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Inflation, interest rates and your
pocketbook

At the onset of the pandemic a few years ago, the US Government and the Federal Reserve
took aggressive action to support the US economy as it went into a self-imposed shutdown.
Congress passed the Cares Act which provided the public with stimulus checks, and the
federal funds rate was lowered to nearly zero. The goal of these policies was to flood the
economy with dollars to fight off instability and unemployment until the virus could be
contained.

Over three years later, we are experiencing the inflationary effects of those stimulus programs. The
Russian invasion of Ukraine further jolted inflation as the commodity and oil markets spiked and supply
chain disruptions worsened. Today, inflation continues at the highest rate since the early 80’s and the
Federal Reserve is taking action to combat it. This article discusses how such an environment could
affect your personal finances.

The impact of rising inflation

Inflation is a measure of the rate of increase of prices for goods and services in an economy, which has
popularly been measured by the Consumer Price Index “CPL” In any growing economy, there is a natural
and healthy level of inflation. The primary effect of increased levels of inflation to consumers is an
erosion of purchasing power, with the value of a dollar being worth less than before. Savings, wages, and
fixed income streams are all devalued, which can lead consumers to move up scheduled expenses to get
ahead of upcoming price increases. This adds fuel to the inflation cycle, progressively ratcheting it up to
unhealthy levels.

Since 1913, when the Government started tracking inflation, the US has averaged 3.10% growth a year
through 2020.* However, there have been several periods when inflation has deviated from this average,
such as the late 1970s to early 1980s when inflation reached 14.5%.* In 2022, we saw an unprecedent
level of inflation as the economy fully reopened. Recently, the Labor Department reported retail inflation
for April 2023 of 8.3% year-over-year.2 While some argue that rising interest rates may cause inflation to
peak, April’'s rate was well above the year-over-year average of 2.1% recorded since 2010.3 The chart
below highlights the increase in the rate of inflation since January 1, 2010.
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Between 2010 and 2022, the average rate of inflation hovered at 2.1%, while there was variance
between 0 and 4%; however, between 2021 and 2022, it rose dramatically to approximately 8.3%.

Source: bls.gov

While investing during uncertain times can be unsettling for investors, it is important to keep a long-term
view and understand that market volatility can create attractive buying opportunities. If investing in
equities, it is key to invest in high quality businesses with competitive advantages and strong pricing
power that will perform well over the long term. If investors are concerned about inflation eroding their
purchasing power, they should consider investing in Treasury Inflation-Protected Securities (TIPS) or
Series |-Bonds, a Treasury protected investment which has a yield tied to inflation. As of November
2023, I-Bonds had an annual yield of 5.27%.4

To keep inflation in check, the Federal Reserve has historically relied on a policy of increasing borrowing
rates to help cool down levels of spending. Inflation will be an important metric to follow, as further step-
downs in inflation may ease the Fed’s pressure to raise interest rates at an accelerated pace.

The impact of rising interest rates

The Federal Reserve increased interest rates for their first time since 2018 in March 2022 and kept
raising it throughout the year, in 2023 the year-end rate was 5.25-5.5%."

When the Federal Reserve increases rates, the most notable effect takes place in lending markets.
Adjustable-rate loans such as credit cards, Adjustable Rate Mortgages, and Home Equity Lines of Credit
will be subject to increasing rates, and thus increased monthly payments for the borrower. Existing fixed
rate loans will be sheltered from increasing rates, but future loans would be subject to higher carrying
costs, potentially providing an impetus to apply for a loan sooner than planned.

The flip side to increased borrowing costs is an increase in bank savings rates. Currently, savings
accounts pay next to nothing on your cash holdings. If interest rates continue to increase, banks will
begin paying more to keep your funds in an account. Money market accounts, High Yield savings, and
Certificates of Deposit will all likely provide higher returns than in the recent past. This added incentive
may increase your willingness to keep money in cash reserve or an increased allocation to fixed income
investments.



Be prepared for what’s next

These are just a few of the aftershocks that would be produced by persistent inflation and by the Federal
Reserve’s subsequent actions to counter it. It's important to note that all economies have myriad
elements and unknowns that can alter its trajectory. Attempting to time or predict moves in interest
rates cannot be done with any level of certainty.

We believe the best way to prepare for inflation and or rising interest rates is by consulting your Mesirow
advisor and reviewing your long-term goals and financial plan. Your advisor will be able to help guide you
through decisions relating to refinancing, funding loan payoffs, utilizing savings accounts and more as it
pertains to your unique situation.
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