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High Inflation – 
Peaking or  
Permanent?

Our weekly view on asset allocation. 

20 June 2022
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Hotter than Feared Inflation Read
The market’s hopes for a peak in  
US inflation have been shaken over 
the past week by the release of a 
higher-than-expected May CPI print.

Headline inflation re-accelerated to 8.6%, 
eclipsing the recent 8.5% peak. Core 
inflation continued its easing trend  
falling back to 6%, although a sharp 
month-on-month (MoM) re-acceleration 
raised fears the year-on-year (YoY) peak 
in core inflation could also be temporary.

This hotter than feared inflation read 
caused the market to increase its 
expectations for US Fed policy tightening 
over the coming 12 months, with bond 
yields surging to fresh highs.

Equities have again sold off sharply as 
the market factors in higher discount 
rates and the rising risk of recession as 
the Fed attempts to contain inflation via 
higher policy rates.

In response to higher than expected 
inflation, the US Fed raised the funds 
rate +75bpt last week to ~1.6%. The Fed 
is now targeting a “restrictive” policy 
by the end of the year (i.e. above their 
estimated neutral rate estimate of 2.5%) 
to help restore price stability.

The July meeting could see another 
50-75bp hike, according to Chair 
Jerome Powell. In his press conference, 
Powell noted there remained a (narrow) 
pathway for the Fed to achieve its goals 
of controlled inflation and ongoing 
economic expansion, but he did not want 
to induce a recession.

The US consumer was highlighted as 
resilient and the labour market strong. 
The US unemployment rate is expected 
to rise to 4% (current 3.6%) in the Fed’s 
2023 projections. Powell also noted 
that factors beyond their control (e.g. 
geopolitics, supply-chain issues) will 
determine whether they can bring 
inflation down to 2%. 

Figure 1: The market’s hopes for clear peak US inflation were shaken in May as 
the CPI edged higher again

Figure 2: Core price pressures accelerated again in April and May

Source: Refinitiv, Wilsons.

Source: Refinitiv, Wilsons.

At the time of writing the market appears 
to have taken the Fed’s increased resolve 
to quell inflation well. The situation 
remains on a knife edge, with the market 
still very nervous around the prospect of 
stubbornly high inflation and the risk of 
the Fed missing its soft-landing target in 
its effort to tame inflation.
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The Path to Lower Inflation
So, can inflation be tamed without 
inducing a recession? We think it can, 
though the risk of a period of stubbornly 
high inflation leading to a recession has 
clearly risen. 

While the Fed has an important role 
to play in cooling a clearly overheated 
US economy, we continue to think a 
good deal of the current inflation pulse 
is supply-side driven and this is largely 
outside the Fed’s influence.

The supply-side inflation pulse  
largely emanates from the dislocation 
that began during the pandemic and  
was aggravated by the big bang  
of reopening.

Russia’s invasion of Ukraine has clearly 
heightened supply chain problems and 
input cost pressures, most obviously 
through its impact on oil, gas and soft 
commodity prices. Recurring lockdowns 
in China over the past 3 months have also 
been a significant impediment to what 
was shaping as a steady improvement in 
the global supply chain.

Both Russia/Ukraine and China 
remain tail risks in respect to further 
supply-side disruption. However, we 
think China’s zero COVID resolve will 
ultimately subside, allowing significant 
improvement over the coming year. 
We are not counting on too much 
relief in respect of oil and food prices, 
though merely a flat profile for oil and 
soft commodities from here would see 
a dramatic reduction in the inflation 
contribution over the next 6-12 months.

Apart from tail risk in relation to another 
potential surge in food and energy 
prices, wage growth is a key risk to 
monitor. Greater participation, alongside 
slower overall economic growth, should 
take some edge off wage growth over 
the coming year and overt the risk of a 
wage-price spiral.

Preparing for a Slowdown
The combination of slower growth for 
both the global economy and the US, 
alongside supply-side improvements, 
have the ability to drive a significant 
decline in inflation from current elevated 
levels. Progress is likely to be moderate 
but visible on a 3-month view, but much 
more significant on a 6-12-month view.

Figure 3: The global supply chain has shown some improvement but is still under 
significant pressure

Figure 4: Energy price inflation is yet to subside while food prices keep rising

Figure 5: US (manufactured) goods inflation has surged after oscillating around 
zero for many years

Source: Refinitiv, Wilsons.

Source: Refinitiv, Wilsons.

Source: Refinitiv, Wilsons.
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Figure 6: Services inflation has also picked up on the back of higher wages and 
rising housing costs

Figure 7: Bond yields have surged though they are still not particularly high in a 
longer-term context

Figure 8: The Fed is expected to take its cash rate to 3% by year end

Source: Refinitiv, Wilsons.

Source: Refinitiv, Wilsons.

Source: Refinitiv, Wilsons.

This provides a pathway for the Fed to 
achieve a soft landing with the prospect 
that all the tightening is done by  
year-end. Lower inflation in 2023 opens 
the potential for at least modest cuts 
from the Fed later next year.

While the Fed’s record of achieving soft 
landings is not exactly stellar, we still 
attach a greater than 50% probability of 
the Fed achieving a soft landing given 
the lack of genuine financial market 
stress (unlike the GFC) and the relative 
health of the labour market and strong 
household balance sheets.
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Investors need to be ready for a 
significant slowdown in the US and 
global growth pulse and probably an 
even bigger slowdown in the profit cycle, 
though we still think a significant drop in 
inflation over the next 6-12 months can 
ultimately allow lower interest rates and  
a relatively soft landing, thereby clearing 
a path for a recovery in bond and  
equity markets. Australian inflation 
will take longer to peak but market 
sentiment is likely to swing with the trend 
in US inflation.

Longer-term it is quite possible the 
trend rate of inflation (i.e. the 5-10 year 
outlook) is higher than the past 10-20 
years. Influences such as deglobalisation 
and the energy transition look to be 
somewhat inflationary in our view. 
However, ongoing demographic ageing 
(sluggish trend growth) and ongoing 
technological innovation should continue 
to have a dampening influence on 
the long-term inflation backdrop. Our 
best guess is inflation averages on the 
high side of the Fed’s 2% target over 
the next 5-10 years as opposed to the 
experience of the past 10 years where it 
has typically settled on the low side of 
the Fed's target. We doubt if we are set 
for anything like the 70s or 80s period 
of structurally high inflation despite the 
elevated current readings.

Figure 9: US unemployment is at 50-year lows with the US economy still  
adding jobs at an above-trend pace (monthly and 3 month moving average 
payroll gains 000's)

Figure 10: Australian CPI is likely to keep rising into year end but market 
sentiment will track US inflation

Source: Refinitiv, Wilsons.

Source: Refinitiv, Wilsons.
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