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Long-term inflation risks 
 
In our opinion, investors need to be concerned about inflation for two reasons. First, in the short run, 
inflation can affect Federal Reserve policy and the financial markets. Second, in the long run, inflation can 
affect the purchasing power of savings and investments. We believe near-term inflation risks remain 
relatively modest. However, investors wanting to protect against the loss of purchasing power from long-
term inflation may want to assume that inflation could be higher in the future than it has been recently. 
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History shows that investors’ concerns about 
inflation tend to rise and fall with the markets. 
When commodity prices are rising as they have 
during the past several months, investors’ 
concerns about inflation typically increase. Of 
course, markets do not go in only one direction. 
Last week, the commodity markets, especially the 
crude oil market and the silver market, dropped 
sharply, suggesting that the previous rapid 
increase in these markets was not sustainable. 
With the oil and metals markets pulling back, near-
term fears of inflation may also recede a bit. 
However, the long-term risks of inflation are 
affected by long-term factors not short-term 
swings in the commodity markets. 
 
Investors looking into the future need to 
remember that long-term inflation risks are tied to 
trends in population growth, economic 
development and the financial health of society. 
Population growth and economic development feed 
the demand for scarce resources driving prices 
upward. For example, the demand for resources 
from young emerging economies with significant 
population growth tends to rise more rapidly than 
the demand from mature industrial economies with 
slow growing populations. History shows that 
inflation responds to these long-term fundamentals 
over time.  
 
Looking back, many investors probably remember 
inflation in the 1970s. Prices increased at a rapid 
pace in this period in part because the European 
and Japanese economies were finally recovered 
from World War II and were competitive with the 
U.S. economy. This pushed their currencies 
upward and the dollar downward. At the same 

time, the post World War II baby boom came of 
age, creating a growing demand for goods and 
services. Unfortunately, the Federal Reserve 
worried that inflation would boost unemployment 
just when there were more people looking for 
work. Consequently, the Fed aggravated the 
inflation risk by pumping a lot of money into the 
economy, keeping interest rates low, in order to 
fight rising unemployment. This combination of 
easy money, rapid population growth and stronger 
economic growth caused the dollar to fall and 
inflation in the United States to increase to double-
digit levels by the late 1970s and early 1980s.  
 
Some but not all of these conditions exist again. 
Therefore, inflation could increase in the decade 
ahead but is unlikely to increase as much as it did 
in the 1970s. Today, economic growth is being 
fueled by development in emerging markets in Asia 
and Latin America not industrial Europe and Japan. 
This has the potential to increase inflationary 
pressures as the demand for food, energy and 
other resources increases. However, at the same 
time, many developed countries burdened by high 
government debt and aging populations will 
probably see more moderate demands for goods 
and services. This slower growth in the developed 
world will probably offset some inflation pressures 
from emerging countries. Equally important, 
central banks have learned that easy money is 
only appropriate when economies are weak and is 
not appropriate when economies are strong. 
Therefore, central banks in China, India, Brazil and 
now even Europe are starting to withdraw excess 
liquidity. This means that inflation is unlikely to get 
out of control even though it may trend higher in 
coming years. 
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Investors need to remember that short-term and 
long-term inflation expectations can be quite 
different. When commodity prices increase rapidly, 
as they have during the past few months, short-
term inflation expectations can rise above long-
term inflation expectations. But investors trying to 
anticipate future expenses need to look at long-
term factors like population growth and economic 
development rather than short-term swings in the 
commodity markets. 
 
At this point, the breakeven expected inflation rate 
between 10-year Treasury notes and 10-year 
inflation-protected Treasury securities suggests 
that investors believe U.S. inflation will average 

2.49% during the next 10 years. Separately, the 
widely respected Philadelphia Federal Reserve 
survey of professional forecasters sees inflation 
averaging 2.3% during the next 10 years. We have 
been saying that investors trying to anticipate 
future expenses should assume a long-term 
inflation rate of 2.5%. This has been in line with 
the current market expectation and a little above 
the professional forecast rate. However, going 
forward investors may want to assume that 
inflation could be slightly higher than this 2.5% 
rate in order to provide a cushion against 
unexpected events that could cause inflation to run 
a bit higher than the long-term fundamentals 
would suggest. 
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Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized 
investment advice. The investment or strategy discussed may not be suitable for all investors. Investors must make their own decisions 
based on their specific investment objectives and financial circumstances.  
 
Wells Fargo Advisors is the trade name used by two separate registered broker-dealers: Wells Fargo Advisors, LLC, and Wells Fargo 
Advisors Financial Network, LLC, Members SIPC, non-bank affiliates of Wells Fargo & Company.   
 
H.D. Vest Investment ServicesSM, Member SIPC, a non-bank subsidiary of Wells Fargo & Company, and an affiliate of Wells Fargo 
Advisors. 
 
©2011 Wells Fargo Advisors, LLC. All rights reserved.   
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Important Information, Risk Factors and Disclaimers: 
 
 Past performance is not a guarantee of future results. 
 Buying commodities allows for a source of diversification for those sophisticated persons who wish to 

add commodities to their portfolios and who are prepared to assume the risks inherent in the 
commodities market. Any purchase represents a transaction in a non-income-producing commodity 
and is highly speculative. Therefore, commodities should not represent a significant portion of an 
individual’s portfolio. 

 Investing in foreign securities presents certain unique risks not associated with domestic investments, 
such as currency fluctuation and political and economic changes.  This may result in greater price 
volatility. 

 Wells Fargo Advisors is one broker/dealer affiliate of Wells Fargo & Company; other broker/dealer 
affiliates of Wells Fargo & Company may have differing opinions than those expressed in this report. 
Contact your financial advisor if you would like copies of additional reports. 

 
 
 
 
 


