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The Inflation Conundrum: Weak Demand or Something Else?
By Lori Heinel, CFA, Deputy Global Chief Investment Officer and Simona Mocuta, Senior Economist, Investment Solutions Group

Despite central banks’ best efforts since
the global financial crisis to accelerate
inflation with low interest rates, inflation
continues to remain stubbornly low in most
advanced economies.
Proponents of secular stagnation attribute slow inflation to weak
demand. But as economies have recovered and unemployment
continues to fall, there is a nagging question of whether
something else might be at play. In a conversation with Deputy
Global CIO Lori Heinel, Senior Economist Simona Mocuta
suggests technology-driven forces might be keeping inflation
more contained than in the past.

HEINEL We started the year worried about a potential spike
in inflation in the US, in anticipation of the stimulus policies
that President Trump had campaigned on. Instead we see
inflation coming down again. What happened?
MOCUTA We did actually get a big step up in headline inflation
in 2016 because of higher oil prices. But that has now been
exhausted, and with oil prices down more than 20% since
February, we’ve had some inflation weakness recently.
Also, political uncertainty has led investors to scale back
expectations about Trump’s fiscal stimulus, pricing in
less inflation.
HEINEL Apart from those cyclical moves in commodity prices,
we have noticed for a while now that even as unemployment
has fallen across advanced economies, in some cases to multidecade lows, those tighter labor markets are not feeding
through to wage inflation and higher prices. What is driving
that disconnect?
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MOCUTA In the earlier stages of the recovery, there was a case to
be made that weak wages reflected slack in the labor market
and that low inflation reflected generalized weak demand.
But now that we have broad improvements in growth and big
declines in unemployment, it is increasingly difficult to make
this argument. Moreover, in certain areas of the economy, like
housing, inflationary pressures are quite strong in spite of these
soft wages. That suggests to me that we need to look at supply
dynamics as having something to do with low inflation.

Distribution Efficiencies
HEINEL How do you see those dynamics playing out?
MOCUTA Let’s take food inflation, which is at historically low
levels in a number of countries, including the US, Canada, and,
until very recently, the UK. The only other time we had such
low food inflation was during the recession. In the UK, food
prices have risen lately, mostly as a function of post-Brexit
currency weakness. India has also reported that food prices
fell 1.0% year over year, the first decline in five years.

These efficiencies are partly passed on to the consumers in the
shape of lower prices. And that also means that a consumer can
buy more with the same salary, reducing the urgency to bargain
for higher wages. And that might help explain why we continue
to see unemployment go lower without a corresponding rise in
wages or inflation — which is the flattening of the Phillips Curve
so many economists have alluded to.
This dynamic is not well captured by traditional measures
of productivity or GDP. We are not simply talking about
higher productivity in the traditional sense of higher output
per worker. Productivity enhancements to distribution as
opposed to production partly manifest themselves via lower
prices. It is more a phenomenon of consumer surplus — a kind of
economic betterment or wellness. When we look at how online
outlets continue to vastly outperform bricks-and-mortar stores,
we think this is a trend whose effects will continue to be felt
throughout the economy.
Figure 3: Old vs New: Battle of Titans in Retail
Share Price, USD
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Figure 2: Food Inflation at Historic Low in US and Canada
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Some of this reflects higher output — particularly in India,
where two years of drought have now come to an end. But
I also suspect we are benefiting from efficiencies within
the distribution channels. With the likes of Amazon and
Walmart entering the online food market, distribution
efficiencies that initially centered around books, music, and
clothing, are now broadening to include food. Think of
Amazon’s decision to buy US organic food giant Whole Foods.
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HEINEL Are there other examples of technology-driven
changes that are containing inflation in a similar way?
MOCUTA I think the rise of the data economy exerts a
similar effect, as data becomes cheaper. For instance,
another reason behind the decline in core US inflation over
the past couple of months was a precipitous drop in the cost
of wireless phone services. To the consumer, this has the effect
of a supply shock, but it is a different type of supply shock than,
say, an OPEC decision to pump more oil out of the ground.
This kind is harder to capture in the GDP data — we aren’t
very good at incorporating these kinds of consumer surpluses
or benefits. But this is a perfect example of why I say we cannot
automatically associate low inflation with low demand.

2


The
Inflation Conundrum

Policy and Investment Implications
HEINEL If this is true, what are the implications for
policymakers?
MOCUTA The most important implication is that the equilibrium
rate of unemployment for the economy may be even lower than
we think. Central banks have repeatedly lowered their NAIRU
estimates (non-accelerating inflation rate of unemployment);
a few months ago the Bank of England slashed its estimate by
half a percentage point to 4.5%. I would not be surprised if the
Fed lowered its estimate again, too.
I have no doubt that at some point lower unemployment
boosts workers’ bargaining power so much that they will
demand higher wages, not because they have to but because
they can. And, to the extent that collective wage bargaining
(which is relatively more important in Europe and Japan than
in the US) reflects past inflation, the rise in inflation over the
past year will similarly drive workers to eventually demand
higher wages.
But this can take a while. In the meantime, central bankers
can be patient — they can let the economy run a bit hotter
to engender some more entrenched inflationary pressures.
They have more tools to fight high inflation than low inflation.
As for economists, I think it is up to us to rethink some of
the fundamental relationships we have assumed when it
comes to understanding growth, productivity and inflation.
We need to look at these conundrums from a different
perspective, especially as we experience structural changes
to the economy that continue to alter those basic dynamics.
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HEINEL And finally, for investors, good portfolio practices
suggest everyone needs some measure of inflation or
purchasing power protection in their portfolios. However,
given the muted inflation we expect to see for the remaining
half of the year, investors might want to choose real assets
that will not only seek to provide protection but also a measure
of growth and income, like real estate.
Glossary
Consumer Price Index (CPI) A measure that examines the weighted average
of prices of a basket of consumer goods and services, such as transportation,
food and medical care. It is calculated by taking price changes for each item in the
predetermined basket of goods and averaging them. Changes in the CPI are used
to assess price changes associated with the cost of living; the CPI is one of the most
frequently used statistics for identifying periods of inflation or deflation.
Headline inflation The raw inflation figure as reported through the Consumer Price
Index (CPI) that is released monthly by the US Bureau of Labor Statistics. The CPI
calculates the cost to purchase a fixed basket of goods, as a way of determining
how much inflation is occurring in the broad economy. The CPI uses a base year and
indexes the current year’s prices according to the base year’s values.
Non-accelerating inflation rate of unemployment (NAIRU) The level of
unemployment in an economy that does not cause inflation to rise up.
Phillips curve An economic concept developed by A. W. Phillips showing that
inflation and unemployment have a stable and inverse relationship. The theory states
that with economic growth comes inflation, which in turn should lead to more jobs
and less unemployment. However, the original concept has been somewhat
challenged empirically due to the occurrence of stagflation in the 1970s, when
there were high levels of both inflation and unemployment.
Secular stagnation A condition of negligible or no economic growth in a marketbased economy.

3

The Inflation Conundrum

ssga.com
State Street Global Advisors Worldwide Entities
Australia: State Street Global Advisors, Australia, Limited (ABN 42 003 914 225)
is the holder of an Australian Financial Services Licence (AFSL Number 238276).
Registered office: Level 17, 420 George Street, Sydney, NSW 2000, Australia. T:
+612 9240 7600. F: +612 9240 7611. Belgium: State Street Global Advisors Belgium,
Chaussée de La Hulpe 120, 1000 Brussels, Belgium. T: 32 2 663 2036. F: 32 2 672
2077. SSGA Belgium is a branch office of State Street Global Advisors Limited. State
Street Global Advisors Limited is authorized and regulated by the Financial Conduct
Authority in the United Kingdom. Canada: State Street Global Advisors, Ltd., 770
Sherbrooke Street West, Suite 1200 Montreal, Quebec, H3A 1G1, T: +514 282 2400
and 30 Adelaide Street East Suite 500, Toronto, Ontario M5C 3G6. T: +647 775 5900.
Dubai: State Street Bank and Trust Company (Representative Office), Boulevard
Plaza 1, 17th Floor, Office 1703 Near Dubai Mall & Burj Khalifa, P.O Box 26838, Dubai,
United Arab Emirates. T: +971 (0)4 4372800. F: +971 (0)4 4372818. France: State
Street Global Advisors France. Authorized and regulated by the Autorité des Marchés
Financiers. Registered with the Register of Commerce and Companies of Nanterre
under the number 412 052 680. Registered office: Immeuble Défense Plaza, 23-25
rue Delarivière-Lefoullon, 92064 Paris La Défense Cedex, France. T: (+33) 1 44 45 40
00. F: (+33) 1 44 45 41 92. Germany: State Street Global Advisors GmbH, Brienner
Strasse 59, D-80333 Munich. Authorized and regulated by the Bundesanstalt für
Finanzdienstleistungsaufsicht (“BaFin”). Registered with the Register of Commerce
Munich HRB 121381. T: +49 (0)89 55878 400. F: +49 (0)89 55878 440. Hong Kong:
State Street Global Advisors Asia Limited, 68/F, Two International Finance Centre,
8 Finance Street, Central, Hong Kong. T: +852 2103 0288. F: +852 2103 0200.
Ireland: State Street Global Advisors Ireland Limited is regulated by the Central
Bank of Ireland. Incorporated and registered in Ireland at Two Park Place, Upper
Hatch Street, Dublin 2. Registered Number: 145221. Member of the Irish Association
of Investment Managers. T: +353 (0)1 776 3000. F: +353 (0)1 776 3300.
Italy: State Street Global Advisors Limited, Milan Branch (Sede Secondaria di Milano)
is a branch of State Street Global Advisors Limited, a company registered in the UK,
authorized and regulated by the Financial Conduct Authority (FCA ), with a capital
of GBP 71’650’000.00, and whose registered office is at 20 Churchill Place, London
E14 5HJ. State Street Global Advisors Limited, Milan Branch (Sede Secondaria di
Milano), is registered in Italy with company number 06353340968 - R.E.A. 1887090
and VAT number 06353340968 and whose office is at Via dei Bossi, 4 - 20121 Milano,

State Street Global Advisors

Italy. T: 39 02 32066 100. F: 39 02 32066 155. Japan: State Street Global Advisors
(Japan) Co., Ltd., Toranomon Hills Mori Tower 25F 1-23-1 Toranomon, Minato-ku,
Tokyo 105-6325 Japan. T: +81 3 4530 7380. Financial Instruments Business Operator,
Kanto Local Financial Bureau (Kinsho #345), Membership: Japan Investment Advisers
Association, The Investment Trust Association, Japan, Japan Securities Dealers’
Association. Netherlands: State Street Global Advisors Netherlands, Apollo Building,
7th floor Herikerbergweg 29 1101 CN Amsterdam, Netherlands. T: 31 20 7181701.
SSGA Netherlands is a branch office of State Street Global Advisors Limited. State
Street Global Advisors Limited is authorized and regulated by the Financial Conduct
Authority in the United Kingdom. Singapore: State Street Global Advisors Singapore
Limited, 168, Robinson Road, #33-01 Capital Tower, Singapore 068912 (Company
Reg. No: 200002719D, regulated by the Monetary Authority of Singapore). T: +65
6826 7555. F: +65 6826 7501. Switzerland: State Street Global Advisors AG,
Beethovenstr. 19, CH-8027 Zurich. Authorized and regulated by the Eidgenössische
Finanzmarktaufsicht (“FINMA”). Registered with the Register of Commerce Zurich
CHE-105.078.458. T: +41 (0)44 245 70 00. F: +41 (0)44 245 70 16. United Kingdom:
State Street Global Advisors Limited. Authorized and regulated by the Financial
Conduct Authority. Registered in England. Registered No. 2509928. VAT No. 5776591
81. Registered office: 20 Churchill Place, Canary Wharf, London, E14 5HJ. T: 020 3395
6000. F: 020 3395 6350. United States: State Street Global Advisors, One Lincoln
Street, Boston, MA 02111-2900. T: +1 617 786 3000.
The information provided does not constitute investment advice and it should not be
relied on as such. It should not be considered a solicitation to buy or an offer to sell a
security. It does not take into account any investor’s particular investment objectives,
strategies, tax status or investment horizon. You should consult your tax and financial
advisor. All material has been obtained from sources believed to be reliable. There is
no representation or warranty as to the accuracy of the information and State Street
shall have no liability for decisions based on such information.
The views expressed in this material are the views of Lori Heinel and Simona Mocuta
through the period ended 22 June 2017 and are subject to change based on market
and other conditions. This document contains certain statements that may be
deemed forward-looking statements. Please note that any such statements are not
guarantees of any future performance and actual results or developments may differ
materially from those projected.

© 2017 State Street Corporation. All Rights Reserved.
ID9762-INST-7796 0617 Exp. Date: 06/30/20184

