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Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. We publish asset allocation thoughts on a weekly basis in this report, updating the
report every Friday, along with an accompanying podcast and chart book.
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One key worry for investors these days is whether massive fiscal stimulus, loose monetary
policy, and accelerating economic growth will spark runaway inflation. That concern has been a
major factor in driving down fixed income prices and boosting bond yields since the beginning
of the year. However, we’ve been arguing that any acceleration in consumer prices this year is
likely to be fleeting. Much of the expected rise in inflation will simply reflect “base effects” as
current prices are compared to the extraordinarily weak prices at the beginning of the
coronavirus pandemic one year ago. In spite of recent supply chain disruptions, such as the
February freeze in Texas and the grounding of the Ever Given container ship in the Suez Canal,
there’s also a lot of excess industrial capacity and unused labor in the U.S. and other major
developed countries. The overall high availability of resources will likely help keep a lid on
inflation for some time to come. In this report, we discuss yet another factor that will probably
hamper inflation: population aging.

As shown in the chart below, a study we recently conducted suggests that when a country has a
higher median age, it tends to have lower inflation in the coming years. Our study looked at the
median ages and inflation experience over time for a sample of 10 major economies, each of
which has a relatively comparable measure of “core” consumer inflation (consumer price
changes excluding the volatile categories of food and energy). Countries in the sample ranged
from developed nations like the U.S., Japan, and France to “emerging” or recently developed
markets like Mexico, South Korea, and Israel. Across the sample, our study showed that for
every additional year of median age, a country’s average annual inflation rate over the coming
five years declined by approximately 0.2%. Similar inflation declines were noted for forward
periods ranging from one to 15 years. For perspective, a one-year rise in median age is what the
U.S. experienced when its median age increased from 37.3 years in 2013 to 38.3 years in 2020.
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Median Age vs. Core Inflation Next 5 Years
Source: UN Population Division, Haver Analytics
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Our analysis suggests population aging holds down inflation primarily through the mechanism of
weaker demand. A separate study that we’ve conducted shows that at least in large, developed
countries such as the U.S., people tend to reduce their consumption spending as they approach
and then enter retirement (see chart below). As birth rates fall, average ages increase, and a
greater share of the country’s population enters pre-retirement or retirement. Overall
consumption expenditures then grow more slowly than they otherwise would, and the weakening
in demand makes it harder for companies to raise prices.

Average After-Tax Income & Spending by Age
Year Ended June 2019
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To be sure, plenty of factors can have a bigger impact on inflation in the near term, such as the
base effects, fiscal stimulus, and supply disruptions mentioned above. That explains why the
estimated equation in the first chart has a relatively low “R?” (a measure of how well the
equation fits the relationship; an equation with a strong fit would have an R? of 0.60 or more).
Population aging is probably best thought of as an important background factor inhibiting
inflation over the longer term, much like technological innovation or globalization. Population
aging is to inflation what a big luggage carrier on the roof of your car is to your top speed: along
with the size of your engine, your tire pressure, and other factors, it’s one of many things that can
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limit just how fast your car can go. That’s why we think falling birth rates and rising median
ages in countries across the world should help convince investors that persistently high inflation
probably won’t be a problem until further in the future.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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