AN AMERICAN PORTFOLIOS’ GUIDE @EB”RET@BE%S

Inflation:
An Investment Playbook

Clifford T. Walsh, CFA®, Chief Investment Officer, American Portfolios Financial Services, Inc. —
an Independent Broker/Dealer

In 1980 Donna Summer sat atop the Billboard
music charts, Charlene Tilton was starring in the
top-rated TV series “Dallas” and the U.S. boycotted
the Summer Olympic Games to protest the Soviet
Union’s invasion of Afghanistan.

It was also the year that inflation in the U.S. hit
a post-WWII peak of 13.55%.

For millions of Americans, inflation is as remote as some of these names and events
from 40 years ago.

After decades of modest price increases, worries of a new era of inflation have emerged
as the economy seeks to adjust to sustained monetary accommodation, massive fiscal
stimulus, supply chain bottlenecks and the release of pent-up consumer demand.

While a temporary appearance of inflation is usually of small consequence, persistently
elevated inflation is massively consequential to the financial security of both
working Americans and retirees. It also rewrites the playbook for investing.

In this white paper, Inflation: An Investment Playbook, we '

examine the leading inflation theories, the efficacy of
common inflation indicators and how investment
portfolios will need to be restructured
should inflation prove less transitory
than anticipated.
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A Review of Macroeconomic Theories of Inflation

Inflation may be one of the most deeply analyzed of all economic phenomena—and perhaps the
most debated. Here is a quick summary of leading economic theories on the causes of inflation.

1 Monetary Theory of Inflation
Also known as monetarism, this theory holds that the money supply is the dominant, though not only,
determinant of the level of prices in the long run. Milton Friedman, the intellectual father of monetarism,
argued that inflation is always a monetary event that occurs when the quantity of money rises faster than
total economic output.

This theory is a more refined version of the Quantity Theory of Money, whose origins reach back to David
Hume and David Ricardo.

2 Demand-Pull Theory
This Keynesian view believes that when the value of aggregate demand exceeds the value of aggregate
supply under conditions of full employment, inflation will increase. John Maynard Keynes also argued for
the use of policy as a lever to affect demand. For instance, a reduction in government spending can
decrease demand and thereby reduce inflation.

3 Cost-Push Theory - I

Cost-push inflation is driven by wage increases and profit increases. For instance, when wage increases
exceed productivity increases, higher wage costs will be passed on in the form of higher prices. Another
source of cost-push inflation may be higher prices on imported raw materials.

Structural Inflation Theory

4 This theory focuses on structural issues within an economy that may lead to higher
prices. These issues may be wide-ranging, from distribution networks and
immigration to the trade gap and variations in a currency’s value.

. o= =
- 5 Rational Expectations
This theory states that current expectations of the economy influence future economic
conditions, whereby individuals base their decisions on human rationality, available
information and past experiences. For example, if individuals believe that inflation will
be higher in the future, they will act rationally by buying goods now while they are
. cheaper; this can drive demand higher, which may lead to higher inflation.

More contemporary research has turned its sights toward how non-economic inputs affect inflation, such as elections,
political instability and policy credibility.
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Reading the Inflation Tea Leaves

The nation’s most recent brush with high inflation
was during the years of the Great Inflation—a
period that began in 1965 and ended in 1982. It was
a time of massive changes that witnessed the
abandonment of the global monetary system
(Bretton Woods), four recessions and two severe
energy shortages.

These challenging economic conditions were worsened by
breathtakingly bad economic policymaking (e.g., an unprecedented
implementation of peacetime wage and price controls).

Today, the central debate is whether the inflation that has emerged
from the pandemic is transitory or a more permanent long-term
phenomenon. Time will be the ultimate arbiter of that debate; but,
in the meantime, it represents a potential big-impact risk that bears
watching.

Investors have historically used a number of indicators to forecast
inflation—including commaodity prices, like oil, precious metals and
copper; a variety of financial barometers, such as exchange rates,
term premia and money supply; and selected measures of the real
economy, like capacity utilization and unemployment rates—to
gauge inflationary conditions.

It turns out, according to research by the Federal Reserve Bank of
New York, that the predictive powers of 19 indicators most
commonly used to forecast inflation were found to be inconsistent
and often substantially off-target. Indeed, one challenge with using

indicators correlated with inflation is the difficulty in forecasting their
price independent of inflation.!

Nevertheless, forecasting inflation—no matter how imprecise—is
crucial for investors, central bankers and policymakers. And, not
surprisingly, there is no shortage of inflation forecasts and forecasters.

The Federal Reserve Open Market Committee publishes its set of
inflation forecasts four times a year in conjunction with their quarterly
meetings. The Federal Reserve Bank of Philadelphia issues a quarterly
survey of professional forecasters. The IMF and OECD also produce
their inflation estimates for a range of countries and regions.

For advisors that take stock in the rational expectations theory on
inflation, the Federal Reserve Bank of New York publishes a monthly
Survey of Consumer Expectations that provides insight into what
individuals expect inflation to be over a three-year horizon.

Once embedded in the economy and in the expectations of
consumers and businesses, inflation can be very difficult to bring
back to a target rate. Our last bout of inflation was

conquered in the early 1980s by extraordinary

monetary tightening that sent rates
skyward and the economy

into a deep recession.
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INFLATION: AN INVESTMENT PLAYBOOK

Inflation affects the value of stocks in more complicated ways. For example,
persistent high inflation:
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Reduces the attraction of stocks with meaningful
dividend payouts, similar to bonds

5

As intimidating as these inflationary impacts may be on equities, there are certain stock sectors that can preserve
value or even thrive during inflationary times.

Investing During Inflationary Periods

Building a bond portfolio during periods of high inflation is all about limiting depreciation risk as inflation
inexorably reduces the value of a bond and its future interest payments.

As a consequence, the strategy is simple—keep a bond portfolio to shorter duration, higher-quality bonds. According to recent research by the
Man Group, a U.K. money manager, investment grade and high yield corporate bonds have historically underperformed 10-year Treasuries
despite having shorter durations.?

While TIPS may appear to be one answer for protecting against inflation, the prevailing market may not make them a smart alternative. In this
pandemic era of easy-money monetary policy, the real yield on TIPS have traded at negative real rates, exposing these bonds to further
downside risk should interest rates rise. The primary reason behind TIPS’ negative real yield has to do with Fed purchases of TIPS to anchor
them to its 2% inflation target. Fed policy changes with regards to TIPS purchases may change the calculus of TIPS investing, but investors
need to be aware of prevailing market conditions before reflexively buying these securities.
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Equities do not escape the ravages of higher inflation, and their performance during inflationary periods may depend upon the level of

inflation, as illustrated in Chart 1.
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However, not all stock sectors will perform equally.
For example, some sectors will thrive...
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Investing during inflationary periods is inherently uncertain, but some general

guidelines may be helpful in repositioning portfolios amid higher inflation.

Valuations of hypergrowth companies whose values are based on earnings
1 seven to 10 years out may shrink as a consequence of a higher discount rate.

Growth companies with sustainable business models, reliable profits and
2 relatively attractive valuations will be better positioned to hold or increase
their value.

3 Value stocks may benefit from secular outperformance.

4 Defensive stocks and low-beta stocks have underperformed during past
inflationary cycles.

5 Companies with pricing power that allows them to pass higher input costs to
customers should fare well.

6 Smaller companies tend to perform less well.

7 Bond holdings should be shorter duration, higher quality issues.

Asset classes—such as commodities, real estate, foreign exchange,
8 commodity-linked equity investments and other real assets—have
historically performed well.

AMERICHN
6 PORTFOLIOS



Commodities are generally believed to benefit
most from higher inflation (and they do), but
investors need to remember that not all
commodities are created equal.

For example, agricultural products performed the least well during inflationary
regimes, producing an average annualized positive real return of 7%. This return is
well below energy, which led the commodities studied with a 41% return. Industrials
(+19%), gold (+13%) and silver (+12%) generated significant average annualized real
returns among the eight commodities analyzed.?

Residential real estate had a negative real rate of return, while real annual returns
for art (+7%), wine (+5%) and stamps (+9%) were positive.*

While it’s impossible to know
for certain how inflationary
pressures will play out, the
boiling frog fable may be
instructive. A frog thrown
into boiling water will sense
the danger and immediately
jump out. However, placed
in warm water that is slowly
brought to a boil, it is
unaware of the rising danger
and, as a consequence,
eventually becomes

frog soup.

Inflation can be the same way, creeping up
imperceptibly until it’s elevated and
entrenched. Avoiding the fate of the frog,
investors need to remain on guard for
signs of inflation and be ready to respond
appropriately before a boiling point

is reached.

Sources:

1. https://www.newyorkfed.org/medialibrary/media/research/current_issues/ci6-4.pdf
2. https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3813202

3. https://papers.ssrn.com/sol3/papers.cim?abstract_id=3813202

4. https://papers.ssrn.com/sol3/papers.cim?abstract_id=3813202

American Portfolios Financial Services, Inc. has just the resources in place to help its advisors on many fronts. Advisors interested in learning more

should contact Chief Investment Officer at
up a conversation today on programs and needs of the advisor.

, or via email at ctwalsh@americanportfolios.com, to strike

The views in this commentary do not necessarily represent those of American Portfolios and are not intended as specific investment advice. Information has been obtained from sources believed to be reliable and are subject to
change without notification. The information presented is provided for informational purposes only and not to be construed as a recommendation or solicitation. Investors must make their own determination as to the appropriateness
of an investment or strategy based on their specific investment objectives, financial status and risk tolerance. Past performance is not an indication of future results. Investments involve risk and the possible loss of principal.

About American Portfolios

Headguartered in Holbrook, New York, American Portfolios Financial disclosed basis. The company supports independent i ionals
Services, Inc. (APFS) is a full-service, independent broker/dealer and of registered assis and j ss0cil 5
member firm of FINRA and SIPC, offering a complete range of financial the nation.

services, including personal financial and retirement planning, securities
trading, mutual funds, access to investment research, long-term care planning,
insurance products and tax-free investing. Fee-based asset management is
offered through its sister subsidiary, American Portfolios Advisors, Inc., (APA),
an SEC Registered Investment Advisor. Both entities, along with technology
entity American Portfolios Advisory Solutions, LLC, collectively reside under
the legal entity American Portfolios Holdings, Inc. (APH). Full-service
securities brokerage is available through a clearing firm relationship with
Pershing, LLC, a BNY Mellon firm, the securities of which are held on a fully

American Portfolios has numerous recognitions by a number of industry
publications and Such acknowl includes: multiple
Broker-Dealer of the Year* (Division II1) wins by Investment Advisor
magazine; multiple ThinkAdvisor LUMINARIES awards; multiple finalist
and award wins by WealthManagement.com Industry Award in multiple

categories**; Corporate Citizen of the Year by Long Island Business News;
multiple top placements as one of the Best Companies to Work for in the
state of New York by the New York State Society for Human Resources

M. (NYS-SHRM) and the Best Companies Group (BCG); and one
of the Top Long Island Workplaces by Newsday.

*Based on a poll of registered representatives conducted by Investment Advisor
magazine. Broker/dealers rated highest by their representatives are awarded
"Broker/Dealer (B/D) of the Year."

**Wealthmanagement.com Industry Award finalists are selected by a panel of
independent judges made up of subject matter experts in the industry. Award
is based on support provided to AP affiliated people and does not reflect
public customers nor their account performance.
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