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US Inflation in Focus
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As the vaccination campaign ensues, economies are rapidly recovering ground lost to the

pandemic. US GDP now sits at $19.09 trillion, just 0.9% shy of its pre-Covid level, meaning the

country has almost fully caught up in terms of headline growth. As was to be expected, an

acceleration in growth has come hand-in-hand with rising commodity prices and an uptick in

inflation in all its forms (PPI, CPI, expectations…). Global inflation is now a primary focus for

investors with market participants fearing that central banks may be forced to tighten their

policies sooner than, or to a greater degree than expected.

RECENT READINGS

Incoming inflation data through May did nothing to quell fears. Firstly, Chinese producer prices

were shown to have surged to 6.8% YoY. Then, in the US, the headline consumer price index for

April was shown to have risen to 4.2% (YoY) vs 3.6% expected: its briskest pace since September

2008. Core inflation accelerated 0.9% MoM to 3% YoY, the biggest rise since 1982. Then, the US

producer price index, excluding food, energy and trade services, confirmed a similar picture,

jumping 0.7% from the prior month (up 4.6% from a year earlier).

Following this slate of data, expectations about future inflation rose, compounding worries that

this could set off a self-fulfilling feedback loop. However, various indicators (the US breakeven

curve and the University of Michigan's household inflation expectations survey) are implying

that inflation should be temporary, in line with the Fed’s mantra.

The facts are clear, inflation is already here. The question is whether it will stay. 

ECONOMIC OVERHEATING?

With US rates setting the tone in global markets, investors are fearful that rising inflation could

compel the Federal Reserve to rollback its accommodative monetary policies sooner than

anticipated, thereby choking off the economic expansion. In today’s unprecedented scenario,

the Fed has iterated that it will tolerate a temporary overshoot in inflation, above its newly-

instated, symmetrical 2% target, and that it is reluctant to tighten policy unless price increases

prove to be durable.

At his last press conference, Fed Chair, Jerome Powell, set out two reasons for believing the

current rise in inflation should be transitory: the base effect of a comparison with last year’s

depressed prices; and bottlenecks that are “temporary and expected to resolve themselves.”

Following this month’s red hot data, this message was re-emphasised by Fed Vice Chairman

Richard Clarida. He downplayed the significance of the price jump, putting it down to the same

transitory factors mentioned by Powell, adding that he expects inflation to return to the Fed’s

2% target in 2022 and 2023. 

There are several reasons as to why the inflationary spike could prove transitory.
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Firstly, base effects play a large part in April’s price jump. Powell had already warned at his April

press briefing that base effects were likely to “contribute about 1 percentage point to headline

inflation” in April and May. Indeed, as our Head of Fixed Income, Lieven De Witte notes,

numbers were likely to be sizable when compared with the lockdown period in 2020, when oil

futures even traded below zero for a brief instance.

Secondly, there are supply chain disruptions and bottlenecks that are yet to be resolved,

including a global semiconductor shortage and high demand for shipping containers.

Thirdly, there is also the case of pent-up demand (lost leisure) being addressed as restrictions

ease. Indeed, nearly 60% of last month’s US CPI increase came from just five categories; used

cars, rental cars, air travel, lodging, and eating out. To illustrate, airline fares were up 10.2%,

hotel and motel room rates +8.8%, and car rental prices +16.2%. With these being some of the

hardest-hit segments during the pandemic,  many of these businesses are still in the process of

normalising operations. As such, a surge in demand is being met with constrained supply. The

reason behind the rise in used car prices stems from the fact that between February and May

2020, car-rental prices plummeted by 23%. [1] In response, companies sold off much of their

fleets for cash. Now, as demand accelerates, rental firms are increasing prices on their limited

inventory, while trying to refill their lots by buying up used cars. Simultaneously, a global

shortage in semiconductors is curtailing the production of new cars, pushing consumers toward
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the second-hand market.  Consequently, prices in the space have [temporarily] rallied.

We could also add that the structural factors which have anchored inflation in recent decades

have not disappeared: globalization, aging populations which reduce demand over time,

digitalisation (i.e.  “Amazonisation” and the shift in power to consumers driven by online

platforms)... Those forces are likely to temper higher price pressures.

Lastly, the US Labour Market is yet to recover. Indeed, Clarida said that April’s weak jobs report

(which showed hiring slowing and the unemployment rate rising to 6.1%) demonstrated that

“we have not made substantial further progress” with regard to the Fed’s mandate of reaching

full employment. Atlanta Fed President Bostic, echoed this view: “We are still 8 million jobs short

of where we were pre-pandemic. Until we make substantial progress to close that gap, I think

we have got to have our policies in a very strongly accommodative situation or stance”.  It is

worth adding that most of those 8 million jobs are concentrated in accommodation, tourism,

leisure and hospitality… where pay is significantly lower than the average US hourly earnings.

It is possible for high unemployment and high inflation to exist mutually, but it is not a common

occurrence. Typically, for sustained, broad-based inflation to arise, workers need to have

enough bargaining power to secure higher wages. Lieven De Witte comments, “understanding

inflation is pretty messy for the moment coming out of the pandemic and many economists and

investors carefully monitor wage growth as an indicator on how sticky inflation should be going

forward.”

Evolution in the labour market is something we are closely monitoring. Employers are

increasingly noting labour shortages as a barrier to hiring, which could enhance employee

bargaining power. Already various fast food chains are offering cash bonuses and other perks

to fill thousands of open roles. For example, a Florida McDonald's restaurant was giving

candidates $50 just to interview, while also offering signing bonuses and referral programs.

Another in North Carolina is reportedly offering a $500 signing bonus. Amazon, meanwhile, is

busy trying to fill some 75,000 vacancies across the US and Canada, offering a signing bonus of

up to $1000.

 On the flip side, one potential explanation for the worker shortage could be that employment

benefits are acting as a disincentive - some Americans have found unemployment checks can

pay more than minimum wage jobs. In response to this, the state of Georgia has announced

that it's cutting the $300 weekly federal unemployment bonus made available during the

pandemic. At least 15 other states have decided to follow suit meaning that some 2 million

Americans could very soon see smaller unemployment cheques.  This may catalyse a new influx

of workers, alleviating some constraints on labour supply.

Lieven De Witte also cautions that one should not ignore that several commodities are trading

at or close to all-time highs (copper and iron ore for example). “Normally, the best cure for high
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prices are high prices, because high prices will lead to higher production and hence lower

prices. But it is also important to monitor longer term trends such as the low investment in new

issues from oil and commodity companies who are pressured by shareholders into paying high

dividends, as well as global pressure to invest less in fossil fuels and polluting mines.” Some

commodity bulls are even suggesting that we have entered a new commodities super-cycle (i.e.

a prolonged period of above trend movements in a wide range of base material prices.)

INVESTMENT IMPLICATIONS

We have been priming our portfolios for reflation since the beginning of the year and for now,

we are well-positioned for the upwards leg of the cycle in regions where macro indicators are

flashing green. The risk is that prices rise too fast and the self-fulfilling characteristics of

spiralling inflation kick-in, but for now this isn’t our base case: While it is probable that inflation

continues to pick up, we are not worried about it overheating structurally.

In our investment strategy, we are underweight fixed income, especially Government bonds,

and overweight equities which we believe can take further sap from the economic rebound,

supported by fiscal stimulus and ongoing monetary support. Style and sector decisions are

critical for investment returns in today's environment. Currently we carry a Value tilt inside of

our US equity exposure and give preference to cyclical sectors such as Materials and Industrials.

We continue to monitor the underlying drivers of inflation, as well as central bank

communications for a change in tone, and stand ready to adjust our strategy accordingly.

[1]

https://www.washingtonpost.com/gdpr-consent/?next_url=https%3a%2f%2fwww.washingtonpo

st.com%2fbusiness%2f2021%2f05%2f01%2frental-car-shortage-economy%2f
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Disclaimer All financial data and/or economic information released by this Publication (the “Publication”); (the “Data” or the “Financial data and/or economic

information”), are provided for information purposes only, without warranty of any kind, including without limitation the warranties of
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the sequence, accuracy, adequacy, legality, completeness, reliability, usefulness or timeless of any Data. All Financial data and/or economic

information provided may be delayed or may contain errors or be incomplete. This disclaimer applies to both isolated and aggregate uses of the

Data. All Data is provided on an “as is” basis. None of the Financial data and/or economic information contained on this Publication constitutes a

solicitation, offer, opinion, or recommendation, a guarantee of results, nor a solicitation by the Bank of an offer to buy or sell any security, products

and services mentioned into it or to make investments. Moreover, none of the Financial data and/or economic information contained on this

Publication provides legal, tax accounting, financial or investment advice or services regarding the profitability or suitability of any security or

investment. This Publication has not been prepared with the aim to take an investor’s particular investment objectives, financial position or needs

into account. It is up to the investor himself to consider whether the Data contained herein this Publication is appropriate to his needs, financial

position and objectives or to seek professional independent advice before making an investment decision based upon the Data. No investment

decision whatsoever may result from solely reading this document. In order to read and understand the Financial data and/or economic information

included in this document, you will need to have knowledge and experience of financial markets. If this is not the case, please contact your

relationship manager. This Publication is prepared by the Bank and is based on data available to the public and upon information from sources

believed to be reliable and accurate, taken from stock exchanges and third parties. The Bank, including its parent,- subsidiary or affiliate entities,

agents, directors, officers, employees, representatives or suppliers, shall not, directly or indirectly, be liable, in any way, for any: inaccuracies or

errors in or omissions from the Financial data and/or economic information, including but not limited to financial data regardless of the cause of

such or for any investment decision made, action taken, or action not taken of whatever nature in reliance upon any Data provided herein, nor for

any loss or damage, direct or indirect, special or consequential, arising from any use of this Publication or of its content. This Publication is only valid

at the moment of its editing, unless otherwise specified. All Financial data and/or economic information contained herein can also quickly become

out-of- date. All Data is subject to change without notice and may not be incorporated in any new version of this Publication. The Bank has no

obligation to update this Publication upon the availability of new data, the occurrence of new events and/or other evolutions. Before making an

investment decision, the investor must read carefully the terms and conditions of the documentation relating to the specific products or services.

Past performance is no guarantee of future performance. Products or services described in this Publication may not be available in all countries and

may be subject to restrictions in some persons or in some countries. No part of this Publication may be reproduced, distributed, modified, linked to

or used for any public or commercial purpose without the prior written consent of the Bank. In any case, all Financial data and/or economic

information provided on this Publication are not intended for use by, or distribution to, any person or entity in any jurisdiction or country where

such use or distribution would be contrary to law and/or regulation. If you have obtained this Publication from a source other than the Bank

website, be aware that electronic documentation can be altered subsequent to original distribution.

As economic conditions are subject to change, the information and opinions presented in this outlook are current only as of the date indicated in

the matrix or the publication date. This publication is based on data available to the public and upon information that is considered as reliable. Even

if particular attention has been paid to its content, no guarantee, warranty or representation is given to the accuracy or completeness thereof.

Banque Internationale à Luxembourg cannot be held liable or responsible with respect to the information expressed herein. This document has

been prepared only for information purposes and does not constitute an offer or invitation to make investments. It is up to investors themselves to

consider whether the information contained herein is appropriate to their needs and objectives or to seek advice before making an investment

decision based upon this information. Banque Internationale à Luxembourg accepts no liability whatsoever for any investment decisions of

whatever nature by the user of this publication, which are in any way based on this publication, nor for any loss or damage arising from any use of

this publication or its content. This publication, prepared by Banque Internationale à Luxembourg (BIL), may not be copied or duplicated in any form
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