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Outlook 2022 - The Return of Inflation 
 

Part 1:  If you want to know where you’re going, it helps to know where you’ve been 
 

The Policy Problem Before the Pandemic:  Slow growth in the developed world 
 
In the years leading up to the COVID-19 pandemic in 2020, most of the developed world was 
experiencing low rates of economic growth. Coming out of the great financial crisis of 2008-09, it was 
expected that GDP would grow by rates in the 4% to 6% range; instead, North American and European 
economies grew at a lackluster rate of around 2%.  What were the reasons for this? 
 
 
 
Poor Demographics 
 
Household formation drives GDP. In the U.S., the 
last decade saw the slowest growth in new 
households on record due to an aging population, 
restrictions on immigration and low birth rates. 
Low household formation depresses spending on 
durable goods and presages declines in working 
age populations. 
 
 
 
 
 
 
 
 

 
 
 
Slow US population growth was 
exacerbated by a legislated 
drop in immigration during the 
Trump administration. Around 
2 million fewer immigrants 
entered the US than would 
have been the case under the 
pre-Trump laws.  
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Most of us are aware that the 
combination of increased lifespan and 
low birth rates has increased the 
average age of the population in most of 
the developed world. This reduces the 
level of labour force participation and 
reduces consumer spending, since 
persons out of the labour force consume 
less. 
 
 
 
 
 
 
 
 
US labour force participation peaked at around 67.5% of the population in 1998. There was a significant 
drop following the great financial crisis and then a further gradual decline as baby boomers retired. The 
drop to 60% in the COVID recession took participation to a 45-year low (before the sexual revolution and 
the widespread entry of married women into the workforce); it is unclear the extent to which it will 
recover as the economy returns to normal. If the participation rate was at the peak of 23 years ago, 
there would be about 20 million more Americans at work. 
 
  

 
 
 

Labour Force Participation Rate 
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Globalization and Displacement of Manufacturing Jobs 
 
Over the last 25 years, North America in particular, but also 
Europe, have seen the loss of millions of manufacturing jobs to 
China, and to Asia in general. China’s share of global 
manufacturing has grown from about 5% twenty-five years ago 
to about 30% today. At the same time, the highly developed 
countries have seen their share of manufacturing drop from 
90% to 60%, a loss of about 1/3rd of global market share. 
 
 
 

 
 
 
 
Manufacturing jobs usually pay better than jobs in service 
industries and contribute more to labour income and to 
corporate profits. The conversion of the North American 
economy from industrial, agricultural and resource 
extraction industries to an overwhelmingly service-based 
model has resulted in stagnating growth in wages and 
income for the great majority of workers.  
 
 
 
 

Stagnant Household Income 
 
Between 1998 and 2015, median household income, adjusted for inflation, barely changed. All the 
growth in the economy went to the top 1% of households, who consume a far smaller proportion of 
their income than do the bottom 99%. Prior to the COVID recession, there were signs that labour 
shortages were leading to increases in household income. 
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The Monetary Response 
 
The great financial crisis of 2008-09 led to a coordinated reduction in interest rates around the world.  
Central bankers rushed to ease borrowing conditions to aid in the economic recovery. Rates fell to zero 
and in many European countries went negative. What was expected to be a short-run accommodation 
instead has turned in to a long-run experiment in monetary policy.  Interest rates have been around zero 
in the United States for 12 years.  

 
One reason for the rapid coordinated response was the example set by Japan. Japan, with essentially 
zero immigration and negative population growth, has the worst demographics for growth of any of the 
developed countries. It is the first major economy in the post-war period to grapple with deflation. 
Japan has had no significant growth in GDP in 25 years. During that time, public debt has grown from 
100% of GDP to 250%. No country wants to emulate Japan. 
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Sadly, the monetary stimulus was 
not enough to spur growth. US 
GDP grew at a tepid average 
annual rate of 2.5% between 2010 
and 2020 and never exceeded 4%. 
This had made the central bankers 
very cautious because they fear 
any tightening of monetary 
conditions could snuff out even 
this low growth. 
 
 
 
 
 

 
 
 

The Arrival of the Pandemic 
 
 
 
 
 
With the arrival of the pandemic in early 
2020, economic activity took an 
immediate and enormous hit. In 
particular, demand for services fell off a 
cliff. The hospitality, travel, and 
entertainment industries laid off 
millions of workers in the fastest and 
most widespread job destruction since 
the Great Depression of the 1930s. The 
loss of jobs in the first three months of 
the pandemic recession was much more 
sudden and widespread than was the 
case in the great financial crisis. 
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In the first two months of the 
pandemic, demand for 
services in the U.S. fell by 20% 
and is only now recovering to 
the level of early 2020. 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
Even now, more than 18 months after the 
start of the recession, job losses are 
widespread in certain 
industries, but about 90% of the job losses 
have been in services, particularly leisure and 
hospitality. 
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The Fiscal Response to the Pandemic 
 
 
 
 
 
In response to the sudden drop in economic activity, and 
particularly the decrease in employment, governments 
around the world moved swiftly to replace lost income 
through enhanced support to business and workers. 
Unprecedented amounts of fiscal stimulus were injected 
into the developed economies in 2020 and 2021. 
 
 

 

 

 

 

 

The extent of the fiscal response to the pandemic dwarfed the stimulus packages that had been enacted 

to combat the great financial crisis. 
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Canada’s fiscal response has had a 

devastating effect on the federal 

deficit, raising it by almost 20% of 

GDP. Of those 20%, 17 are accounted 

for by extraordinary COVID related 

spending. 

 

 

 

 

 

 

 

The impact has been the same worldwide.  Government debt 

as a percentage of GDP has spiked to unprecedented levels in 

the developed world, now averaging about 120% of GDP. 

 

 

 

 

The result of the unprecedented fiscal and monetary stimulus has been a rapid return to unemployment 

rates that are higher, but only about 2% higher, than before the COVID pandemic. 

Unemployment Rate 
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US GDP has recovered all the ground lost in 2020 and is now at a record high. 

 

In Summary: Where we are now 

Monetary policy remains highly stimulative with interest rates at or below zero in all of the developed 

world. 

Fiscal policy also remains highly stimulative with government deficits at or near record levels and 

government debt at a record high percentage of GDP. 

Labour markets have mostly normalized with unemployment rates falling to levels comparable to pre-

COVID days, but labour force participation is lower as some laid-off workers have retired. 

GDP is back to pre-COVID levels having grown rapidly over the past year, but growth rates are tailing off 

quickly and some have expressed fears of the economy slipping back into recession. 

Inflation has reappeared. For the first time in more than thirty years, inflation rates substantially over 

5% are being experienced in the developed economies.  

 

Part 2:  How bad is the inflation problem? 
 
The traditional response to high inflation is to reduce it by strangling overall demand in the economy. 
This can be done by raising interest rates, which makes both business investment and borrowing by 
consumers more expensive, or by cutting government spending, which by definition reduces the 
demand for goods and services. The first path is much easier than the second. 
 
 
 
 
 
 

Gross Domestic Product 
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Inflation is at the highest level in thirty years, but it is not nearly as bad as the crisis in the late 1970’s 
and early 1980’s. From 1978 to 1982 inflation was over 7.5% per year and peaked at over 13% in 1980. 

 
The inflation in that period was crushed by the U.S. central bank under the leadership of Paul Volcker. It 
forced short-term interest rates up to over 20%, reducing consumer and commercial credit demand, and 
cut inflation to under 4% within three years. It has stayed pretty much under 5% since that time, almost 
forty years ago. It is one of the great policy achievements in the history of central banking. However, the 
cost was high as unemployment rose to over 11% in 1981, many businesses went bankrupt and the US 
experienced two recessions in succession. Today’s situation looks tame in comparison. 
 

 
 
Nonetheless, governments are now faced with a dilemma. If central banks cut back on monetary 
stimulus by raising interest rates in order to nip inflation in the bud, they risk returning to a very low 
growth or even negative growth economy; but if they let the low interest rate party continue, they run 
the risk of inflation getting out of control as it did fifty years ago. The big questions that must be 
answered are: what are the sources of inflation, will the causes get worse or better, and what policy, if 
any, is appropriate for this situation?  
 

Inflation – Consumer Prices for the United States 

Consumer Price Index for All Urban Consumers 
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Three Examples of Current Inflation 
 
1. Containerized Freight - The weakest link in the chain  
 
In theory the movement of goods from a factory in China to a Walmart in Chicago is straightforward. 
The goods get put into a container, the container goes on a huge ship which ends up in Houston, or Los 
Angeles, or Long Beach, California. The container is unloaded onto a special chassis built for carrying 
containers, and a truck hauls the chassis to Chicago.  This is how freight has moved since the widespread 
adoption of the cargo container system of intermodal freight handling in the 1960s.  So what is different 
now? 
 

a. For six months there were no 
orders. Then everyone ordered at 
once. Empty ships were filled up and 
they all crossed the Pacific to 
California more or less at the same 
time. The result is a lot of huge ships 
waiting to unload. Ports are working 
at capacity to reduce the backlog. 

 
 
 
 
  

 

b. When the containers are unloaded, 

they are now waiting as long as 8 days for 

pick-up, compared to a pre-COVID average of 

4 days. The result is a huge backlog of 

undelivered freight. The piles of containers 

are of course inefficient. 

 

 

c. Delivery of containers require them to be put on a container chassis, basically a flat bed 

truck.  All major US ports have a shortage of chassis.  Prior to 2018, almost all chassis were 

manufactured in China and imported into the U.S.  Manufacturers in the U.S., unable to 

compete, stopped making chassis.  In response to a trade complaint by U.S. truck 

manufacturers, in 2018 the Trump administration put a combined 250% tariff and anti-

dumping tax on the import of Chinese made chassis, effectively shutting them out of the U.S. 

market. However, U.S. chassis manufacturers are facing production backlogs due to a 

shortage of parts as they struggle to get back into the market. They have been unable to 

meet demand. 
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d. When the COVID recession 

hit, many truck drivers were 

laid-off or left the industry. 

As a result, there are 

scattered shortages of truck 

drivers in certain markets. 

Many companies are 

mentioning a shortage of 

drivers as a factor in supply 

problems.  

 

e. As a result of all these factors, the cost of having a container delivered has risen to an all-

time high. This adds to the price of all imported goods. 

 

2. The Shortage of Microchips for Vehicles - For want of a nail, the shoe was lost 

 

New cars contain anywhere from 500 to 1,500 microchips. The electronic parts are in virtually every 

system and manufacturing is impossible without them. When the pandemic struck, sales of new cars 

went to zero, and manufacturers cancelled orders for chips. 

 

 

 

 

 

PPI – Semiconductor & Electronic Component Manufacturing 

Source: U.S. Bureau of Labor Statistics 
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When demand resurfaced, the car 

makers ordered the chips they 

needed, but encountered a supply 

shortage. It turns out that the lead 

time from order to delivery, once 

twelve weeks, has grown to as long 

as eighteen weeks, as chip 

manufacturers restart their 

complicated processes. 

There are no easy alternatives for 

the car makers. All chip makers are 

in the same boat and there is no 

faster way to get microchips.  

 

 

The shortage of chips has led to sharp increases in the prices of new cars as supply shortages drive up 

prices. It has also resulted in a huge jump in the prices for used cars, as a substitute for unavailable new 

cars.  

 

As chip deliveries increase, car production will follow and new car prices will fall as the fresh supply 

meets demand. This is expected to play out over the next six months or so. Naturally, used car prices will 

take the same path and it is reasonable to assume prices will fall to 2019 levels by the summer of 2022. 
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3. The Oil Bust and Boom – When planes didn’t fly and everyone stayed home. 

 

 

Between March and May of 2020, U.S. oil 

production fell by more than 2,800,000 

barrels/day, or about 22%. This was a totally 

rational response to what was going on in 

the U.S. Not only did air travel fall to almost 

zero, people also started driving much less 

for leisure and holidays. 

 

In the year from January 2020 to January 2021, Americans drove about 16% less than they had in the 

previous year. However, cars returned to the road starting in early 2021 and have continued to do so. 

The lower demand for gasoline resulted in prices slightly above $2 per gallon for most of 2020.  

However, as people started driving again and as air travel ramped up, demand for refined fuels started 

to outstrip supply. The oil industry was slow to catch up on production and in refining. Gas prices at the 

pump rose by almost 75% during the first 10 months of 2021. 

Moving 12-Month Total Vehicle Miles Traveled 

Source: Seeking Alpha 
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The U.S. petroleum industry started to respond to the increased demand as early as the fall of 2020, but 

by that point the number of active drill rigs had fallen from about 900 in 2018 to fewer than 175. Over 

the last year that number has rebounded to about 450, still far lower than the pre-COVID level. 

Recent production levels in major American oil fields including the Permian basin in Texas, are at record 

levels. It is fair to assume that oil production will reach pre-COVID levels by the mid-2022. At that time it 

is likely that gasoline prices will revert to the prices seen in 2019. As usual in commodities, the cure for 

high prices will prove to be high prices. 

 

Part 3: Getting where we want to go  
 
The Bank of Canada has a long-established goal of keeping inflation at around 2% per year.  This level of 

price stability is also a goal of the Bank of England and the U.S. Federal Reserve bank. Moderate inflation 

is seen as a lubricant, helping the economy run smoothly, encouraging new business formation and 

keeping stability in wages. The sudden return of inflation at above 5% is a shocking departure from the 

benign price stability of the last thirty years and is in fact the opposite of the problem that many banks 

thought they would face: persistent deflation. 

High inflation such as was seen in the seventies is viewed as very destructive. The value of savings 
erodes, those on fixed incomes such as pensions and annuities lose purchasing power over time. Foreign 
exchange rates can be very volatile as inflation rates vary from country to country, disrupting imports 
and exports as purchasers of goods and services seek steady sources and favourable prices. Labour 
markets become disorderly as workers and employers become uncertain as to the “correct” wage. 
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The Available Policy Alternatives 
 

1. Putting the Brakes on Monetary Policy 

• Has the ADVANTAGE of being easy; central bankers can quickly raise short term rates. 

• Has the ADVANTAGE of not requiring legislative action; bankers can act on their own. 

• Has the ADVANTAGE of being nuanced; rates can be raised in small increments and the 
effects on inflation observed over time. 

• Has the DISADVANTAGE of reducing economic activity and stifling the demand for credit by 
both consumers and businesses. 

• Has the DISADVANTAGE of making debt service more expensive for highly indebted 
governments. 

• Has the DISADVANTAGE of making debt service more expensive for highly indebted home 
owners, particularly those with variable rate mortgages. 
 

2. Putting the Brakes on Fiscal Policy 

• Has the ADVANTAGE of reducing demand directly through lower government spending on 
goods and services and lower transfer payments to individuals and businesses. 

• Has the ADVANTAGE of reducing the growth in government debt and thus reducing future 
debt servicing costs. 

• Has the DISADVANTAGE of requiring legislative action which can be slow and divisive. 

• Has the DISADVANTAGE of reducing employment and consumer spending. 

• Has the DISADVANTAGE of being hard to target; the impact on various groups will be highly 
differentiated. 

 
3. Doing Nothing 

• Has the ADVANTAGE of not disrupting the current modest pace of economic growth. 

• Has the ADVANTAGE of not requiring any difficult decisions by any branch of government. 

• Has the ADVANTAGE of avoiding making bad mistakes that could further damage the 
economy. 

• Has the DISADVANTAGE of taking a risk that inflation will not run out of control. 

• Has the DISADVANTAGE of making governments look weak and indecisive. 
 

Even before inflation became an issue, it was apparent that central bankers around the world were 
interested in raising interest rates above the current zero level. If nothing else, this would give them a 
tool to fight the next downturn. It remains to be seen whether the inflation scare will cause them to 
move faster and further.  
 
It is certainly not at all clear that major governments are ready to remove fiscal stimulus for the 
economy. The U.S. federal government has just passed a +$1 trillion infrastructure bill and is poised to 
pass the largest enlargements of the social safety net in two generations. In Canada, the federal 
government is poised to expand services such as daycare without any apparent regard to the deficit. 
 
Our guess: A very modest increase in interest rates, no particular fiscal measures, and a lot of “wait and 
see”. With luck, inflation will return to its pre-COVID levels as difficulties in supply chains work 
themselves out, oil becomes more abundant and employers made needed changes in working 
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conditions and wages. Two years from now the present concern about inflation will be a distant 
memory. 
 

Capital Markets Outlook – Who wins from inflation and who loses 
 
Owners of Long Bonds Could be the Big Losers 
 
Bond prices go up when interest rates go down. This has been the primary direction of rates since 1981. 
Bonds have been in a forty year bull market that now has ended. An increase of only 2% in the interest 
rate for 10 year bonds causes a loss in the value of those bonds of 17%. For 30 year bonds, the loss 
would be a more serious 35%. Very long bonds are chiefly held by insurance companies and pension 
plans as way of hedging their very long liabilities arising from life insurance policies and pension 
payments that can stretch over decades.   

 
Mortgage Lenders Could Face Significant Problems. 
 
The very steep rise in the price of homes coupled 
with record low interest rates has resulted in a 
large number of households who are vulnerable 
to an increase in interest rates. Whether on 
renewal of a fixed term mortgage, or on a 
variable rate mortgage, an increase of 2% on a $1 
million mortgage, now common in major urban 
areas, would cause payments to rise $20,000/year 
or more than $1,600/month. For a couple with 
family income of say $150,000 before tax, this 
increase could eat up as much as 20% of their 
after-tax income on top of their existing 
payments. We would expect that any increase above 2% would result in a significant increase in 
mortgages in default, and could well result in a precipitous fall in prices for residential and commercial 
real estate. In recent years, variable rate mortgages have become very popular in Canada due to the low 
rates.  
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Investors in Commercial Real Estate Could Face Heavy Losses 
 
In recent years investors have snapped up commercial 
real estate at prices that promise a return on capital as 
low as 4% per year. This was not unreasonable when 
mortgages were available at less than 2%.  However, if 
interest rates rise to say 4% for commercial mortgages, 
the real return on investment will go to zero and the 
resale value of the properties could fall substantially. As 
returns on bonds have been so poor, institutional 
investors have flooded into commercial real estate, 
bidding up prices.  
 
 
 
 
Banks and Insurance Companies Could be Big Winners 
 
Historically, as interest rates rise, banks increase loan rates more quickly than they increase interest paid 
to depositors. For the last decade banks have suffered from low lending spreads, even though they pay 
depositors almost nothing on savings. An increase in interest rates of 1% to 2% could raise lending 
spreads by as much as 0.5% to 1%, leading to a very significant increase in bank profits. 
 
Even though insurance companies have diversified their investment portfolios, they are still 
overwhelmingly invested in bonds, which make up about 70% of their assets.  While as noted above 
they would take a “hit” on their current portfolios (if unhedged) they would have the opportunity to 
invest new funds and maturing bonds in higher yielding instruments, leading to better returns over time. 
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Companies with Mountains of Cash Could be Winners 
 
 
 
Companies like Microsoft, Apple and 
Alphabet are sitting on billions of dollars of 
cash, mostly invested at very low rates of 
return. Higher rates would boost those 
returns allowing these companies to raise 
dividends, buy back stock or purchase other 
companies more easily.  
 
 
 
 
 
Price Makers will Outpace Price Takers 
 
In inflationary environments the ability to raise prices quickly is a huge advantage. Price takers, selling 
commodity or highly competitive products can find themselves in a situation where prices rise more 
slowly than their costs, compressing profit margins. Price makers, which have competitive advantages 
and sell necessary products, can easily increase prices to end users to match inflation. Price makers tend 
to operate in highly concentrated industries with few major competitors.  
 

 

Part 4: Our response to the current inflation scare 
 
Bonds 

• Our current portfolio has an average maturity under 4 years: we can roll over into higher rates if 
they emerge. 

• We use floating rate bonds and preferred shares to hedge against rising rates. 

• We maintain our focus on credit quality and use bonds as defensive holdings. 
 
Stocks 

• In uncertain times, diversification becomes even more important to manage risk. 

• Growth opportunities remain better in the US than in Canada. 

• The high Canadian dollar makes US stocks more attractive at this time. 

• In uncertain times, quality is a winning bet. Low quality and speculative issues are already in 
sharp decline. 
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Important Information 
 
Baskin Financial Services Inc. believes that all information contained in this presentation is correct as of 
the date of writing. However, Baskin Financial Services Inc. makes no legal representation or warranty as 
to the completeness or accuracy of any such information and assumes no obligation to update or 
correct errors in any such information. Investors should not rely on any information contained in this 
presentation. 
 
All research, analysis, reports, estimates, commentary, information, data, opinions and news 
(collectively, the Research) are provided in this presentation for general informational purposes only 
and do not address the circumstances of any particular investor. All Research has been prepared and 
supplied by independent third parties that are not affiliated with Baskin Financial Services Inc. and 
accordingly may not have been, and no representation is made that such Research has been, prepared 
in accordance with Canadian disclosure requirements. Neither the Research nor the profiles of the third-
party research providers have been endorsed or approved by Baskin Financial Services Inc., and Baskin 
Financial Services Inc. is not responsible for the content thereof or for any third party products or 
services. Any information set forth on this presentation has been obtained from sources that Baskin 
Financial Services Inc. considers to be reliable and is based on present circumstances, market conditions 
and beliefs. Any information provided by any third party are solely those of such third party and not of 
Baskin Financial Services Inc., and Baskin Financial Services Inc. accepts no liability in respect thereof.  
 
Except where otherwise expressly stated, the entire contents of this presentation are © copyright 2021,  
Baskin Financial Services Inc. All rights reserved. 
 
Baskin Wealth Management is a registered business name of Baskin Financial Services Inc. 
 


