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State Of the Markets: Inflation---Higher For Longer

Step 1: Identify A Macro Theme
Is the Recent Spike In Inflation Transitory Or Is Inflation Higher For Longer!

50 Years of Inflation
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SOM Macro Strategies

State Of the Markets: Inflation---Higher For Longer

Step 1: Identify A Macro Theme
Three Factors Could Push Inflation Higher For Longer

Three Factors That Have Been Headwinds To Inflation Are Now Tailwinds

Part 1: Era Of Cheap Labor Is Over

Part 2: Current Tight Housing Markets Reflect The Same Demographics
Factor As The 70s

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption
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State Of the Markets: Inflation---Higher For Longer
Part 1: Era Of Cheap Labor Is Over

Step 2: Fundamental Economic Framework

Nominal Labor Wage Growth Has Started To Accelerate After Decline Starting In The Late 90s

Non Farm Private Sector Production And Non-Supervisory Hourly Wages1

Private Sector, Hourly Wage Growth
(YoY weighted)
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State Of the Markets: Inflation---Higher For Longer
Part 1: Era Of Cheap Labor Is Over

Step 2: Fundamental Economic Framework

China’s Entry Into WTO Unleased 700 MM Cheap Laborers Onto the US Labor Markets 1,2,3

China’s Supply of Cheap Labor Dwarfed That Of The US China FX Currency Made Chinese Labor And Exports Even Cheaper
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State Of the Markets: Inflation---Higher For Longer
Part 1: Era Of Cheap Labor Is Over

Step 2: Fundamental Economic Framework

Cheap Cheap Imports Put Pressure On US Labor Wages And Jobs Creating The “Rust Belt”

US Manufacturing Was Gutted And Created The Rust Belt With! Median Incomes Below the Pre-China Era And Vs The Rest of The US

China Import To US and US Manufacturing Employment
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State Of the Markets: Inflation---Higher For Longer
Part 1: Era Of Cheap Labor Is Over

Step 2: Fundamental Economic Framework

Chinese Export Pressure Has Ebbed Reducing The Downward Wage Pressure On US Labor Wages

Supply Of Cheap Labor From China Is Falling....! Has Lead To Imports Flatlining And US Wages Inflation?

Changes In The Education Level Of Chinese Workforce Since China Imports To The US And Low Skilled US Real Wages
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State Of the Markets: Inflation---Higher For Longer
Part 1: Era Of Cheap Labor Is Over

Step 2: Fundamental Economic Framework

Tariffs, Inflation, and Stronger FX Has Helped As Well By Increasing Import Costs From China

Cost Of Imports Have Risen With Tariffs and With Appreciating Currency and Higher Production Costs In China

China FX and Producer Price Index
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 1: Identify A Macro Them
Does The Spike In HPA Mean Inflation Is Headed To The 1970s, In Contrast To The Last 35 Years?!

The History Of Housing Price Appreciation (HPA) And Consumer Inflation (CPI)

50 Years of Inflation And Housing Price Appreciation (HPA)
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

Yes, It Could: Then As Now, The Housing Market And Inflation Reflect The Same Demographic Factor

The History Of Housing Price Appreciation (HPA) And Consumer Inflation (CPI)

Housing Growth, Prime Home Buyer Population And HPA
(5-Year Periods)
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

In The 70s, Housing Demand Outstripped Supply Pushing Up HPA!

Demographics Driven Demand For Housing Was Growing Which Drove Housing Prices And Inflation Higher

Housing Starts, Prime Home Buyer Population And HPA 20% Housing Price Appreciation (HPA) and CPI 20%
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

So, What happened The Last 35 Years?... Changes In Calculation of CPI And Demographics!

HPA And Inflation Have NOT Been Correlated Since 1985 Because.. HPA Was Replaced In CPI With Owners Equivalent Rent (OER)

Inflation And Housing Price Appreciation (HPA)

Housing Price Appreciation (HPA), Owners Equivalent
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

In The 70s, Using HPA or OER Did Not Matter Because Both Went Up Reflecting Demographics

Rental Inflation Followed HPA Higher...!? As Tight Housing Markets Pushed Down Rental Vacancy Rates?
g g 4
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

However, Rent Inflation Fell Post The Change As Rental Vacancy Rates Soared Even While HPA Rose..

Post The Early 80s, HPA Did Not Impact Rent Inflation...!? Because Rental Vacancy Rates Rose 1

Housing Growth, Prime Home Buyer Population And HPA Rent Inflation And Rental Vacancy Rates
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

Driven By The Subprime Underwriting That Pushed Ownership Rates Up, Pushing Down Rental Demand

Loosening Standards Allowed Borrowers To Afford Rising HPA ! And Created The Subprime Crisis?
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State Of the Markets: Inflation---Higher For Longer

Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

However, That Has Changed As The Housing Market Reflects Similar Demographic Factor As The 70s

As In The 70s, Demographics Are Increasing Housing Demand..!

Housing Growth, Prime Home Buyer Population And HPA
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 2: Fundamental Economic Framework

Inflation Should Rise As Falling Rental Vacancy Rates Are Just Now Being Reflecting In Rental Rates

Housing Vacancy Rates Are Similar Levels Of The 70s...!
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 1: Identify A Macro Theme

What Happens If The Mountain Of Stimulus Driven Cash/Wealth Turns Into Consumption?

Stimulus/Wealth Creation Has Had Little Impact On Consumption!-*3

Growth In Fiscal & Monetary Policy, Household Wealth , GDP And Consumption
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 2: Fundamental Economic Framework

Historical Levels of Stimulus Were Needed To Offset The Depression Level Economic Impact Of COVID

Consumption Fell As The Risk of COVID Was Revealed In NYC!? The Economy Fell Substantially More Than In The GFC?*?

COVID Deaths In NYC And National Personal Consumption Economic Recession COVID vs Subprime
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 2: Fundamental Economic Framework

Stimulus Fail To Hold The Fall In Consumption Resulting In The Plunge in Velocity of Money

Consumption Fell Even Though Incomes Rose=Savings Rose....! As A Result, Velocity Fell to Historical Lows?>*
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 2: Fundamental Economic Framework

As A Result, Increase Savings Completely Offset The Impact of The Rise in COVID Transfer Payments

Net Savings Has Followed Government Deficits!
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 2: Fundamental Economic Framework

Stimulus Failed To Push Up Consumption Because Households Saved And Banks Did Not Lend!*?

The Failure of QE: QE Increased Cash, Households Saved It And Deposited In Banks, But Banks Chose To Hold It As Cash And Not Lend It Out
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 3: ldentify Potential Repricing Catalysts
The Deployment of Vaccines And The Ebbing of Covid Could Provide A Tailwind To Growth....

Exposed Population Fall As Cases And Vaccine Rates Rise....!"2 Accordingly, The Wave Will Soon Burnout??

COVID Casees Vs Personal Behavior Change In Time At Work And GDP Growth Since Jan 2020
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 3: ldentify Potential Repricing Catalysts
Savings And Wealth Are Beginning To Be Turned Into Consumption With The Fall In COVID Concerns

. . . Deficits Will Be Difficult To Fund As Top Earners Have Less To
1
Income Decline For Top Earners Will Be Subnational... Saye?
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 3: ldentify Potential Repricing Catalysts

As It Moves Income From Savers To Spenders

The 1% Are The Savers, While Lower Incomes Consume! Tax The 1% Could Spur Total Consumption?
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State Of the Markets: Inflation---Higher For Longer

Part 3: Mountain of Stimulus Driven Cash/Wealth Turns Into Consumption

Step 3: ldentify Potential Repricing Catalysts

Inflation Could Surge If Households Turn Cash Into Consumption’
35%
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Zillow rent index

Turning The Mountain of Cash/Wealth Into Consumption Adds To Forces Already Driving Up Inflation
Adding A Tailwind For Inflation To That of Labor And Housing??

Factors That Drive Inflation

==] ow Skill Service Avg Hourly Earnings

e=7jillow Rent Index
e=Housing Price Appreciation

Jan-21  Jul-21
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State Of the Markets: Inflation---Higher For Longer
Part 1: Era Of Cheap Labor Is Over

Step 3: ldentify Potential Repricing Catalysts
The Ebbing Of The COVID Wave Revealed The Growing Pricing Power of Low Skill Labor!

Low Skill Labor Is Still Below Pre-COVID Levels... Even As Wages For Unskilled Labor Are Up 15% From Pre-COVID

Total Private Nonfarm Employment By Sector And Skill Average Weekly Earnings: Leisure and Hospital Industry
(Thousands of Employed)
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State Of the Markets: Inflation---Higher For Longer

Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 3: ldentify Potential Repricing Catalysts

Boomer “Boomlet” Will Continue To Create Increasing Demand For Housing And Push Up Inflation

Growth In Prime Home Buyer Populations And Continue To Tighten The Housing Market Pushing Up Rental Rates!?

Housing Growth, Prime Home Buyer Population And HPA
(5-Year Periods)
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State Of the Markets: Inflation---Higher For Longer
Part 2: Current Tight Housing Markets Reflect The Same Demographic Factor As The 70s

Step 3: ldentify Potential Repricing Catalysts
Interaction Amongst These Factors Also Contributed To Pushing Inflation Higher

Workers Demanded Higher Wages To Pay For Higher Housing Prices ...'?3 To Afford Rising Rent Inflation?

Housing Price Appreciation and Wage Inflation Rent Inflation And Wage lnﬂahtion
(Rolling Two Year Annual Percentage Change) (Rolling Two Year Annual Percentage Change)
20% — — 12% — —  —
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16%
8%
12%
6%
8%
4%
4% /J/
2%
0% 0%
Dec-58 Dec-62 Dec-66 Dec-70 Dec-74 Dec-78 Dec-82 Dec-58 Dec-62 Dec-66 Dec-70 Dec-74 Dec-78 Dec-82
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State Of the Markets: Inflation---Higher For Longer

Step 4: ldentify Asymmetric Trades
Trade 1: Buy Payer Swaptions!

Trade Thesis Payouts Look Attractive For Big Rate Moves

Buy 2/10 50 bp OTM payer swaption
* Biden tax polices/spending or inflation will drive interest rates
substantially higher
* Tax policies could push real rates higher by reducing income inequality
and putting more pressure on deficit financing

* Inflation could rise

— US wages could rise from the ebbing of the downward pressure from cheap China
labor

— Housing HPA leads to rental inflation
— Massive money supply/government spending/wealth growth turns into a surge of
consumption

Swaption Vol Is Are Below Average Levels After The Sell-off

Swaption Implied Volatility (1/10yr)
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Payout Ratio
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State Of the Markets: Inflation---Higher For Longer

Step 4: ldentify Asymmetric Trades
Trade 2: Buy Curve Caps!

Curve Could Steepen If The Fed is On Hold And Longer End Sell-off

Implied Vol On Curve Caps Are Cheap Because of Correlations

Fed Funds And 10-2 Swap Curve

Normal Implied bp Volatility Swaptiosn Vs Curve Caps
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Copyright (¢c) SOM Macro Strategies. 2021. All rights reserved. The information
contained herein has been obtained from sources believed to be reliable, but is not
necessarily complete and its accuracy cannot be guaranteed. No representation or
warranty, express or implied, is made as to the fairness, accuracy, completeness, or
correctness of the information and opinions contained herein. The views and the other
information provided are subject to change without notice. This report has been created
without regard to the specific investment objectives, financial situation, or particular
needs of any specific recipient and are not to be construed as a solicitation or an offer to
buy or sell any securities or related financial instruments. Past performance is not
necessarily a guide to future results. Company fundamentals and earnings may be
mentioned occasionally, but should not be construed as a recommendation to buy, sell, or
hold the company’s stock. SOM Macro Strategies accepts no liability for any damage
caused by any virus transmitted by this company’s emails, website, blog and Apps.
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