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Many people associate inflation with the intense spikes of the 1970s and 1980s. At points during those decades, inflation averaged over 10% and interest rates reached as high as 20%.[footnoteRef:1] Since then, we’ve seen nothing like those runaway rates. While inflation has fluctuated, it has stayed much lower — especially during the 2008 Financial Crisis and subsequent recovery. But even if inflation is moderate, you still must consider it when planning for your financial future.  [1:  https://www.investopedia.com/articles/economics/09/1970s-great-inflation.asp] 


What is inflation?
At its most basic, inflation is a currency’s reduced purchasing power over time. As prices increase, the amount of money you must spend to buy something increases, as well. So, the same cup of coffee that cost $1.00 in 2000 was $1.59 in 2019. 
Because people purchase far more than just coffee, economists measure inflation by tracking the prices of a consistent basket of goods and services. Our central bank, the Federal Reserve, closely analyzes these measures and aims to keep inflation around a 2% benchmark. One key way the Fed controls inflation is by raising or lowering interest rates. 

Why should investors care about inflation?
If a dollar today is worth more than a dollar ten years from now, then you must find ways to grow your assets to avoid losing purchasing power. In the past, certain conservative investments would provide returns in excess of inflation. However, as Treasury and bank savings yields have fallen over the past decade, these investments often earn less than the current inflation rate. We refer to this as a negative “real” rate of return.  

Having your money in a bank or treasuries, may feel safe, because you aren’t worried about fluctuations. But, having your purchasing power slowly erode is a stealth risk with long-term consequences.

How do we plan for inflation?
We believe that all good investors should have humility and recognize that timing inflation is not a strategy. Instead of betting that markets will behave the way we hope, we focus on building portfolios that have enduring qualities and an overall risk profile appropriate for the client. Our primary goal is to create a strategy that you’ll be able to stick with in turbulent times. Even the best-laid plan is useless if an investor abandons it when markets are volatile. 

When building portfolios, we invest in equities to combat inflation, because companies’ earnings and dividends may grow over time, unlike the fixed payments from bonds. We strive to buy good companies at reasonable valuations, where we expect strong, stable dividend- and earnings growth. At times, even the best companies go on sale, and their stock prices decline in the short run. These declines can be unsettling, which is why we emphasize the need to create a sensible strategy that YOU will be able to adhere to. After all, everyone’s tolerance for fluctuation is different.

The other way we help our clients plan for inflation is with prudent long-term forecasting. When running financial plans and making long-term assumptions, we must input a variety of projections, such as inflation and portfolio returns. We take the time to carefully consider and test these assumptions. We also factor in worst-case scenario market behavior to help ensure your portfolio is prepared for whatever may lie ahead. Our objective is to keep you on solid financial footing and preserve your purchasing power over your lifetime and for future generations.

What happens when inflation increases?
At times, inflation jumps above the Fed’s 2% target, and if that increase sustains, there are several investment options that may help counterbalance the change. In particular, high yield bonds, alternative investments, Treasury inflation protected securities (TIP’s) and commodities can be prudent investments for periods with high inflation. But, they can be volatile and overvalued at times, too. Therefore, we discerningly incorporate these strategies as a buffer or manage risk against an unforeseen spike in inflation.    

What should you do now?
Continuously revisit your overall asset allocation and investment time frame to confirm the following:  
· Growth: Is your portfolio set to sensibly keep pace with inflation given your time horizon?
· Confidence: Know your tolerance for fluctuation and avoid being too aggressive.  You must avoid panic if markets suddenly sell off, since this emotion-driven choice can permanently damage years of progress.  
· Quality: Review your investments and strategies to make sure you have a high-quality portfolio that you will stick with when markets inevitably get chaotic.  
· Budget: Assess your savings or spending strategies to ensure they align with your goals and life stage.  
At SoundView, we believe every client deserves wealth management support that reflects their needs as an individual — and our experience as professionals. We can help you assess how your portfolio will perform in down markets and evaluate your inflation risks. Our team is here to help clients feel financially on track, no matter what happens in the markets. Our goal is to help you weather the financial world and move steadily toward the future you’ve always imagined. 
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Disclosures

Equity securities may fluctuate in response to news on companies, industries, market conditions and the general economic environment. Companies cannot assure or guarantee a certain rate of return or dividend yield; they can increase, decrease or totally eliminate their dividends without notice.

Investing in commodities entails significant risks. Commodity prices may be affected by a variety of factors at any time, including but not limited to, (i) changes in supply and demand relationships, (ii) governmental programs and policies, (iii) national and international political and economic events, war and terrorist events, (iv) changes in interest and exchange rates, (v) trading activities in commodities and related contracts, (vi) pestilence, technological change and weather, and (vii) the price volatility of a commodity. In addition, the commodities markets are subject to temporary distortions or other disruptions due to various factors, including lack of liquidity, participation of speculators and government intervention.

Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond's maturity, the more sensitive it is to this risk. Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date. The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally invested or the maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is the risk that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to reinvestment risk, which is the risk that principal and/or interest payments from a given investment may be reinvested at a lower interest rate.

Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, including greater credit risk and price volatility in the secondary market.  Investors should be careful to consider these risks alongside their individual circumstances, objectives and risk tolerance before investing in high-yield bonds.  High yield bonds should comprise only a limited portion of a balanced portfolio.  

Treasury Inflation Protection Securities’ (TIPS) coupon payments and underlying principal are automatically increased to compensate for inflation by tracking the consumer price index (CPI). While the real rate of return is guaranteed, TIPS tend to offer a low return. Because the return of TIPS is linked to inflation, TIPS may significantly underperform versus conventional U.S.

The investments listed may not be appropriate for all investors. Morgan Stanley Smith Barney LLC recommends that investors independently evaluate particular investments and encourages investors to seek the advice of a financial advisor. The appropriateness of a particular investment will depend upon an investor's individual circumstances and objectives.
 
[bookmark: Women_Co]The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its affiliates.  All opinions are subject to change without notice.  Neither the information provided nor any opinion expressed constitutes a solicitation for the purchase or sale of any security.  Past performance is no guarantee of future results.

Information contained herein has been obtained from sources considered to be reliable, but we do not guarantee their accuracy or completeness.
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