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US inflation moving higher (for now) 

US core PCE inflation 

fell sharply in the initial 

stages of the pandemic 

and has remained low 

However, a number of 

factors suggest US 

inflation will rise quickly 

to above target rate in 

the near term 

Our views 

The “restoration 

economy” and an 
accommodative Fed 

mean we are 
comfortable with a 

moderately pro-risk 
stance 

We remain 

underweight US 
government bonds at 

this stage, given that 
stronger growth and 

inflation could push 
yields higher 

Short-term effects to push the inflation rate higher 

As a result of a significant fall in consumer demand, core personal consumption expenditures 

(PCE), the US Federal Reserve’s (Fed) preferred measure of inflation, fell to 1.1% yoy in June 

2020 – its lowest level since the aftermath of the financial crisis. Inflation currently remains 

below the Fed’s inflation target at 1.5% yoy. However, we see five key reasons for inflation to 

move higher in the coming months: 

1. Base effects: Price declines due to the initial collapse in economic activity in Q2 2020 

will boost year-on-year inflation in the coming months. 

2. Relative price adjustments between sectors: While the pandemic reduced overall 

consumer demand and core inflation, it boosted spending on goods and reduced 

spending on services. Goods and services price inflation behaved in a similar way. As 

spending patterns normalise we expect goods prices may be "sticky" downwards while 

service sector prices to recover, putting upward pressure on overall core inflation. 

3. "Speed-limit" effects: The combination of a vaccine programme now in full swing 

and the large fiscal boost is likely to lead to rapid growth in the next few quarters. 

While this comes in the context of the economy operating with significant spare 

capacity at present, the sharp acceleration in demand could bump up against short-

term supply constraints in some sectors, pushing prices temporarily higher. 

4. Housing cycle: The housing component of inflation accounts for around 25% of 

spending on consumer services and has been unusually weak since the pandemic 

struck. But with housing-sector indicators gathering momentum, this component of 

consumer prices is also likely to recover during 2021.

5. Energy prices: The rise in oil prices is also likely to create some "cost-push" 

increases in core inflation, as well as boosting headline inflation. 

Figure 1: Firms looking to raise prices 

Source: HSBC Asset Management, as at 26 March 2021. * 80% services, 20% manufacturing

All in all, these factors are likely to push core PCE inflation comfortably above the Fed’s 2.0% 

target; the price indicators in the ISM surveys suggest that firms are looking to raise prices in 

the near-term (Figure 1). Indeed, the coming months may see the highest core PCE inflation 

rate since before the global financial crisis. 

Longer-term inflation  

Although we are likely to see inflation above target in the coming months, it is important that we 

look through what is likely to be a temporary spike and assess the longer-term prospects. The 

medium-to-longer term drivers of inflation are commonly thought to be: 

 The degree of spare capacity, or “slack” in the economy and labour market; and 

 Businesses’ and consumers’ expectations for inflation. 
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Longer-term inflation is 

likely to be constrained 

by spare capacity in 

the economy and well-

anchored inflation 

expectations 

We see inflation hitting 

its target in the medium 

term, but the risk 

spectrum has shifted 

higher 

The Fed is likely to 

look through higher 

near-term inflation; its 

latest projections put 

the first rate hike 

beyond 2023 

Despite a dovish Fed, 

we see scope for 

longer-dated yields to 

increase further on the 

back of strong growth 

and above-target 

inflation  

Currently, the US economy appears to have significant spare capacity, given Q4 2020 GDP was 

almost 5% below its pre-COVID trend while February payrolls were 8% below trend levels. Even 

with a strong recovery likely in the US over the coming months, as the increasingly-effective 

vaccine rollout allows those sectors hit hardest to re-open and President Biden’s USD 1.9trn 

support package kicks in, we only see the economy moving back close to, or even a little above, 

its pre-COVID trend. 

Given the US economy was not generating excess inflation before the pandemic, so it is difficult 

to see economic activity returning to around its previous trend resulting in a material overheating 

and a sustained period of uncomfortably high inflation. 

Figure 2: Starting point is significantly below trend GDP and employment  

Source: HSBC Asset Management, as at 26 March 2021.

In terms of inflation expectations, both market and survey measures have picked up in recent 

months from the troughs of Q2 last year. Importantly, however, they are still at the lower end of 

the range that in the past has been consistent with the Fed hitting its inflation target. 

Hitting the target, but risks have shifted 

In the absence of significant overheating of the economy and with inflation expectations still well 

anchored, we believe the most likely medium-to-longer term scenario is US inflation close to the 

Fed’s target. While a benign outcome, this would mark an important departure from the 

persistently below-target inflation seen since the global financial crisis. Moreover, the primary 

risk over the last decade or more was disinflation, or even deflation. But the Fed’s move to an 

“average inflation targeting” framework – which allows periods of above target inflation – 

combined with a more fiscally expansive Federal government, has significantly diminished the 

downside risks to medium-term inflation and probably tilted them to the upside. 

This outlook is consistent with the US Federal Reserve looking through the likely near-term 

overshoot of inflation relative to target. Indeed, the latest Fed economic projections show the 

median expectation of committee members is for the policy rate to remain unchanged until 

beyond 2023. Chair Powell also emphasised that policy would not be tightened pre-emptively; 

the Fed needs to see inflation rising on a sustainable basis and full employment being achieved 

before raising rates. He also noted that it was still not time to discuss tapering asset purchases. 

Investment implications 

Although a dovish Fed should help cap the recent rises, we see scope for longer-dated yields to 

increase further on the back of strong growth and above-target inflation in the coming months. 

We therefore remain underweight US Treasuries at this stage. However, we believe a 10-year 

Treasury yield close to 2% would offer an opportunity to become more constructive on US 

government bonds. 

Higher bond yields pose a threat to “growth” stocks, given their prices reflect earnings growth 

further out into the future and are, therefore, sensitive to a higher discount rate. Within our 

equity allocation this implies some relative caution on tech-heavy indices. Nonetheless, with the 

economy in a restoration phase, we remain comfortable with a moderately pro-risk stance in our 

portfolios. While valuations have become less attractive over recent months, they are still 

reasonable for some risky asset classes such as global equities, emerging market fixed income 

and Asia high-yield bonds. We also believe the brightening US economic outlook can continue 

to support a rotation into small-cap, cyclical and value sectors of the equity market, which 

lagged in 2020. 

An easy Fed and economic restoration also imply some downward pressure on the US dollar. 

We think there is scope for emerging market currencies to outperform in particular, although 

rising US yields limit the room for marked US dollar weakness.  

James Antwis, Dominic Bryant, Global Investment Strategy Team 
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