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Inflation matters
Key takeaways

» Many consumers and investors have trouble coming to grips with the concept of “topline” versus “core” inflation
and why our central bankers are so highly focused on one and not the other.

* We believe the financial markets are underestimating the negative impact that higher rates will have on economic
growth and corporate earnings.

Our elected officials and central bankers are often concerned when inflation is high and costs are on the rise. When their
constituents are forced to pay higher prices for items they use every day like gasoline and food, legislators typically make
an attempt to get to the bottom of what is causing the problem. Central bankers, on the other hand, tend to be trained
economists who pay more attention to inflationary components that monetary policy can at least somewhat influence.
Supply relative to demand is their key consideration.

Many consumers and investors have trouble coming to grips with the concept of “topline” versus “core” inflation and why
our central bankers are so highly focused on one and not the other. Recall that the Federal Reserve (Fed) targets core
inflation when setting longer-term goals. Core inflation excludes the effects of food and energy. The natural question is,
why would the Fed not be more focused on rising cost pressures of items we all use every day? The reason is that monetary
policy generally has little effect on food prices as people are going to eat whether the economy is good or bad. Plus, food
prices like grains are largely tied to weather patterns, something Fed policy can’t influence. Energy can also be a weather
market. Think hurricanes knocking out oil and gas production. In addition, Organization of the Petroleum Exporting
Countries (OPEC) cartel production decisions heavily influence oil prices.

How the Fed addresses inflation affects the financial markets. With its inflation goal of 2% over the long term, our U.S.
central bankers adjust rates in an effort to influence demand. With inflation currently well above the long-term target, the
Fed is hiking rates to slow the economy by cooling demand. A slower economy and easing demand typically result in less
earnings for businesses. Stocks trade on earnings over the long haul. Investors know that when the Fed wants borrowing
and spending to cost more, growth likely will eventually suffer in our credit-driven economy. That typically leads to
headwinds for the equity market. For example, the current quarter looks set to post a third straight quarter of earnings
contraction. That is why we focus on sectors where valuations and long-term revenue prospects look attractive.

Bonds also trade off of anticipated growth and inflation. A higher-for-longer inflation environment would typically be
reflected by higher yields. The 10-year Treasury security is a good example. Yields have risen as the economy has
continued to grow and core inflation remains “sticky.” However, we anticipate that at some point over the next 18 months,
growth, inflation, and yields will ease as the economy slips into recession. We currently favor adding fixed-income
exposure to portfolios to lock in longer-term yields.

Inflation matters. We believe the financial markets are underestimating the negative impact that higher rates will have on
economic growth and corporate earnings.
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Risk considerations

Each asset class has its own risk and return characteristics. The level of risk associated with a particular investment or asset class generally correlates with the level of return the investment or asset
class might achieve. Stock markets are volatile. Stock values may fluctuate in response to general economic and market conditions, the prospects of individual companies, and industry sectors.
Bonds are subject to market, interest rate, price, credit/default, liquidity, inflation, and other risks. Prices tend to be inversely affected by changes in interest rates. Although Treasuries are
considered free from credit risk, they are subject to other types of risks. These risks include interest rate risk, which may cause the underlying value of the bond to fluctuate.

General Disclosures

Global Investment Strategy (GIS) is a division of Wells Fargo Investment Institute, Inc. (WFII). WFIlis a registered investment adviser and wholly owned subsidiary of Wells Fargo Bank, N.A., a bank
affiliate of Wells Fargo & Company.

The information in this report was prepared by Global Investment Strategy. Opinions represent GIS’ opinion as of the date of this report and are for general information purposes only and are not
intended to predict or guarantee the future performance of any individual security, market sector or the markets generally. GIS does not undertake to advise you of any change in its opinions or the
information contained in this report. Wells Fargo & Company affiliates may issue reports or have opinions that are inconsistent with, and reach different conclusions from, this report.

The information contained herein constitutes general information and is not directed to, designed for, or individually tailored to, any particular investor or potential investor. This report is not
intended to be a client-specific suitability or best interest analysis or recommendation, an offer to participate in any investment, or a recommendation to buy, hold or sell securities. Do not use this
report as the sole basis for investment decisions. Do not select an asset class or investment product based on performance alone. Consider all relevant information, including your existing portfolio,
investment objectives, risk tolerance, liquidity needs and investment time horizon. The material contained herein has been prepared from sources and data we believe to be reliable but we make no
guarantee to its accuracy or completeness.

Wells Fargo Advisors is registered with the U.S. Securities and Exchange Commission and the Financial Industry Regulatory Authority, but is not licensed or registered with any financial services
regulatory authority outside of the U.S. Non-U.S. residents who maintain U.S.-based financial services account(s) with Wells Fargo Advisors may not be afforded certain protections conferred by
legislation and regulations in their country of residence in respect of any investments, investment transactions or communications made with Wells Fargo Advisors.

Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC and Wells Fargo Advisors Financial Network, LLC, Members SIPC, separate registered broker-dealers and non-bank
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