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Investors have recently begun to worry about emerging signs of inflation, and in this month’s 
edition of our Market Outlook Report, we consider whether those concerns are justified. 
Unexpected inflation impacts asset classes in different ways, but in the past, sustained 
inflation from an overheating economy has meant higher interest rates. This, in turn, could 
impact rate-sensitive asset classes such as fixed income and certain types of equities.
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Inflation pressures are emerging
In the United States, the April Consumer Price Index (CPI) reading gave investors a big shock, 
sending the S&P 500 Index down 2.2% - its largest daily fall since February. Core CPI, which 
removes more volatile items like food and energy, rose by the highest rate in around 40 years, 
up 0.9% over the month – more than three times the rate expected by economists. Additionally, 
annual core inflation jumped to 3.0% from 1.6%. A large part of the inflation surprise was 
explained by the vaccine-assisted early reopening of the US economy, as airfares, hotel room 
rates and recreation prices all jumped sharply over the month. But outside these sectors, inflation 
pressures were more subdued.

However, despite the one-off nature of some recent price rises, there’s a lot of anecdotal 
evidence from global business surveys to suggest pricing pressures have been mounting. For 
example, building materials company James Hardie recently reported it was operating in a 
“strong inflationary environment,” with input costs up significantly. In the latest Markit Australian 
Purchasing Manager survey1, respondents attributed the sharp rise in input prices to “supply 
shortages, difficulties in international shipping, and increased employment costs” and output 
prices rose at the fastest pace since the survey began in 2016. This was because companies 
sought to pass on higher costs to customers to protect their profit margins. 

As we wrote in our May 2021 Quarterly Investment Report, another key ingredient for inflation 
is wage inflation, and to date, wage growth has been absent despite labour shortages and 
a rebound in employment. In Australia, the most recent ABS Wage Price Index in the year to 
March 2021 was just 1.5%, below pre-pandemic rates of around 2%. However, over the past six 
months, annualised wages growth has been around 2.4%, so it appears to be heading higher. 
This figure has been helped by international border closures resulting in the loss of around 
200,000 permanent migrants – and almost as many international backpackers and students – 
each year.
1  IHS Markit Flash Australia Composite PMI®, 3 May, 2021.  



Before you go...
Don’t forget you can also click through to the Commonwealth 
Private Economic Insights Hub. On the Hub, you’ll find a copy 
of our most recent updates, and more information about our 
advisory offering. You can access the Hub here. 
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Transitory or sustained inflation?
So are these hints of rising inflation simply a series of transitory “one-offs” that will dissipate as 
economies recover and things return to normal? Or, are there signs of economic overheating that 
would lead to more sustained price increases and should be of concern to investors?

In our view, inflation pressures are likely to be temporary and once economic activity returns to 
its pre-pandemic trend, the long-term structural forces that have suppressed inflation since the 
early 1990s should return. Think ageing demographics, globalisation, gig-work and automation.

There’s certainly going to be some high inflation and wages growth data reported over the 
next six months due to ongoing supply disruptions, pent-up demand from households, and the 
reopening of the tourism and hospitality sectors. Short-term wages spikes are also likely to be 
temporary, particularly in the United States where elevated unemployment benefits are now 
being phased out and widespread vaccination should encourage more people back into the 
workforce, reducing labour shortages. In Australia, international borders should reopen sometime 
in 2022, bringing back migrants, students and backpackers to reduce labour shortages.

In our opinion, these inflation pressures should subside over time and, importantly, this view 
appears to be shared by key central bankers. Both the Reserve Bank of Australia and the US 
Federal Reserve are currently forecasting core inflation slowly climbing to around 2% in 2023, 
and both are currently planning on keeping interest rates unchanged until 2024. This is because 
they’re looking to drive unemployment rates down to well below the levels seen in 2019, which 
will take time.

Closing thoughts
The debate about whether inflation is transitory or sustained is likely to continue, and we won’t 
have a full verdict until economies have completely returned to normal. This could create further 
bouts of volatility in financial markets. We’ll continue to watch for risks of economic overheating 
that could bring sustained inflation, but at the moment, we see few signs that would cause 
central banks to tighten monetary policy.

*All references throughout the Report that relate to performance figures have been derived via author’s calculations from ABS, Bloomberg, Iress, and Morningstar, dated 
24/5/21.
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