utilizing otherwise unused goods and services to increase 
productivity. Researchers have found that peer-to-peer markets for goods and services, such as Airbnb, Uber, and eBay, have 
an impact on keeping prices low.5 Another likely reason for low inflation has been aging demographics. Economists have 
found evidence that the increasing age of the population keeps inflation down, though research has not found a conclusive 
reason for this trend.6

Due to these structural changes in the economy and Federal Reserve’s actions, we expect the low inflation trend to continue. 
The market outlook confirms this expectation and can be seen in the graph below. Currently, both the expected average 
inflation for the next 5-10 years (red line) and the average expected inflation for the next 10 years (green line) is less than 2%.

4  Dew-Becker, Ian, and Gordon, Robert. “Where Did the Productivity Growth Go? Inflation Dynamics and the Distribution of Income.” NBER, Dec. 2005. 
5  Georgios, et al. “The Rise of the Sharing Economy: Estimating the Impact of Airbnb on the Hotel Industry.” SAGE Journals, Oct. 2017.
6  While research has found this empirically (using data), there is no formal theory explaining the reason for this relationship. For empirical research showing this relationship 

see: Fujita, Shigeru, and Fujiwara, Ippei. “Aging and Declining Trends in the Real Interest Rate and Inflation: Japanese Experience.” Centre for Economic Policy Research, July 
2014; and Gajewski, Pawel. “Is Ageing Deflationary? Some Evidence from OECD Countries.” Taylor & Francis, Dec. 2014.

Source: Federal Reserve Bank of St. Louis, retrieved from FRED, Federal Reserve Bank of St. Louis.

INFLATION AND YOUR INVESTMENTS
Although we have a low inflationary environment, investors should not be complacent. Even a low level of inflation can 
significantly impact the cost of living over time. For example, assuming inflation of 2% per year, a 29-year-old individual that 
currently spends $50,000 per year would need $100,000 to maintain his or her lifestyle at age 65. 

While investing carries risk, it is also risky to not invest. You need to save enough to match the inflation rate to maintain 
your lifestyle, which is hard to do without investing. To properly pursue your long-term financial goals, such as saving for 
retirement, you need investments that can generate returns to cover the loss in purchasing power due to inflation. Contact 
your financial advisor to help you develop a plan based on your specific needs. 
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