The Tug of War between Inflation and Productivity
There are two contending forces in the U.S. economy that present a “fork in the
road” analogy to describe our growth outlook. One route is greater capex
investment which boosts productivity; an enhancement of real output relative to
costs. The other route is rampant inflation; the unfettered rise in the general price
level which contributes greatly in ending our period of expansion.
A rise in productivity is necessary to extend the U.S. economy’s real output
without succumbing to the retrograde effects of rampant inflation. We at BigSur
believe that the metrics that measure productivity understate the reality that a
more tangible improvement in efficiency has taken place. We also believe that
productivity can be further supported by growing business confidence,
subsequent capex investments, and stimulation via government tax-cuts.
Inflation fears on the other hand are overstated and fail to convincingly present
rampant inflation as an approaching hurdle.

Debunking Run-Away Inflation
In considering the threat of inflation, greater deregulation and tax-cuts have
sparked fears among investors. Some argue that the benefits of greater
investment, fiscal stimulus, and growing demand and wages, could lead to an
abrupt overheating of the economy rather than lasting growth and greater
productivity. Although the U.S. economy is no longer in a “Goldilocks” state and
is experiencing diminishing labor capacity, strained systems, and commodity
reflation, run-away inflation is not necessarily going to arise.
Those who see inflation as a force to be reckoned with point towards the Fed’s
Balance Sheet tightening, the US Manufacturing ISM Prices Paid Index (shown
below), and the US Manufacturing ISM Index reaching multi-year highs as
evidence of a tightening environment.
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• Soft data depicts greater consumer
and business confidence rather than
run-away inflation.
• To an extent, wage-inflation has
been positive considering its
absence as the economy grew and
unemployment rates fell.
• A rise in productivity is necessary to
extend the real economic business
cycle. Productivity has picked-up in
2017. Metrics also most likely
understate the reality of improving
efficiency.
• We believe that Tax-cut benefits will
likely create greater productivity,
cushion margins, and extend the
growth cycle.
• Evident short-term risks are present.
However, we believe they do not
have the disruptive capability to
derail this bull market and the
mature U.S. growth cycle.
• A correction in the bull market does
not mean the commencement of a
bear market. The signals that herald
a bear market remain absent.
• Financial conditions are tightening.
However, we at BigSur believe that
run-away inflation will not kill this
bull market and that productivity will
likely extend the real U.S. growth
cycle.
For more on how we are positioning
our portfolios, please contact your
investment advisor or email:
ideas@bigsurpartners.com

Moreover, Strategas’ research on average
hourly earnings depicts rising wages
reaching new highs.
Up until recently, wage inflation remained
dormant while the U.S. economy achieved
one of its lowest levels of unemployment in
quite some time. Rather than be a cause of
concern, this development is something
many have been waiting for. Understanding
the positive significance of wage inflation is
the first step in debunking fears that
rampant inflation is around the corner.
The second step is not to be biased against contradictory data. Whereas the indices mentioned
above imply rising inflation, other indices such as Core PCE Deflator Index (seen right), the National
Financials Conditions Index, and the GS US Financial Conditions index are at historical lows and
point to the contrary.
There are also important deflationary elements in the U.S. that contribute as counterweights
towards inflationary forces. As seen in Japan, with time demographics change so as to have more
elderly individuals comprise the overall population. An older population with more sedentary habits
translates to waning aggregate demand and therefore stronger deflationary forces. A more concrete
argument is that deflation is supported by greater globalization. As outsourcing opportunities for
firms become more abundant, costs of production fall in tandem with the general price level. The
greater integration of industry and access to cheap capital stems inflation globally.
From a historical perspective, during the 8
years of Janet Yellen’s Fed chairmanship,
the Fed consistently underperformed the
2% target. More importantly, U.S. wages
typically hit 4% y/y before we see
significant pressure on corporate margins.
Given that U.S. average hourly earnings are
still below 3%, the U.S. growth cycle’s
expansion may logically still have time.
Although there has been some concern
that even 2-3% wage growth could
undermine margins, the very likely rise in
productivity in 2017-18 could boost a latercycle environment and extend expansion.
Therefore, the run-away inflation argument still has a few holes to address, namely contradictory
data, failing to recognize that even some inflation, such as wage inflation, is positive, and ignoring
the entry of greater productivity in the economy.
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Productivity Extending the U.S. Growth Cycle
The other side to this coin is productivity outweighing the disrupting effects of inflation. A more
productive economy is achieved via the optimization of technologies that lower production costs
and leverage greater overall real output. Although productivity is set to grow 1.3% this year, below
pre-crisis rates, it nevertheless has turned back up in 2017. Last year also saw the bullish “Trump
effect” stir up animal spirits as the White House adopted an increasingly supportive pro-business
environment for firms. In conjunction with recent tax-cuts, we believe that perhaps these
developments may improve productivity, cushion companies’ margins, and subsequently extend the
U.S.’s mature growth cycle.
The aforementioned research on average hourly earnings argues that rising wages are sustainable
only if there is sufficient capex investment to increase productivity. Greater investment in innovation
would impede the general price level from rising to exorbitantly high levels. Such high levels would
diminish real purchasing power and offset wage gains. The effects of growing productivity are
perhaps witnessed in future growth projections becoming increasingly favorable, the y/y growth
rate of the S&P 500’s forward 1-year EPS already registering at 9.2%. Strategas expects wages to
pick up in a sustainable fashion as greater business confidence boosts capex and thus improves
productivity. Rampant inflation would become less likely as result.
In answering the critical “what if” question on
whether business confidence will translate to
greater capex and thus productivity, all business
indicators, from consumers, and even stronger
from businesses, are showing STRONG soft
data. As evidenced by manufacturers’ new
orders for nondefense capital goods (shown
right), capex investment may very well continue
rising given that relative to other cycles,
cumulative capital growth has been lower and
slower. Moreover, tax reform has the potential
to extend the mature U.S. business cycle and
likely cause a late-cycle reacceleration in PMIs.
It is also important to consider the shortcomings of measuring productivity. As explored in Goldman
Sachs’ 2017 Outlook report, as technologies become cheaper and more powerful, consumer surplus
is created (benefits consumers derive from various activities over and above the price they pay).
These benefits to the economy brought about by more powerful IT and communications systems
are more difficult to factor in. For example, GDP does not account for the export of intangibles such
as software and design despite their very tangible contributions to growth and value. Because the
real value created by technology sectors is inaccurately measured, current productivity metrics
most likely lowball the real degree of growing efficiency throughout the economy.
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BSP View
From a fundamental standpoint, it is imprudent to ignore that financial conditions are indeed
tightening. Despite this, inflation is not becoming a rampant and uncontrollable force that will halt
our current expansion. A period of normalization is underway as the U.S. economy positions itself
to confront inflationary influences from a gradual stance. Not only has the Fed announced its plans
to gradually introduce 4 rate hikes this year, but it has also begun to tighten its balance sheet by
diminishing the frequency at which it renews its holdings of Treasury bonds. This monetary policy
would provide the Fed ample room to lower rates in a post-expansionary downturn.
We also must recognize that there are some
short-term risks that merit attention.
Trump’s Plans to impose a 25% tariff on
imported steel and a 10% tariff on imported
aluminum saw stocks fall. In the long-run,
the prices Americans will have to pay for a
variety of products may increase, thereby
possibly exacerbating inflation.
This issue could also lead to retaliation from
other trading partners and undermine the
U.S.’s export industry. The effects of the
rising tide of populism in Europe could also
heighten tensions. Geopolitics however,
represent high probability events with low
market impacts as they will not single-handedly halt our period of economic expansion. The same
can be said for the effects of local politics, the recent resignation of the head of Economic Advisors
Gary Cohn evoking a mildly disruptive windfall that the markets may likely shrug off.

Bad is Good
There is a wide difference between a late cycle stage of a bull market and a commencing bear
market. The recent corrections, although daunting to some, are normal in a bull market. 5%
drawdowns, more often than not, signal the continuity of the uptrend. A lead-up to a correction sees
U.S. stocks outperform, credit yields tighten, and yields rise slowly. However, the rise of a bear
market sees a melt-up of 20%+ in the final 12 months of a bull market, US 10-year yields rise 110bp
on average, credit spreads widen, and crude oil peak. These criteria, derived from observation of
past signs that heralded bear markets, are not present in the market we currently find ourselves in.
We at BigSur believe that rampant inflation arising any time soon is an exaggeration. Moreover,
productivity is inaccurately measured and its real contributions in extending the U.S.’s mature
growth cycle are likely understated. All the international and domestic issues mentioned above have
the potential to create corrections in the markets. However, they will not deter this bull market from
continuing its course. We reiterate that the U.S. economy and its markets still have legs to run and
it is therefore too soon to de-risk portfolios.
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Important Disclosures
This material is distributed for informational purposes only. The discussions and opinions in this article are for general information only, and are
not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth Management, LLC (“BigSur” or the
“Adviser”) makes no representations about the accuracy of the information in the article or its appropriateness for any given situation. Certain
information included in this article was based on third-party sources and, although believed to be reliable, it has not been independently verified
and its accuracy or completeness cannot be guaranteed. Any statements regarding future events constitute only subjective views or beliefs, are
not guarantees or projections of performance, should not be relied on, are subject to change due to a variety of factors, including fluctuating
market conditions, and involve inherent risks and uncertainties, both general and specific, many of which cannot be predicted or quantified and
are beyond our control. Future results could differ materially and no assurance is given that these statements are now or will prove to be accurate
or complete in any way. This article may include forward-looking statements. All statements other than statements of historical fact are forwardlooking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that
the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations will prove to be
correct. Various factors could cause actual results or performance to differ materially from those discussed in such forward-looking statements.
BigSur shall not be responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaim any
liability, including incidental or consequential damages, arising from any errors or omissions.
The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by BigSur. This article
is not intended to provide personal investment advice and it does not take into account the specific investment objectives, financial situation and
the particular needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all predictors of
future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any securities or products referenced BigSur
believes may present opportunities for appreciation over the subsequent time periods. BigSur closely monitors securities discussed and client
portfolios and may make changes when warranted as a result of evolving market conditions. There can be no assurance that the securities and
performance included or referenced in the article will remain the same and investment strategies, philosophies and allocation are subject to
change without prior notice. Specific securities or companies identified and described may or may not be held in portfolios managed by the
Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not assume that
investments in the securities identified and discussed were or will be profitable. BigSur may change its views on these securities at any time.
There is no guarantee that, should market conditions repeat, these securities will perform in the same way in the future. Any referenced securities
and their respective returns reflect the reinvestment of income and dividends, but do not take into account trading costs, management fees, and
any other applicable fees, expenses, and various factors including account restrictions, guidelines, the timing of investments, and cash flows that
may affect the investor’s actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and
expenses. Hypothetical performance results may have inherent limitations.
The returns and references to the S&P 500 index are provided for informational purposes only. The S&P 500 Index is a market-capitalization
weighted index containing the 500 most widely held companies chosen with respect to market size, liquidity, and industry. The index is calculated
on a total return basis with dividends reinvested. In addition, the volatility and securities of the index may be materially different from an
investor’s. The S&P 500 Index was selected and is referenced to allow for comparison of the performance of any referenced securities or overall
market to that of a well-known and widely recognized index. Comparisons to indexes in this material have limitations because indexes have
volatility and other material characteristics that may differ from the referenced strategy or security. Therefore, actual performance may differ
substantially from the performance of any referenced index). Investors should be aware that the referenced benchmark funds may have a
different composition, volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the
benchmark funds’ ultimate performance results. Due to these differences, indexes should not be relied upon as an accurate measure of
comparison and are for informational purposes only. Unless noted otherwise, all index returns are denominated in U.S. dollars.
Target exposures included in this article may differ between clients based upon their investment objectives, financial situations and risk tolerances.
Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity risk. No security or financial
instrument is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by the Federal Deposit
Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article may fluctuate and, in some cases, investors
may lose their entire principal investment. Past performance is not indicative of future results.
This information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in any
jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to your specific situation.
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