THE ECONOMIC OUTLOOK GROUP

475 Wall Street
PRINCETON, NEW JERSEY 08540 Tel: 609  529  1300
www.economicoutlookgroup.com

ECONOMIC TALKING POINTS
Bernard Baumohl
Chief Global Economist
May 28, 2021

PCE Inflation Spikes in April. More Serene Waters Ahead
Imagine sitting in a raft heading down a serpentine river. The water is fairly
calm for now but up ahead you see the violent turbulence of rapids. You brace
yourself for the coming rough ride. It will be a wild, boneshaking experience.
But just beyond the whorling white foam, you also see the river turns serene
again.
It is a fitful image that can be applied to the behavior of prices. We are now in
the midst of a tumultuous inflation ride, one that was fully expected and
believed to be short term in duration.
Let’s remember it was precisely a year ago when the pandemic pulverized the
economy and hammered annual PCE inflation down to near zero! But
aggregate demand has since rocketed back. The problem is businesses have
been struggling to satisfy the voracious appetite of consumers who are flush
with cash.
No one should be surprised that the current large imbalance between demand
and supply, especially when viewed against the backdrop of 12 months ago,
has driven yearonyear inflation to levels far above the Fed’s 2%
target. April’s PCE price index surged by 3.6% over the year. Take out the
volatile food and energy components and it still jumped 3.1%.
Again, this surge was fully anticipated and we can expect the bonerattling
inflation ride to last several more months. What it is not, however, is the start
of a destructive reflationary spiral that will be embedded in the economy.

We have been arguing all year that deflationary forces will soon regain its
momentum to dominate the dynamics of pricing.

Back in March 25th we wrote “no one should be terribly surprised to see a
temporary jump in prices during the coming months… In the absence of
accelerating wages, inflation cannot thrive. This is especially the case today in
an era of technologydriven productivity, eCommerce, globalization, changing
demographics and a decline in union membership.”
And when inflation worries led the 10 yr. Treasury yield to approach 1.8%
that month, we wrote in the same report that such a yield was not sustainable
and would settle back to between 1.4% and 1.7% –––which it subsequently
did. Apparently participants in today’s bond market seem to share the same
sentiment. Shortly after this morning's release showing a jump in PCE
inflation, the yield actually dropped back to below 1.60%
Look, the Fed is right in its assessment that current inflation trends are
transitory. It’s no mystery why we are seeing the current spike. And it’s not a
shock why consumers worry any time the costofliving rises. Their concern is
understandable.
But let’s take a deep breath. We’re now white water rafting in the middle of
those inflationary rapids. It’s therefore worth stating again: The structural
forces that have kept inflation well behaved prior to the pandemic remain
intact. If you dare to look ahead you will see more serene waters around the
bend. How far ahead? Inflation pressures will abate during the summer and
fall quarters. For now, just hold on as the ride passes these menacing rapids.
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