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As the world returned to 
normal, the economy fully 
recovered, and in some 
respects overheated.
This has contributed 
to prolonged inflation 
prints. We continue to 
look at the changing 
trends and implications
on investments and 
government policy. 



Inflation Overview
Inflation remains to be a topic going into 2023 after a decade of 
subdued numbers. We continue to provide updates on a very confusing 
and misunderstood topic. There are a variety of inflation measures, 
so it is helpful to put some context around the continued drivers of 
inflation. We will then discuss recent trends and finally the implications 
on investments and government policies.   

Overview of  
Inflation Measures

Trends

Investment & 
Policy Implications

• Consumer Price Index
• Personal Consumption Expenditures
• Other relevant measures

• Continued Elevated Inflation
• Base effect
• Supply vs. Demand
• Russia-Ukraine War
• Easy Money

• Pricing power of certain sectors
• Headwinds for fixed income
• Healthy U.S. corporations and conrsumers
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The most widely followed indicator, the Consumer Price Index 
(CPI), is compiled by the U.S. Bureau of Labor and Statistics. 
This measure examines the weighted average of prices of a 
basket of consumer goods and services. The basket includes 
over 80,000 items covering all types of industries including 
transportation, food, housing, and medical care. 

It is quoted two ways: Headline CPI, which includes all items, 
and Core CPI, which excludes food and energy. These are the 
two most volatile components, so Core CPI shows a smoother 
trend. It’s important to understand the housing component. 
One misconception is that housing measures the sale prices 
of homes, however, the category measures owners’ equivalent 
rents, which is the implicit rent an owner occupant would pay 
if they were renting their own home. The housing category also 
includes lodging away from home and tenants’ and household 
insurance. 
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Understanding the various components of CPI and their weights 
is important. Certain goods and services have experienced high 
levels of price appreciation but the impact on the broad measure 
has been muted. Medical Care, the red line on the graph, has 
more than doubled since 2000, and represents approximately 8.5% 
of the index.  Transportation prices have risen sharply recently, up 
about 80% since 2000, and has a weight of roughly 18%.

As of December 2022, energy prices for November 2022 have 
risen 13.1% year over year, which has fallen significantly 
compared to its peak of 41.5% in June 2022. Energy represents 8% 
of CPI. Shelter was one of the largest drivers of November’s CPI, 
offsetting the decrease in energy prices, contributing to nearly 
half of the total increase in all items less food and energy. 

The Bureau Labor of Statistics plans to update the annual weights 
for CPI in January 2023. 
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The next measure to focus on is the Personal Consumption Expenditures Price Index (PCE), which is calculated by the 
U.S. Bureau of Economic Analysis, providing both a headline and core reading. This is the preferred measure of the 
Federal Reserve and is important to interest rate policy.  It also measures a broad range of goods and services but differs 
from CPI in several ways. There is a focus on business surveys instead of consumer surveys. The index uses a different 
weighting, with higher allocations to health care and lower emphasis on shelter. There are also differences in the scope 
of what it measures. For example, in the health care category, CPI only includes out-of-pocket expenses while PCE also 
includes expenditures for employer-provided insurance, Medicare, and Medicaid. There are also other adjustments, such 
as whether consumers are likely to use a substitute item if a certain good experiences a large price increase. 
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There are a wide range of 
other measures, each with 
its different focus and unique 
calculations. The table 
shows some measures that 
are commonly cited in the 
financial media. We provide a 
brief description, the source 
of the calculation, and the 
key attribute. The table is not 
exhaustive, but should provide 
some context to data and 
headlines.
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Indicator Overview Source Key Attribute

Producer Price Index

The Producer Price Index (PPI) is a family of in-
dexes that measures the average change over 
time in selling prices received by domestic pro-
ducers of goods and services. PPIs measure price 
change from the perspective of the seller.

U.S. Bureau of Labor and 
Statistics

Utilized in adjusting purchase and sale 
contracts.

Can be a leading inflation indicator since 
it captures price changes before the con-
sumer level.

5 Year Breakeven, 5 Year Forward 
Inflation Expectation

This is a measure of expected inflation (on av-
erage) over the five-year period that begins five 
years from today.

Derived from interest rate 
spreads between Treasuries 

and TIPs

A market-based indicator for current ex-
pectations but inconsistent in forecasting 
actual inflation.

University of Michigan: Inflation 
Expectation

A survey of at least 500 telephone interviews to 
assess expected price changes in the next 1 and 5 
years.

University of Michigan Provides a good view of the consumer 
view of expected inflation.

Capacity Utilization

The capacity utilization rate measures the propor-
tion of potential economic output that is realized. 
Displayed as a percentage, the capacity utilization 
level provides insight into the overall slack that is 
in an economy at a given point in time. 

Federal Reserve High rates of capacity utilization can lead 
to price inflation.

Average Hourly Earnings

A component of the monthly Current Employment 
Statistics, a survey of 144,000 employers.  It is the 
average amount employees make per hour each 
month.

U.S. Bureau of Labor and 
Statistics

An important factor in setting Federal Re-
serve interest rate policy.



Since the elevated CPI levels from April 2021, we see that after 
an extended period of rising inflation, recent reports indicate 
inflationary pressures may be easing and inflation seems to have 
peaked in June of 2022. Inflation is a complex topic, but we saw two 
initial themes driving the elevated prints. The first is referred to as 
the base effect as CPI prints are quoted on a year-over-year basis. 
The base, inflation print from a year ago, is the denominator of the 
year-over-year CPI calculation. The COVID pandemic economic 
shut down in April-June 2020 with CPI below 1% then triggering 
higher inflation prints in 2021. The second factor is the imbalance 
of supply and demand. The roll-out of the vaccine caused a surge 
in demand for goods and services. However, the uneven reopening 
among countries took a toll on supply chains, dampening inventory 
levels in the short-term. Combining lack of supply with increased 
demand, it inevitably resulted in a surge in prices. Initially, the 
two biggest impacted categories were durable goods (used cars, 
furniture, appliances) and energy. Most recently, an unforeseen 
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event contributed to the prolonged inflation: the Russia-Ukraine 
war. Russia being the 3rd largest oil producer put upward pressures 
on energy prices not only in the U.S. but globally. Lastly, the Fed 
and U.S. government played a role in extended upward inflationary 
pressures. The seeds for the inflation we’re seeing now were 
sown in 1H2020 as both Congress and the Fed overcompensated 
COVID with stimulus programs such as the Cares Act, near zero 
interest rates, balance sheet expansion from $4T to $9T, 
just to name a few. 

Inflation has now remained above Fed’s 2% inflation 
targets beyond 2021, the year where base effects would 
have had the most effect, which resulted in aggressive 
monetary policy. However, we’ve seen cooling 
in the COVID driven CPI categories giving us 
optimism that inflation prints will continue to 
come down in 2023. As illustrated in the chart 
below, goods excluding food and energy 
has become a smaller contributor to 
CPI, whereas core services (recreation, 
transportation, medical, personal) 
excluding energy services have 
become larger drivers of CPI. Higher 
interest rates and slower growth in 
2023 will hopefully tame the higher 
inflation prints in the U.S. bringing it 
closer to the 3%-4% range.



Measure Date Reading Trend / Comments

Consumer Price Index (CPI) November
2022 7.1% Inflation remains above Fed targets, November’s CPI lowest reading since December 2021. 

Core CPI November
2022 6.0% Continues to cool, remains above pre-pandemic levels of 2.4%.

Personal Consumer 
Expenditures (PCE)

November
2022 5.5% On a downward trend, year-over-year, lowest since October 2021. 

Core PCE November
2022 4.7% Fed’s preferred measurement of inflation, Philadelphia Fed’s survey of professional forecasters 

estimate 10-year annual average Core PCE to be 2.58%.

Producer Price Index (PPI) November
2022 7.4% PPI in 2022 continues to be driven by goods. 

Core PPI November
2022 4.9% Viewed as a leading indicator of inflation, slowing Core PPI may indicate lower inflation. 

5 Year Breakeven, 5 Year Forward 
Inflation Expectation 

December 
2022 2.3% Forward inflation expectations have begun to moderate since peak of 3.4% in March 2022.

University of Michigan:  Inflation 
Expectations

December 
2022

1 Year – 4.4%
5 Year – 2.9% Current and future expectations lower than June 2022 expectations. 

Capacity Utilization November
2022 79.66 Has recovered to pre-pandemic levels, exceeding 10 year average of 77.20. 

Average Hourly Earnings November
2022 $32.82 Continued increase month-over-month can be an indicator of upward pressures on inflation.  

Recent Trends  
Focus on:
Inflation Data 2

*Sources:
FRED.com
BLS.com
https://tradingeconomics.com/united-states/michigan-5-year-inflation-expectations (for 5y Michigan expectation only)



Investment & 
Policy Implications  
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Higher inflation can have significant implications across the economy, investments, and 
government policy. If the economy is growing rapidly, some inflation would be expected 
and is generally benign. If there is slow growth, inflationary pressure would create a very 
challenging environment. For example, the Federal Reserve has started to raise interest 
rates, which could prove to be potentially detrimental to capital markets and affect the 
government’s ability to fund its deficit. Fortunately, the labor market has remained strong, 
with unemployment levels below 4%, coming in at 3.7% as of November 2022. This is far 
below the unemployment rate seen in April 2020, which was reported to be at 14.7%. 

The cause of higher prices is also important to consider. High input costs 
can cause “cost-push” inflation where companies attempt to push higher 
prices on consumers. In contrast, if consumers are willing to pay more 

for goods today, demand can outstrip supply, also causing prices to rise. 
This is known as “demand-pull” inflation.

In the current environment, we expect slowing economic growth after a 
strong post-pandemic recovery paired with higher interest rates. As the 

Fed continues to tackle inflation, the FOMC participants in the December 
2022 meeting projected interest rates to be 4.75%-5.75% in 2023. Interest 

rates of this level has not been seen for the past decade which has changed 
the investment landscape.  

We have seen slowing economic 
growth in 2022, continued 
inflationary pressures resulting in 
rising interest rates. However, the 
U.S. labor market remains strong 
potentially preventing a “hard-
landing.” 

KEY POINT



*We can see the investment implications in the performance of various asset classes and 
sectors.  We have seen strong price appreciation across many commodities, including copper, 
aluminum, and oil. Equity sectors that benefit from higher commodity prices (and can pass those 
costs on to consumers) have also shown strong performance. These include Energy, Industrials, 
and Materials.  In contrast, Consumer Staples and Consumer Discretionary sectors have trailed 
due to concerns over profit margins. The higher inflation throughout 2022 has proved to be 
problematic for fixed income investors, eroding the real value of the fixed cash flow found in 
bonds. We have seen the broad fixed income indexes struggle throughout 2022. 

Who will absorb these higher costs, and how will it impact the economy?  
Consumers and companies were both in a strong position to accept price 
increases and have done so throughout 2022. Corporations built up their 
balance sheets during the pandemic and has been able to pass on the higher 
costs to consumers. Corporate profits from financial corporations decreased 
in 3Q2022 while non-financial corporate profits increased. As elevated inflation 

remains, certain sectors like energy, real estate, and industrials saw positive 
growth on net profit margins versus a year ago in 3Q2022. Additionally, despite higher 

prices, the U.S. consumer remains resilient with excess savings dwindling, upward 
trending wages in a tight labor market, and willingness to increase debt burdens. 
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Equity, TIPs, and real assets generally benefit from 
higher inflation.

Consumers have drawn down most of their 
personal savings, below pre-pandemic 
levels. Household Debt Service Ratio remains 
approximately the same as a year ago. 

Inflation can erode the real value of fixed income 
nominal coupon payments.e.

Certain industries have more pricing power to pass 
along higher prices. Profit margins growth for 2022 
calendar year vs. 2021 was led by the energy sector 
in S&P 500.

Corporations and consumers are in a strong 
position to absorb higher costs.

KEY POINTS

*Source: Factset https://insight.factset.com/sp-500-reporting-a-lower-net-profit-margin-for-5th-straight-quarter#:~:text=The%20(blended)%20net%20profit%20margin,-
year%2Dago%20net%20profit%20margin.



Fiscal and monetary policy continues to be influenced by inflationary pressures. The Federal 
Reserve is expected to raise rates into 1H2023 in order to achieve price stability. Thus far, the Fed 
has done seven rate hikes in 2022 ranging between 25 basis points to 75 basis points. A previous 
time where interest rates doubled with seven hikes was in 1994-1995 when former chair of the 
Fed, Greenspan, tried to achieve a “soft-landing.” The most recent rate hikes happened during 
2015-2018, where the Fed Funds rate began at the levels similar to this rate hiking cycle but 

stopped at approximately half the current levels over a span of nine hikes of 25 basis 
points. However, the Fed Funds rate was below 2% prior to COVID and consensus 

expects the long-run nominal interest rate to be 2.3-3% according to the 
Federal Reserve. 

The pandemic has caused a unique situation in the economy. Typically, 
after a recession, demand returns gradually, giving companies plenty of 
lead time to increase supply. In 2021, demand accelerated quickly, not 
allotting companies the time needed to bring supply in balance paired 

with unprecedented stimulus. Global supply chains were disrupted 
and its recovery lagged. This has contributed to the continued 
higher inflation readings we have seen in 2022. However, the last 
two CPI prints (October and November 2022) have shown that 
inflationary pressures may have started to ease. 
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We expect rate hikes to continue to 
rise into 2023, although possibly at a 
slower pace.

Inflationary pressures have begun to 
ease, as shown in the past two CPI 
readings.

KEY POINTS

*Source: Federal Reserve 
https://www.bankrate.com/banking/federal-reserve/fed-interest-rate-decision-biggest-winners/#:~:text=The%20Federal%20
Reserve%20announced%20that,of%200.75%20to%201.00%20percent.
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Inflation is a complex topic, with multiple measures driving the data. The pandemic 
created unusual circumstances that has shifted the low inflationary environment the US 
is accustomed to. At this point, we have confirmation that inflation was not “transitory” 
and normal levels of inflation into 2023 and 2024 may mean elevated levels compared 
to prior years. As we illustrated, there are several trends that resulted in a higher 
inflationary environment. The Federal Reserve continues to focus on its dual mandate 
of 1) maximum employment and 2) price stability by tightening monetary policy. In 
our view, a tightening Fed and a low growth environment, inflation should moderate to 
long-term averages albeit the path may take longer than expected. The implications of 
higher inflation to portfolios of retirees and aging population has resulted in erosion of 
purchasing power. The “60/40 portfolio” adage has also prompted change in the way 
investors allocate. Going into 2023, asset allocation that worked in a low interest rate 
and low inflation environment heading into a higher interest rate and lower growth 
environment prompts thoughtful in investment choices. 

Summary

Disclosure: Advisory services provided by The Pacific Financial Group, Inc. (“TPFG”) a Registered Investment Adviser. The information presented is the opinion of TPFG and is believed 
to be accurate but has not been independently verified. TPFG makes no warranties as to the accuracy of the information or any representations made or implied. Articles cited/linked 
to are the express opinion of the third-party author. There are no affiliations between TPFG and any third-party links. All information may be changed without notice. The information 
should not be construed or interpreted as an offer or solicitation to purchase or sell a financial instrument or service and should not be relied on or deemed the provision of tax, legal, 
accounting or investment advice. Past performance is not a guarantee future results. All investments contain risks to include the total loss of invested principal. Diversification does 
not protect against the risk of loss. Investors should review all offering documents and disclosures and should consult their tax, legal or financial professional before investing.
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