Inflation Series Part 4: Cyclical
inflation
Introduction
This is the 4th instalment of our series on assessing inflation. In the previous edition the concept of structural inflation
was analysed. In this segment, the attention turns to cyclical inflation. As done previously, we will suggest some
cyclical indicators of inflation that we believe are important to look at in order to assess inflation over the business
cycle.

Cyclical inflation: what is it and why it matters
Cyclical inflation, unlike structural inflation, is influenced by factors that correspond to the business cycle. This makes
cyclical inflation shorter term and less prone to trending behaviour. Cyclical indicators usually also respond quicker to
changing business conditions over the cycle. They are therefore likely to be associated with current demand activity,
particularly consumer spending rather than supply side factors which are usually slower changing. The greater
correspondence with demand activity is particularly useful as this can provide adequate warning before inflation
emerges over the cycle.
As with the structural indicators in the previous instalment, we limit the set of cyclical signals here by testing a
sufficiently broad set of indicators. There are usually more indicators available to signal cyclical inflation and therefore
the list in table 4.1 below, is more extensive. Whichever ones are selected, they should possess similar core attributes:
they should move in accordance to the business cycle, respond quicker to changed conditions and be transitory in
impact.
While it is useful to distinguish between cyclical and structural inflationary pressures, there is also another reason to
be aware of the degree of cyclical inflation. This is because the factors that influence cyclical inflation could escalate to
such a high threshold that they affect the long term demand trends of the economy. This will likely lead to changes in
long term net demand and hence impact structural inflation. (Remember in Part 3, any significant change to the long
term balance of demand and supply can cause structural inflation to change.)

Indicators of cyclical inflation
We settled on three cyclical indicators as our primary guiding signals. However to be prudent, we suggest monitoring
the other ones on our expanded list in Table 4.1 as well, to affirm the findings of the recommended signals or as a
point of feedback to enable further analysis or testing.
Given that inflation is associated with consumer spending, a natural starting point is to parse through consumption
related indicators. One of our preferred measures after extensive testing is the volume of personal consumption
reported monthly. As can be seen in Chart 4a its growth rate tends to be cyclical. More importantly, its movements
especially key turning points, appear to precede similar phases for inflation. When comparing cyclical indicators with
cyclical inflation it can be difficult to detect the pattern on charts alone because it is only the cyclical components (short
term peaks and troughs) that correspond. That is why additional testing with quantitative methods such as
econometric analysis can be helpful.
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Chart 4a. Real personal consumption growth and cyclical inflation
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Our second cyclical indicator is based on the concept that inflation is ultimately a function of net demand imbalances.
The indicator chosen measures the extent of demand in excess of supply by combining new orders (demand) with the
utilisation rate of industrial capacity (supply, see Chart 4b). Although capacity available, being a supply factor, will tend
to change slowly, the degree of how it is utilised reacts more in line with the business cycle. We believe this net
measure will provide a more effective signal than the individual gross constituents alone. For example, rising new
orders might not raise net demand sufficiently to impact inflation if industrial utilisation is low. Conversely even below
average rates of new orders could push up cyclical inflation if production capacity is already heavily used in the short
term.
Chart 4b. Industrial net demand and cyclical inflation
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Our final cyclical indicator is global commodity prices. In the previous instalment of our series, we discussed how
sudden sharp changes in the supply of these indicators tend to affect inflation structurally. On the other hand, cyclical
movements tend to be more gradual and reflect the natural balance between normal demand and supply forces. Our
selected cyclical indicator, commodity prices, was found to be highly informative in guiding our assessment of cyclical
inflation (see Chart 4c). Our preferred measure is the CRB’s 1 composite index of world commodity spot prices.
Chart 4c. Global commodity price growth and cyclical inflation
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1 Commodity Research Bureau http://www.crbtrader.com/
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Table 4.1 Suggested list of cyclical Inflation Indicators

Demand side

Supply side

Real consumption growth
Consumer credit growth
Retail sales
Consumer durable goods orders
Business surveys e.g. ISM prices
Consumer confidence surveys

Global commodity price growth
Labour Force indicators
— Hourly wage growth
— Employment growth

Net Demand
Net industrial demand
(Industrial new orders combined
with Industrial utilisation rate)

Conclusion
As we have done with structural indicators we have combined these indicators into a composite cyclical inflation
indicator – in our case combining real personal consumption, net industrial demand and global commodity prices.
Obviously a weighting system had to be designed. This cyclical inflation indicator also has a place in our inflation
scorecard.

Further readings
With the preceding discussion completed, you can now read more on how we apply this framework to guide our
investment process. But before that, we need to address some concerns that tend to be raised whenever a discussion
on assessing inflation arises. This will be in Part 5 of our inflation series.

STRICTLY CONFIDENTIAL

Important information
This information is confidential and intended for the audiences as indicated. It is not to be distributed to, or disclosed to retail investors.
The views expressed represent the Manager’s as of the date indicated, and should not be considered a recommendation to buy, hold, or sell any
security, and should not be relied on as research or investment advice. Views are subject to change without notice.
This document has been created solely for initial general information purposes only. The information in this document is not, and should not be
construed as, an advertisement, an invitation, an offer, a solicitation of an offer or a recommendation to participate in any investment strategy or
take any other action, including to buy or sell any product or security or offer any banking or financial service or facility in any jurisdiction where it
would be unlawful to do so.. The information presented is not intended and should not be construed to be a presentation of information for any
pooled vehicle including U.S. mutual funds, This document has been prepared without taking into account any person’s objectives, financial
situation or needs. Recipients should not construe the contents of this document as financial, investment or other advice. It should not be relied on
in making any investment decision.
Future results are impossible to predict. This document contains opinions, conclusions, estimates and other forward-looking statements which are,
by their very nature, subject to various risks and uncertainties. Actual events or results may differ materially, positively or negatively, from those
reflected or contemplated in such forward-looking statements. Past performance is not a reliable indicator of future performance. Investing involves
risk including the possible loss of principal.
This document does not contain all the information necessary to fully evaluate any investment program, and reliance should not be placed on the
contents of this document. Any decision with respect to any investment program referred to herein should be made based solely upon appropriate
due diligence by the prospective investor. The investment capabilities described herein involve risks due, among other things, to the nature of the
underlying investments. All examples herein are for illustrative purposes only and there can be no assurance that any particular investment objective
will be realized or any investment strategy seeking to achieve such objective will be successful.
No representation or warranty, express or implied, is made as to the accuracy or completeness of the information, opinions and conclusions
contained in this presentation. In preparing this presentation, reliance has been placed, without independent verification, on the accuracy and
completeness of all information available from external sources.
To the maximum extent permitted by law, none of the entities under Macquarie Investment Management nor any other member of the Macquarie
Group nor their directors, employees or agents accept any liability for any loss arising from the use of this presentation, its contents or otherwise
arising in connection with it.
Other than Macquarie Bank Limited (MBL), none of the entities noted in this presentation are authorised deposit-taking institutions for the purposes
of the Banking Act 1959 (Commonwealth of Australia). The obligations of these entities do not represent deposits or other liabilities of MBL. MBL
does not guarantee or otherwise provide assurance in respect of the obligations of these entities, unless noted otherwise.
Please see important notes at the end of this document for further information.

For more information go to macquarie.com/investment-management
Americas
Market Street, Philadelphia
T: 215 255 1200
E: mim.americas@macquarie.com

Asia
Harbor View, Hong Kong
T: 852 3922 1256
E: macquarie.funds.hk@macquarie.com

Australia
Martin Place, Sydney
T: 1800 814523
E: mim@macquarie.com

Europe/Middle East/Africa
Ropemaker Place, London
T: 44 020 3037 2049
E: mim.emea@macquarie.com

The following registered investment advisers form part of Macquarie Group’s investment management business, Macquarie Investment
Management: Macquarie Investment Management Business Trust, Macquarie Funds Management Hong Kong Limited, Macquarie Investment
Management Austria Kapitalanlage AG, Macquarie Investment Management Global Limited, Macquarie Investment Management Europe Limited,
and Macquarie Capital Investment Management LLC.
The views expressed represent the Manager’s as of the date indicated, and should not be considered a recommendation to buy, hold, or sell any
security, and should not be relied on as research or investment advice. Views are subject to change without notice. Diversification may not protect
against market risk.
For recipients in the United States: This information may only be used with institutional investors. Macquarie Asset Management (MAM) offers a
diverse range of products including securities investment management, infrastructure and real asset management, and fund and equity-based
structured products. Macquarie Investment Management (MIM) is the marketing name for the following registered investment advisers: Macquarie
Investment Management Business Trust (MIMBT), Macquarie Funds Management Hong Kong Limited, Macquarie Investment Management Austria
Kapitalanlage AG, Macquarie Investment Management Global Limited, Macquarie Bank International Limited, and Macquarie Capital Investment
Management, Inc.
Institutional investment management is provided by Macquarie Investment Management Advisers (MIMA), a series of MIMBT. MIMBT is a U.S.
registered investment advisor, and may not be able to provide investment advisory services to certain clients in certain jurisdictions.
Within the European Economic Area, this document is a financial promotion distributed by Macquarie Investment Management Europe Limited
(MIMEL) to Professional Clients or Eligible Counterparties defined in the Markets in Financial Instruments Directive 2004/39/EC. MIMEL is
authorised and regulated by the Financial Conduct Authority. MIMEL is incorporated and registered in England and Wales (Company No. 09612439,

STRICTLY CONFIDENTIAL

Firm Reference No. 733534). The registered office of MIMEL is Ropemaker Place, 28 Ropemaker Street, London, EC2Y 9HD. The investment
capabilities described herein are managed by Macquarie Investment Management Europe Limited (MIMEL), with day-to-day management
responsibilities sub-delegated to relevant affiliated managers.
In Switzerland this document is distributed by Macquarie Bank Limited Zurich Representative Office. In Switzerland this document is directed only
at qualified investors (the “Qualified Investors”), as defined in the Swiss Collective Investment Schemes Act of 23 June 2006, as amended (“CISA”)
and its implementing ordinance. Zurich Representative Office, Claridenstrasse 41, 8002 Zurich, Switzerland.
For recipients in Australia: This document is provided by Macquarie Investment Management Global Limited (ABN 90 086 159 060 Australian
Financial Services Licence 237843) solely for general informational purposes. This document does not constitute a recommendation to acquire, an
invitation to apply for, an offer to apply for or buy, an offer to arrange the issue or sale of, or an offer for issue or sale of, any securities in Australia.
This document has been prepared, and is only intended, for ‘wholesale clients’ as defined in section 761G of the Corporations Act and applicable
regulations only and not to any other persons. This document does not constitute or involve a recommendation to acquire, an offer or invitation for
issue or sale, an offer or invitation to arrange the issue or sale, or an issue or sale, of interests to a ‘retail client’ (as defined in section 761G of the
Corporations Act and applicable regulations) in Australia.
For recipients in PRC: Macquarie is not an authorized securities firm or bank in the People’s Republic of China and does not conduct securities or
banking business in the People’s Republic of China.
For recipients in Hong Kong: This document is provided by Macquarie Funds Management Hong Kong Limited (CE No. AGZ772) (MFMHK), a
company licensed by the Securities and Futures Commission for the purpose of giving general information in relation to the strategy(ies) described
herein. The information contained in this presentation is provided on a strictly confidential basis for your benefit only and must not be disclosed to
any other party without the prior written consent of MFMHK. If you are not the intended recipient you are not authorised to use this information in
any way. This presentation does not, and is not intended to, constitute an invitation or an offer of securities, units of collective investments schemes
or commodities (or any interests in any index thereof) for purchase or subscription in Hong Kong. The information in this presentation is prepared
and only intended for professional investors and not to any other person. This presentation has not been approved or reviewed by the Securities
and Futures Commission.
For recipients in Japan: This document is provided by Macquarie Asset Management Japan Co., Ltd., a Financial Instruments Business Operator:
Director General of the Kanto Local Finance Bureau (Financial Instruments Business) No. 2769 (Member of Japan Investment Advisers
Association). This presentation does not, and is not intended to, constitute an invitation or an offer of securities in Japan. The securities have not
been and will not be registered under the Financial Instruments and Exchange Act of Japan. None of the securities may be offered or sold, directly
or indirectly, in Japan or to, or for the benefit of, any resident of Japan (which term means any person resident in Japan, including any corporation or
other entity organized under the laws of Japan), or to others for re-offering or resale, directly or indirectly, in Japan or to a resident of Japan, except
pursuant to an exemption from the registration requirements of, or otherwise in compliance with, the Financial Instruments and Exchange Act of
Japan and in compliance with any other applicable laws and regulations of Japan.
For recipients in Korea: This document is provided at the specific request of the recipient who is a person specified under Article 101(2) of the
Presidential Decree of the Financial Investment Services and Capital Markets Act (Act) without any solicitation by Macquarie. Therefore, this
document may not be distributed, either directly or indirectly, to others in Korea. The person receiving this document represents and warrants that if
it receives this document, it is a professional investor as defined under the Act. No member of the Macquarie Group makes any representation with
respect to the eligibility of any recipients of this presentation to acquire the products or services therein under the laws of Korea, including but
without limitation the Foreign Exchange Transactions Act and Regulations thereunder. The products and services have not been registered under
the Act, and none of the interests may be offered, sold or delivered, or offered or sold to any person for re-offering or resale, directly or indirectly, in
Korea or to any resident of Korea except pursuant to applicable laws and regulations of Korea.
For recipients in Malaysia, Taiwan, The Philippines: This document is provided at the specific request of the recipient
For recipients in Singapore: The Strategies which are the subject of this document do not relate to a collective investment scheme which is
authorised under section 286 of the Securities and Futures Act, Chapter 289 of Singapore (the “SFA”) or recognised under section 287 of the SFA.
The Strategies are not authorised or recognised by the Monetary Authority of Singapore (the “MAS”) and shares are not allowed to be offered to the
retail public. Each of this document and any other document or material issued in connection with the document is not a prospectus as defined in
the SFA. Accordingly, statutory liability under the SFA in relation to the content of prospectuses would not apply. You should consider carefully
whether the investment is suitable for you. This document has not been registered as a prospectus with the MAS. Accordingly, this document and
any other document or material in connection with the offer or sale, or invitation for subscription or purchase, of shares may not be circulated or
distributed, nor may shares be offered or sold, or be made the subject of an invitation for subscription or purchase, whether directly or indirectly, to
persons in Singapore other than (i) to an institutional investor under Section 304 of the SFA, (ii) to a relevant person pursuant to Section 305(1), or
any person pursuant to Section 305(2), and in accordance with the conditions specified in Section 305 of the SFA, or (iii) otherwise pursuant to, and
in accordance with the conditions of, any other applicable provision of the SFA.
To the maximum extent permitted by law, neither MIMBT nor any member of the Macquarie Group nor their directors, employees or agents accept
any liability for any loss arising from the use of this presentation, its contents or otherwise arising in connection with it.
Macquarie Group, its employees and officers may act in different, potentially conflicting, roles in providing the financial services referred to in this
document. The Macquarie Group entities may from time to time act as trustee, administrator, registrar, custodian, investment manager or
investment advisor, representative or otherwise for a product or may be otherwise involved in or with, other products and clients which have similar
investment objectives to those of the products described herein. Due to the conflicting nature of these roles, the interests of Macquarie Group may
from time to time be inconsistent with the Interests of investors. Macquarie Group entities may receive remuneration as a result of acting in these
roles. Macquarie Group has conflict of interest policies which aim to manage conflicts of interest.

STRICTLY CONFIDENTIAL

All third-party marks cited are the property of their respective owners.
© 2018 Macquarie Group Limited
January 2018
ID# 302946

STRICTLY CONFIDENTIAL

