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Four truths about inflation  
and the Fed
Kristina Hooper, Chief Global Market Strategist,  
Invesco Distributors, Inc.

Recently, investors shuddered as data showed a big rise in 
prices in the U.S. and a greater-than-expected rise in prices in 
the eurozone. Stocks sold off, U.S. Treasury yields climbed 
higher, and market pundits obsessed over inflation. I feel it’s 
important at this juncture to remind investors of a few truths 
surrounding inflation and the Federal Reserve. 

1. The Fed does not have a trigger finger

Just because the Fed reacts negatively or says it’s surprised by 
one or more data points doesn’t mean it’s going to tighten 
monetary policy at its next meeting. Some investors were 

Kenneth T. Kozlowski, CFP, CLU, and ChFC 
Chief Investment Officer,  
Equitable Investment Management

As the world’s economies stagger back from the COVID-19 
crisis, questions of inflationary pressures have begun to 
grab headlines. We asked our colleagues to tell us more.

First we have a pair of strategists who find the Federal 
Reserve less likely to raise interest rates this year than 

the market might expect. Invesco offers a primer on factors the Fed may 
consider during this period of price pressure. And Natixis dives even deeper 
into the Fed chair’s recent remarks to find evidence the central bank’s 
neutral stance should remain in place through 2022.

Next we shift our analysis to the economy, with three strategists who 
attempt to assess real price pressures going forward. AllianceBernstein uses 
microeconomic data (fundamental data from individual companies) to test its 
theory that inflation will not persist throughout this full year. Franklin let’s 
you play at home, weighting economic factors that might boost prices so you 
can monitor trends for yourself. Finally, we close with PIMCO’s global view of 
supply chains and inflationary pressures across the developed world. 

Have a good summer.

1

1 Invesco 

Four truths about inflation 
and the Fed

2 Natixis Advisors

What does Fed surprise 
really mean?

3 AllianceBernstein

The micro case for  
transitory inflation

4 Franklin Templeton

Transitory inflation:  
how soon is now?

5 PIMCO

Inflation: a spike  
but not a spiral

(continued on next page)



taken aback by Fed Vice Chair Richard Clarida’s comments last week when he said he was surprised by some 
recent data points such as the Consumer Price Index, which was much higher than he expected. However, he 
was quick to reassure: “Honestly, we need to recognize that there’s a fair amount of noise right now, and it will 
be prudent and appropriate to gather more evidence…”1 Don’t forget that the Fed’s new catch phrase is 
“patiently accommodative.” In other words, the Fed is going to err on the side of accommodation and is likely to 
deliberate extensively before tightening. 

2. The Fed anticipates a spike in inflation as the economy re-opens

At a Wall Street Journal conference in early March, Fed Chair Jay Powell explained that, “We expect that as the 
economy reopens and hopefully picks up, we will see inflation move up through base effects. That could create 
some upward pressure on prices.”2 In fact, time and again, Powell and other Fed officials have telegraphed that 
a spike in inflation is likely as the U.S. economy re-opens. The Fed is ready and accepting of that rise in 
inflation.

3. We won’t know any time soon if the increase in inflation is temporary or persistent

A temporary rise in inflation is at least partially the result of base effects — in other words, the comparisons to a 
year ago look distorted given what poor shape the economy was in last spring as the pandemic took hold. In 
addition, there is currently a mismatch between supply and demand which can drive up prices — think of the 
supply chain issues that are being experienced right now in some industries and the pent-up demand that is 
now being exercised as economies re-open. However, these are likely to create only temporary inflation. After 
all, how many flights can you take and haircuts can you get once the economy re-opens? Clearly, the law of 
diminishing marginal utility suggests that at a certain point, satisfaction with each additional flight or haircut is 
reduced. 

Now, there are forces that can lead to more persistent inflation. Typically wage increases lead to “stickier” 
inflation. We have not yet seen a significant rise in average hourly earnings in the United States, and it seems 
unlikely that will happen quickly given the very substantial amount of labor market slack.  

Monetarists would argue that it all comes down to money supply; a significant increase in money supply can 
spur persistent inflation, and right now we have seen a very significant increase. However, one other key 
ingredient is usually present as well: an increase in the velocity of money, which we have not yet seen. The 
quantity theory of money posits that inflation is not just a function of money supply but also the velocity of 
money. As the St. Louis Fed explained in a brief research note, “If for some reason the money velocity declines 
rapidly during an expansionary monetary policy period, it can offset the increase in money supply and even 
lead to deflation instead of inflation.”3 But even if a money supply increase is enough to spur persistent 
inflation, this would not occur immediately — it usually occurs with an 18-24 month lag, suggesting we may not 
see it until late 2021 or early 2022. 

4. The Fed’s inflation targeting policy represents a paradigm shift for the Fed

The Fed has gone through several paradigm shifts in the last several decades, and they’ve been 
transformational. I’m old enough to remember when the Fed didn’t believe in regular communication with the 
public, when the size of then-Fed Chair Alan Greenspan’s briefcase was the best indicator of what the Fed’s 
decision on rates would be at the next Federal Open Market Committee (FOMC) meeting. And now of course, 
the Fed is extremely transparent, working hard to telegraph its views and actions before taking them. Similarly, 
the Fed had a very different inflation targeting policy before last summer. Its current policy, called Average 
Inflation Targeting (AIT), means that the Fed’s objective is to push inflation enduringly above 2% and attain full 

1  Source: The Wall Street Journal, “Fed’s Clarida ‘Surprised’ by Inflation Report, But Stresses Need to See More Data,” May 12, 2021 
2  Source: CNBC, “Fed Chairman Powell says economic reopening could cause inflation to pick up temporarily,” March 4, 2021 
3  Source: Federal Reserve Bank of St. Louis, “What Does Money Velocity Tell Us about Low Inflation in the U.S.?” Sept. 1, 2014 
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employment before considering tightening. In other words, this new policy enables the Fed to be far more 
flexible and essentially tolerate economic overheating. This is NOT the Fed of yesteryear, which believed that 
its role was to take away the punch bowl just as the party was getting started. This Fed might leave out the 
punch bowl into the wee hours, even as partygoers get drunk.

What does this mean for investors?

This begs the question: what are investors afraid of? Are they afraid of inflation — or the Fed tightening in 
reaction to inflation? It seems to me that they are far more worried about the latter than the former. That would 
explain why last week’s negative reaction to signs of inflation was so very short-lived, as Fed officials provided 
reassurance. And so perhaps investors should be more concerned about the former, especially if the Fed 
remains “behind the curve” and is unable to easily tame inflation once it tries to. While I must stress that this is 
far from my base case scenario, it is a risk that needs to be considered since inflation can have a negative 
impact on some asset classes. If persistently higher inflation were to occur, investors could benefit from 
exposure to commodities, cyclical stocks, inflation-protected securities, emerging market assets and even 
dividend-paying stocks as part of a diversified portfolio.

What does Fed surprise really mean? 
Jack Janasiewicz, CFA®, Portfolio Strategist and Portfolio Manager 
Garrett Melson, CFA®, Portfolio Strategist 
Natixis Advisors 

On the surface, Fed Chairman Jerome Powell’s remarks on June 16, 2021 appear to be a hawkish surprise. But if 
you look closer, perhaps it’s not as hawkish as it might seem. 

So what just happened?

Consensus coalesced around a narrative expecting a hawkish surprise at the June Federal Open Market 
Committee meeting – with much of that call focused on updates to the Summary of Economic Projections (SEP) 
and in particular the 2023 median dot.

While the statement offered no surprises, the SEP and dot plot certainly did. 2021 growth and inflation measures 
were revised upward. However, that was largely a mark to market after the strong growth and inflation prints 
we’ve seen this year. Forecasts beyond 2021 were largely unchanged, as were unemployment rate projections.

The big shock came from the dot plot. While consensus expected the median dot to reflect one hike in 2023, 
the surprise came as the 2023 dot shifted up 50 basis points. 13 out of 18 officials now see at least one hike in 
2023, and 11 of those members see two hikes for 2023. The 2022 median dot remained unchanged, but it also 
saw three more officials forecast one rate hike for 2022, bringing the total to seven members.

What else happened?

There were some mechanical tweaks too, with the IOER (interest rate on excess reserves) and RRP (reverse 
repurchase program) rates both nudging up 5 basis points. We view this as a technical adjustment and not a 
monetary policy tool. Any calls to the contrary should be ignored, in our opinion.

What made us go hmmm?

We note that some of these shifts are somewhat of a headscratcher. Changes in the dots do seem to deviate 
from the company line Jerome Powell has pushed forward. For months Powell has stressed that the checklist is 
nowhere near complete for rate hikes to commence and will likely take quite some time, but for some these 
moves brought that timeline into question.
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The new framework emphasizes maximum employment over inflation. But the lack of material changes in 
unemployment, paired with increases to inflation expectations, suggests that the nature of the dot changes is 
largely driven by inflation concerns. During the FOMC press conference, Powell stressed that inflationary 
pressures in recent months are likely transitory, though he acknowledged that some forces could prove to be 
more persistent. Perhaps this is the driver behind the larger than expected shift in 2023 dots?

Powell also mentioned, repeatedly, during his presser that the Fed expects a robust labor market in the years 
ahead – while also acknowledging that demographic trends and increasing retirements could result in a lower 
post-crisis labor force participation rate. On the other hand, he also stated that labor market supply could be 
larger and longer lasting than expected, as was the case over the course of the last cycle.

What does that mean?

We stressed in March that the names behind the dots matter. We continue to highlight this. Listen to the FOMC 
governors and voting members. Their voices matter. Regional presidents not so much. We don’t know exactly 
who is who, but we can certainly guess, and a rough estimate below suggests the governors and voting 
members likely constitute the dots that remain largely unchanged.

The other takeaway from the dots, especially the 2023 dots, is the wide dispersion. The dots moved up, as did 
dispersion. Uncertainty remains high and that’s reflected in the spread. These are simply estimates. Nothing 
more, nothing less.

Fed Dot Plot as of June 16, 2021*

Source: Federal Reserve, June 16, 2021. 
*Assumptions of likely votes added in red by the authors.   
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Is FAIT dead?

We don’t believe FAIT (Flexible Average Inflation Targeting, part of the Fed’s new monetary framework) is 
going away. We are seeing a lot of these calls and from some surprising places. But we’re not falling for it. Of 
course there are still some regional presidents that have yet to accept FAIT, and we believe that played a role 
in the dot plot moves.

But overall, there’s really one reason the dots moved higher. Downside risks have moderated and that skews 
the forecasts higher.

Market participants, we believe, are now more comfortable that Fed objectives will be met sooner than 
previously thought. This chart below really says it all. Amidst that backdrop, inflation uncertainty is higher and 
is now skewed to the upside.

Uncertainty about PCE inflation 
FOMC participants’ assessments of uncertainty and risks around their economic projections

Source: Federal Reserve, June 16, 2021.

Wait, no taper?

We’ve talked about this ad nauseam in recent months. Powell’s opening statement made clear that the 
committee is now talking about talking about tapering. This was the “talking about talking about meeting” and 
Powell suggested it’s now time to retire that term.

But this is simply the beginning of a long conversation that marks a very slow pivot towards beginning that 
taper. While Powell pushed back against the idea that the Fed is now calendar dependent on the taper 
timeline, they still largely are. It will happen when it happens, but that time likely isn’t until 2022.

Markets love to overreact. We saw some pretty stunning market moves right around the time of Powell’s press 
conference and thereafter. Nominal yields moved aggressively higher, with the moves most pronounced in the 
intermediate tenors, particularly the 5-year, which rose almost 12 basis points (bps). Even more eye-watering 
was the move in real yields – with the 5-year real yield spiking 22 bps as breakevens embraced the transitory 
narrative. Action further out the curve was far more muted, with the 30-year widening about 3 bps and driving 
considerable flattening in the curve.

The US dollar predictably rallied on the hawkish tilt and backup in yields. And equities, with the exception of 
financials, plummeted. As usual, however, the first move is usually the wrong one. Equities rallied 
substantially off the lows, though still closing in the red, and banks hung onto a green close. We will be 
watching closely for follow-through on these moves.
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For all of the day’s drama, essentially all we got was a mark to market of a better growth outlook.

The reaction function remains intact and still relies on actual and not anticipated data. Is that really bad for 
equities and fixed income markets that are already heavily bearish rates? We’d argue no. 

The micro case for  
transitory inflation
Susan Hutman, Director,  
Investment Grade Corporate Credit Research;  
Eric Winograd, Senior Economist, Fixed Income 
Robert Hopper, Director—High Yield and  
Emerging Market Corporate Credit Research 
Alliance Bernstein

U.S. inflation continued to soar in May, with the Core Consumer Price Index (CPI) up 0.7% month over month 
and 3.8% year over year—its highest annual rate in more than 25 years. That worries investors, and 
understandably so. Even moderately higher inflation erodes the real value of investment returns and often leads 
to higher interest rates. But is higher inflation here to stay? We don’t think so.

We believe this jump in inflation is temporary. We expect price increases to decelerate as the year progresses and 
as pandemic-induced supply constraints ease, allowing supply to catch up to demand and taking the pressure off 
prices. That’s the case for transitory inflation as we’ve argued it from the macroeconomic perspective.

But to test our hypothesis, we drilled deep into the underlying data—company by company—to understand the 
microeconomic case. Would businesses tell us a different story?

Natural Language Processing: harnessing the power of big data

Building a micro case for inflation is akin to examining each grain of sand on a beach, then rolling up the data 
to create a picture of the shoreline. Processing such an enormous data set requires a big-data solution. In our 
case, we turned to natural language processing (NLP), which allows computers to make sense of the content of 
written documents.

We began with an NLP analysis of nearly 30,000 earnings-call transcripts for 3,200 publicly traded US 
companies. We flagged all management discussions of inflation, as well as drivers of inflation and how 
management teams were adapting. In addition, we analyzed the words and phrases surrounding inflation 
mentions for insights into likely margin effects. Here’s what we found.

First, mentions of inflation tripled in February 2021 compared with both January 2021 and February 2020 as 
cost pressures began to occupy a larger share of management attention. The industrial and consumer sectors 
stand out for having the most mentions of inflation. That’s not surprising, given the bigger impact of the 
shutdown on goods and services.

Second, for now, companies appear to be absorbing much of the run-up in costs, rather than passing costs 
through to buyers. We see this in the context around inflation mentions, which, in aggregate, leans toward a 
margin-neutral or margin-negative tone. In contrast, a margin-positive tone would suggest that cost inflation 
can be passed through to consumers as price inflation.

Third, management teams attribute a significant amount of inflation to disruptions in the labor markets and the 
supply chain (display below). In our view, these kinds of pressures will be temporary, as vaccinations progress, 
schools reopen and enhanced unemployment benefits expire in the next few months, leading workers to rejoin 
the labor force.
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Natural Language Processing shines light on inflation drivers 
Natural Language Processing analysis of U.S. companies: sources of inflation in 2021

Inflation drivers by 
share for major 

sectors. As share of 
whole, labor and 

supply chain 
comprise 35%. 

Commodities is 39%.

Through May 31, 2021 
Source: Company reports and AllianceBernstein (AB)

Digging deeper: insights from credit analysts

Knowing what company management teams think is just the start. We also wanted to learn what our own 
bottom-up credit research can tell us about current and continuing price pressures. To that end, we pooled our 
analysts’ company-level estimates of input costs and capacity constraints to generate aggregate and industry-
level insights into the inflation picture.

On balance, this exercise told us that, while cost pressures are material, they’re not likely to be permanent 
(display below). About two-thirds of U.S. companies are facing at least some input cost pressure, with the 
remaining third experiencing a lot of pressure. But our analysts believe these pressures are mostly temporary, 
lasting only through the reopening phase in 2021.

Input cost pressure is real but mostly temporary 
Survey of AB credit analysts: U.S. companies

Just a third of 
companies feel 
“a lot” of input 

cost pressure. It 
may be lasting 
for half of IG 
and a third of 

HY businesses.

As of May 31, 2021 
Source: Company reports and AllianceBernstein (AB)
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The sector-level views tell a more nuanced story. Some sectors—including airlines, autos, hotels and leisure, 
industrials, retail, supermarkets, and tech—are experiencing moderate to severe input cost pressures that are 
likely to persist into 2022 and beyond, after reopening is complete. These sectors were among those most hurt 
by shuttered factories and stores or by travel restrictions at the height of the pandemic.

Many of these companies have the ability to pass higher input costs along, to varying degrees. In other words, 
higher end prices in these sectors could be here to stay. But will the pace of rising prices continue to 
accelerate? To determine that, we examined two more variables: the speed with which depressed inventories 
can be rebuilt and the severity of capacity constraints.

The result? We found that businesses generally have enough spare capacity to prevent sustained upward price 
pressure once supply chains start to normalize, even with an extended timeframe for rebuilding inventories. The 
technology industry proved the sole exception. Fortunately, many tech companies are addressing the problem 
by planning to add capacity in the coming year.

In contrast to sectors where cost pressures could be sticky, some sectors experiencing intense cost pressures 
today may find they fade quickly. For example, basics, homebuilding, consumer products, and food and 
beverage have seen higher costs stemming mainly from underlying commodities. And the commodity futures 
market tells us these higher prices will be short-lived.

A transitory jump in inflation: micro aligns with macro

The bottom line? Some industries could see sustained price increases, but the overall outlook is rosier.

Our company-level analyses confirmed that U.S. companies are seeing significant cost pressures, given the 
shock of the pandemic shutdown. But we found no compelling evidence that inflation will continue to rise in 
the post-pandemic period. Indeed, our in-depth and up-close dive into U.S. businesses tells us that today’s 
higher inflation is likely to ebb with the tide.

Transitory inflation: how soon is now?
Franklin Templeton Investment Solutions

We view most current inflation issues as “transitory,” a term often used by strategists and policymakers as 
another way of saying “temporary” or “short-lived.” But how temporary is transitory? To better assess when this 
transitory period will abate, we isolated the various inflation drivers and estimated when each will normalize. 
This bottom-up approach suggests most price pressures will normalize around the fourth quarter of this year, 
as the table on the following page details.
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Support for transitory inflation outlook

Source: Franklin Templeton Investment Solutions analysis. 
As of May 31, 2021

Inflation: a spike but not a spiral
Tiffany Wilding, Executive Vice President, Economist 
Andrew Balls,Chief Investment Officer Global Fixed Income 
PIMCO

Since developed market (DM) inflation generally lags DM growth, we project inflation to peak in the coming 
months. However, the exact timing and magnitude is more uncertain due to supply constraints, which have had 
a larger-than-anticipated impact on realized goods inflation. As of April 2021, core DM inflation at 1.7% (year-
over-year or y/y) had fully recovered from its pandemic dip; however, the composition of the inflationary 
pressures was quite different. Indeed, while services inflation was still well below its pre-pandemic level, goods 
inflation was well above.
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Looking closely at the data, the acceleration in goods inflation in developed markets was largely driven by the 
skyrocketing prices of U.S. used autos. The global shortage of semiconductors has hindered U.S. production of 
new cars more so than in other developed markets. The price effects of the shortages are evident chiefly in the 
used car market, in large part due to U.S. rental car companies resorting to used cars to rebuild fleets after 
liquidations last year. Logistical bottlenecks have also plagued the U.S. goods market: West Coast port 
congestion and a dearth of truck drivers have lengthened delivery times and increased costs, which are being 
passed on to consumers.

Nonetheless, these supply constraints are expected to ease in 2022, and this coupled with peaking goods 
demand will likely moderate inflation in the second half of 2021. Furthermore, with the unemployment rate at 
5.8%, the U.S. is still quite a ways from full employment. The labor situation along with a relatively flat Phillips 
curve (suggesting the statistical relationship between employment and inflation is less significant), still- 
anchored inflation expectations, and accelerating productivity growth make the risk of spiraling U.S. inflation 
seem remote.

Outside of the U.S., underlying inflationary pressures in other developed markets have been much more 
subdued. Indeed, as of April 2021, DM core inflation excluding the U.S. was running around 0.6% y/y versus 
3.0% core U.S. inflation (see figure below). This divergence has occurred despite the global nature of the supply 
chain bottlenecks, because fiscally stimulated demand for goods in the U.S. has also outpaced other developed 
markets. However, the fact that the large fiscal transfers aren’t likely to repeat and U.S. fiscal policy will turn to 
a drag on growth in 2022 argues for inflation to also moderate in 2022.

Overall, we forecast DM inflation to end 2021 running at a 3% average annual pace, before moderating back to 
1.5% in 2022 – below DM central bank targets. For the U.S., we expect the y/y rate of core inflation to peak in 2Q 
2021 around 4%, and end the year at 3.5%, before moderating back to 2.3% in 2022.

U.S. is primary driver of developed market core inflation

Source: Haver Analytics, PIMCO calculations as of 30 April 2021. Developed market (DM) core inflation is the GDP-weighted aggregate core 
inflation of Canada, euro area, Japan, U.K., and U.S.
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