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I. Last Week (Barron’s) 

A. Fed Moving the Market 
1. Stocks: DJIA -3.4%; S&P 500 -1.9%; Nasdaq -.3%; Russell 2000 -4.2% 

a. Materials (XLB) -6.3% -- reflationary trade is reversing 
b. S&P 500 closed below 50-day moving average 

2. The yield curve flattened: 
a. The calendar for monetary tightening has sped up 

i. Dot plot indicates two rate hikes in 2023 – so short-term yields rose 
b. Week jobless claims on Thursday led to weaker growth estimates  

i. This resulted in a lower 10-year UST yield 
3. On Friday, St. Louis Fed Pres. Bullard said: 

a. The FOMC has started discussing tapering 
b. We would meet our inflation goals this year or next 

i. And there is upside risk to the Fed’s inflation forecasts 
4. Bank ETF (KBE) -6.9% (still up 19% YTD) (Barron’s) 

a. Negative news: 
i. Yield curve flattened 

ii. Jamie Dimon said trading activity likely dropped 38% 
iii. Nonfinancial companies sitting on $2T, so loan growth will be low 

b. Positive: This coming Thursday, banks should get good news about stress tests 
 

B. Fed Policy (Barron’s) 
1. Fed signaled an eventual move away from its current ultra-easy monetary stance 

a. Dot plot showed two moves in 2023; previously, it had shown none by 2023 
b. Powell said that they had finally begun talking about tapering 

2. Markets had been really calm: 
a. Stocks had been hitting new highs 
b. VIX had been in teens 
c. 10-year UST yield had dropped from 1.75% to 1.50% 

3. Bond market reaction was odd 
a. On Weds., 10-year yield increased (with idea that Fed raising rates sooner) 
b. On Thurs., short-end yields increased; longer-term yields decreased 

4. Possibility of a disinflationary environment resulted in decrease in commodity prices, 
stronger dollar, flatter yield curve  

a. Could have more volatility as Fed pronouncements become more important 
b. If lower 10-year UST yield means slower growth, we could see rotation 

i. From financials, energy and materials… 
1. To staples, utilities, and healthcare 

5. Fed’s balance sheet exceeded $8T this week 
6. Market closed below 50-day moving average 

 

https://www.barrons.com/articles/stock-market-hawkish-fed-51624052659?mod=past_editions
https://www.barrons.com/articles/bank-stocks-51624063096?mod=past_editions
https://www.barrons.com/articles/prepare-for-stock-market-volatility-51624031597?mod=past_editions
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II. Should We Worry About Inflation? 

A. Background 
The consumer price index has risen 5.0% (YoY) and the core CPI has risen 3.8%.  This was the 
largest increase since Aug. 2008 (+5.4%).  The PCE price index rose 3.6% YoY and the core PCE 
price index rose 3.1% YoY.  The inflation rate is now well above the 2% target (on the PCE index) 
that the Fed has set.  But, the 2% target is an average over a period of time that the Fed has not 
defined. 

Markets worry about inflation because the Fed has said that they will start to raise rates when 
(1) we reach maximum employment; (2) inflation has reached 2%; and (3) inflation is expected 
to remain above 2% for some time.  Low interest rates are a tremendous part of explaining why 
stocks are worth more now than they were prior to the pandemic.  As a result of its 
importance, I want to review some of the arguments that we should be fearful of inflation and 
the arguments that we have nothing to worry about. 

B. Don’t Worry  
Inflation is transitory.  We currently have large imbalances between supply and demand for 
various goods.  We also have frictions in the supply chain and hiring.  This is the result of pent-
up demand (returning sooner than expected), changing demand, and nearly $10T of fiscal 
expansionary policy.  These imbalances are inevitable when re-starting the economy and they 
will work themselves out over the next couple of years (as there is excess global capacity).  
Demand will weak as fiscal expansion slows.  (Wharton) A Wealth of Common Sense) 

Inflation expectations indicate that the market is expecting inflation to be transitory.  The 
five-year breakeven inflation rate is higher (~2.50%) than the five-year, five-year breakeven 
inflation rate.  This indicates that the market expects higher inflation in the next five years than 
we will see in the subsequent five years (years 6 – 10). 

It’s too early to worry!  Nobel Laureate Joseph Stiglitz argues that it’s way too early to predict 
an inflation problem, especially considering the deep uncertainty we still face: 

1. A pandemic-induced downturn w/ a disproportionately steep service-sector recession 
2. Unprecedented increases in inequality 
3. Soaring savings rates 
4. Global Covid concerns  (Project Syndicate) 

Labor market tightness will loosen up.  Many workers have been reluctant to go back to work 
because they have children that are not in school, they are afraid of the virus, or they are being 
paid as much (or more) to stay home.  As schools reopen in the fall, the virus subsides, and 
supplemental employment benefits end, workers will have the ability and the need to return to 
work.  And remember…the labor market may not be tight.  The unemployment rate is still 
elevated (5.8%) and the employment-to-population rate is still 4% lower than it was before the 
pandemic. 

https://knowledge.wharton.upenn.edu/article/inflation-what-lies-ahead/?utm_source=kw_newsletter&utm_medium=email&utm_campaign=2021-06-01
https://awealthofcommonsense.com/2021/06/predicting-inflation-is-hard/
https://www.project-syndicate.org/commentary/us-inflation-red-herring-by-joseph-e-stiglitz-2021-06
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We know how to end inflation.  If you consider the uncertainty as to whether inflation will be 
persistent as well as the fact that we have undershot our inflation goal for over ten years, we 
need to be patient.  If we’re wrong and inflation is persistently too high, the Fed knows how to 
slow inflation.  They will raise rates and slow the economy.  If, on the other hand, we fear 
inflation too soon, we will cut off our recovery, end all hope of a more inclusive economy 
(where lower-wage workers are brought back into the labor force), and expectations can 
become unanchored (to the downside).  There is more risk to acting quickly than to acting 
slowly. 

People are making repetitive arguments.  Many people complain about the expansionary fiscal 
policy and quantitative easing.  To some extent, they are double-counting with respect to the 
inflation effect.  When the government borrows an extra trillion dollars to spend and the Fed 
buys that debt (QE), an extra trillion dollars has entered the system, not two trillion dollars.  In 
addition, some people talk about both the expansionary fiscal policy and the increased savings 
that consumers have.  The increased savings have resulted from the expansionary fiscal policy.  
Finally, realize that savings don’t cause inflation and we do not know if consumers will spend 
their savings or hold them in fear of future downturns (much like people did after the Great 
Depression).  (Project Syndicate) 

We will return to equilibrium shortly for most goods.  The pandemic has simply time-shifted 
the production and consumption of various goods.  It may take some things a bit longer to 
return to equilibrium (if there is a long production cycle).  While employers are having to raise 
wages to entice people back to work (employers have to beat government benefits), this is a 
one-time shift up and wages will not continue to increase at this rate.  (Contrarian Edge)  

The baseline effect.  The high annual inflation rate is misleading because we’re comparing 
today’s prices to prices last May.  Last May, the country’s economy was largely shut down and 
demand was weak.  If you look at the two-year annual inflation rate for CPI, it’s 2.55%.  As a 
general rule, we think of CPI as .3% higher than PCE.  This implies that inflation is just slightly 
above the average that the Fed is shooting for…and we need to be above average for a while, 
due to the fact that inflation has been below average for so long.  (WSJ) 

Long-term deflationary forces may be weaker, but they are still in effect.  We still have intense 
global competition, pushing prices down.  While free trade is under pressure, we’re still 
importing many cheap goods (often times, simply shifting where goods are coming from).  
Labor’s position has strengthened with Pres. Biden and their negotiating power due to 
generous unemployment benefits, but we continue to have a gig economy.  Finally, last I 
checked, the internet is still working and that results in price transparency which makes it 
difficult to raise prices. 

 

 

 

https://www.project-syndicate.org/commentary/larry-summers-weak-inflation-argument-by-james-k-galbraith-2021-06
https://contrarianedge.com/inflation-is-here-but-for-how-long/
https://www.wsj.com/articles/the-feds-inflation-view-is-all-about-that-base-11622988002
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C. It’s Time to Worry! 
You can’t say everything is an outlier.  Fed officials are arguing that price increases of food, 
construction materials, used cars, personal health products, gas, car rentals, and appliances are 
all transitory.  Arthur Burns did this in the late 1960s and early 1970s and the result was that 
the Fed fell behind inflation.  (Steven Roach, Project Syndicate) 

Cost-push inflation is real.  Supply chain congestion and protectionism results in higher costs.  
These costs are getting pushed to the consumer.  The consumer will start to expect higher costs 
and they will demand higher wages.  Companies will understand that consumers are willing to 
accept higher costs and it will become easier to raise prices.  (Steven Roach, Project Syndicate) 
Also, higher wages are rarely lowered.  (A Wealth of Common Sense) 

Negative real interest rates are dangerous.  Negative real rates result in asset price inflation.  
Asset price inflation can stimulate demand (wealth effect from stock portfolios and home 
prices).  In addition, cheap money leads to excess borrowing.  Finally, if the government 
concludes that spending more results in lower rates (like we have seen…in violation of what we 
all learned in Economics), they may continue to overspend.  (Contrarian Edge) 

Inflation expectations have increased significantly.  The five-year breakeven inflation rate has 
increased from under 1% last year to ~2.5% now.  It’s near a 15-year high.  The five-year, five-
year breakeven inflation rate is also above 2% (at ~2.30%).   

Average inflation targeting is being implemented in an unnecessarily extreme way.  The Fed is 
promising to maintain loose monetary policy until overheating begins.  The Fed has said that 
they won’t raise rates until: (1) we reach maximum employment; (2) inflation has reached 2%; 
and (3) inflation is expected to remain above 2% for some time.  The result is that the Fed will 
have to raise rates further and faster than normal.  (Dudley Bloomberg) 

The Fed is going to push the unemployment rate below the natural rate.  By delaying the 
increase in interest rates, unemployment will fall to a level that is too low (below the natural 
rate of unemployment).  When the Fed has to raise rates, it will be more likely to push 
unemployment higher.  In the past 75 years, every time that Fed policy has pushed the 
unemployment rate higher by .5%, this has led to a recession.  (Dudley Bloomberg) (Kohn 
Bloomberg) 

Deglobalization can lead to higher prices.  Several factors could lead to deglobalization.  The 
most obvious is the current cold war with China.  Second, we have learned that a greater 
variety of goods must be made in the U.S. (masks, vaccines, etc.).  Third, companies have 
increased awareness of the risk of supply chain disruptions and this means that they will carry 
higher inventories (which is expensive and unprofitable).  Production of some goods in the U.S. 
can be more expensive. 

 

https://www.project-syndicate.org/commentary/fed-sanguine-inflation-view-recalls-arthur-burns-by-stephen-s-roach-2021-05
https://www.project-syndicate.org/commentary/fed-sanguine-inflation-view-recalls-arthur-burns-by-stephen-s-roach-2021-05
https://awealthofcommonsense.com/2021/06/predicting-inflation-is-hard/
https://contrarianedge.com/inflation-is-here-but-for-how-long/
https://www.bloomberg.com/opinion/articles/2021-06-07/the-fed-is-risking-a-full-blown-recession?sref=enCT0jDD
https://www.bloomberg.com/opinion/articles/2021-06-07/the-fed-is-risking-a-full-blown-recession?sref=enCT0jDD
https://www.bloomberg.com/news/articles/2021-06-08/former-fed-vice-chair-kohn-worries-inflation-risks-are-rising?srnd=markets-vp&sref=enCT0jDD
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III. Powell Press Conference 

1. Strong support to recovery from: 
a. Maintaining rates near zero  
b. Continuing asset purchases (QE)  
c. Strong guidance on interest rates and the balance sheet 
d. Widespread vaccinations 
e. Unprecedented fiscal policy 

2. Economic growth prospects in the SEP have been revised up since March 
a. Powell says that this is why forecasts of Fed increasing Fed funds rate has 

quickened (2023) 
i. Even when we start raising rates, policy will still be accommodative 

3. Recovery is incomplete: 
a. 5.8% unemployment 

i. Rate understates issue b/c participation rate has dropped 
ii. SEP forecasts: 4.5% rate by end-of-year; 3.5% by end of 2023 

b. Joblessness has disproportionately on: 
i. Low-wage workers in service sector 

ii. African Americans and Hispanics 
c. Still a ways off from meeting the standard of substantial further progress (in 

order to end QE) 
4. Inflation has increased notably in recent months 

a. 12-month change in PCE was 3.6% in April 
i. Low baseline readings 

ii. Higher energy costs 
iii. Rebound in spending as economy reopens 

1. Shifts in demand 
2. Bottlenecks 
3. Hiring difficulties 

iv. Supply bottlenecks 
b. SEP expects 3.4% this year and 2.1% next year 
c. Constraints could limit how quickly supply can adjust 

i. Raises possibility that inflation could be higher and more persistent than 
we expect 

d. Wage growth would be troubling to the extent that it was greater than 
productivity and inflation 

i. This would force companies to keep raising prices and you would have a 
wage-price cycle 

e. Expectations are a crucial part of Fed’s new framework 
i. They have moved back to a range consistent with inflation goal 

ii. If they move materially and persistently beyond levels consistent with 
goal, we’d be prepared to adjust stance of monetary policy 
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5. Arguments that inflation will be transitory 
a. Prices that are driving higher inflation are from categories that are being directly 

affected by the recovery and the reopening  
i. Lumber and used cars are an example (and lumber is already headed 

back down) 
b. Short-term inflation expectations move with gas prices 

i. We tend to look at longer-term expectations 
c. The underlying forces driving low inflation for the past 25 years are still intact 

i. Aging population, low productivity, globalization 
6. We have to be humble about our ability to understand the data as we’ve never been 

through something like this before 
a. Pandemic still creates risks: 

i. Pace of vaccinations has slowed 
ii. New strains of virus remain 

b. A lot of people have retired and we don’t know what the participation rate will 
be in the future 

i. The process of finding a new job is slower than returning to an old one 
ii. Covid is still a fear for some people 

iii. Child care is an issue 
iv. Unemployment insurance for 15MM will end in fall 

c. It’s really difficult to separate things that follow from broad upward price 
pressures vs. things that really are a function of sort of idiosyncratic factors 

i. Cell phone price war in 2017 held PCE down by .3% 
1. The pandemic is much bigger than that 

d. It’s much easier to bring back demand than it is to bring back supply 
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