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The Case for Transitory Inflation Stands—For Now
November 30, 2021
The October reading of the Consumer Price Index—the most widely used gauge of inflationary pressure in an
economy—registered the biggest monthly increase in over 13 years. With year-over-year inflation in the United
States topping 5% each month since June, calls questioning the transitory nature of recent price increases are
getting louder. We remain in the transitory camp, as we believe nearly all current drivers of pricing pressure will
likely subside over the next year.
Inflation Discussion in Context
The pandemic disrupted a decade-long trend of services inflation averaging more than 2% a year, while goods
prices registered muted gains, if any. As pandemic-induced lockdowns kept most consumers unable to spend on
services that have historically driven headline inflation, spending turned to goods.
Demand for goods in 2020-2021 accelerated strongly, while supply remains hampered by sudden, rolling port
closures in China, a country that maintains near-zero tolerance of new COVID cases. However, as vaccination rates
increase worldwide, COVID-related disruptions are likely to fade into history, and logistics should once again run
more smoothly.
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Rapidly rising prices of used cars and gasoline more recently explain close to 50% of consumer price increases
since the start of the second quarter of 2021. During the depths of the lockdowns, carmakers grossly
underestimated the pent-up demand for new cars and canceled orders for semiconductors. Semiconductor supply
is normalizing, but the process feels painfully slow for now.
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So far, pricing pressures are confined to a handful of items. Moreover, consumers do not expect pricing pressures
and scarcity to persist: there are no signs of hoarding. In fact, the supply-demand adjustment is occurring as
expected: consumers are postponing purchases in response to higher prices. Overall demand is down more than
10% since the re-opening peak, with much of the deceleration concentrated in motor vehicles.
Beyond car prices, commentators point to two sources of higher inflation moving into 2022: labor and energy
shortages. Let’s look at each in turn.
Where Are All the Workers?
On pre-COVID trends, the U.S. economy would have 126 million employed in the fall of 2021. While employment
has recovered from the depths of April 2020, we are still 7.6 million workers short of the pre-pandemic trend.
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COVID-related lockdowns disrupted traditional employment in unique ways. About a million opted for early
retirement, and others struck out on their own. In 2021, people are starting their own businesses at a rate some
30% higher than the pre-pandemic trend. So far, many more have eschewed returning to the labor force because
of lingering COVID-19 concerns and associated child-care needs.
Surveys indicate that 10 million people currently not in the labor force intend to search for work in the next year.
While many are unlikely to return to their pre-pandemic jobs, data suggest that current U.S. labor shortages will
normalize over the course of 2022.
Energy: A Winter of Discontent?
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Rapidly rising gas prices are contributing meaningfully to the overall inflation felt by consumers. Natural gas prices
across Europe are up nearly sixfold from last winter. Natural gas is now trading at a rough equivalent of $200 a
barrel of oil.
Inventories in the Euro area are in line with long-term averages. Inventories last year were artificially high as the
pandemic lockdowns reduced demand for natural gas. Italy and Germany currently have four to six months of
natural gas supply, so the likelihood of shortages is negligible.
The narrative of spiking natural gas prices has been centered on a lack of investment in fossil fuels as capital
markets and policymakers have turned their focus to green energy. Substitution from fossil fuels to green energy is
likely to last decades rather than a few years: did we manage to underinvest by so much so soon.
Instead, it seems the politics around the development of the Nord Stream 2 Pipeline (NS2) are the main culprit
behind the 2021 energy price spike. NS2 is an $11 billion, 765-mile pipeline project started in 2011 to double the
natural-gas carrying capacity from Russia to Germany. NS2 is financed by a consortium of companies from several
European member states, including Russia, Germany, Austria, France, and the Netherlands.
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Outside of the original Nord Stream 1, which also runs through the Baltic Sea, legacy pipelines transport gas to
Europe through Belarus, Poland, and the Ukraine. Ukraine alone receives $2 billion a year in transit fees for current
pipelines, which are ultimately paid for by European consumers and businesses and lead to structurally higher
natural gas prices in Europe than other regions globally.
At the end of August, German courts ruled that the Swiss-based NS2 will not be exempt from European Union
competition rules, meaning that the consortium of companies involved must guarantee that Gazprom cannot have
monopoly rights over the pipeline. In November, the German regulator temporarily suspended the pipeline’s
approval until all relevant assets are transferred to separate entities for producing, transporting, and distributing
gas.
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The German regulator has until the beginning of January to approve before turning it over to the European
Commission for final review by March. NS2 is expected to be fully operational by the second half of 2022, with spot
prices likely trending down long before that.
Our Base Case: Transitory
The COVID-19 pandemic has wreaked havoc with the global economy. However, as effective vaccines become
widely available beyond Europe and North America, pandemic-induced disruptions in supply chains and labor
markets are likely to subside. In other words, consumer price inflation is likely to prove transitory, although the
transition will be measured not in weeks but in quarters.
Olga Bitel, partner, is a global strategist on William Blair’s Global Equity team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
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