
US Consumer Price Index (CPI) inflation jumped to a new high of 5.4% year-over-year (y/y)  
in June. This comes after a 5.0% rise in May and a 4.2% rise in April. 

Yet the US Federal Reserve (Fed), many investors and a number of economists still act  
unimpressed. They shrug and say, “it’s nothing, it will pass soon.” It’s beginning to remind 
me of the scene in Monty Python’s Holy Grail where the Black Knight, being hacked to 
pieces, insists “it is but a scratch, it’s just a flesh wound.”

Those who claim inflation is no cause for concern are quick to point out the outliers:  
used car prices and gasoline prices were both up 45% y/y in June. They are outliers; but 
people do have to drive and new cars are hard to find these days, so these outliers hurt. 

A quick look at Table 1 of the June US CPI release shows that significant y/y price increases 
were not limited to one or two items: transportation services were up 10%, car insurance 
11%, apparel 5%, commodities other than food and energy close to 9%, and food away from 
home over 4%. Quite a few “flesh wounds.”1

I do not worry about 1970s-style runaway inflation. But investment strategy is mostly about 
understanding and assessing risk; and in a situation where markets and the Fed appear 
convinced that inflation will soon drop back under 2% by itself, with no need for policy 
action, the risks seem very much skewed to one side—namely that we might be underesti-
mating inflation. 

In assessing this risk, there are two factors worth considering, in my view. 

The first is that after the high—and higher than expected—inflation readings of the last few 
months, high inflation will have a significant degree of inertia. White House officials  
have noted that excluding autos and pandemic-related services, June prices were up just 
0.2% over the previous month, compared to the headline 0.9% month-over-month (m/m) 
jump. And 0.2% is the average m/m CPI increase during 2017–2019, the three years  
before the pandemic hit. But even if we assume overall inflation will drop to 0.2% already in 
July and stabilize at that rate, we will still have to wait until March 2022 for y/y inflation  
to drop consistently below 5%; at that stage inflation will have averaged 5% for a full 12 
months (from April 2021–March 2022).

This, I repeat, assuming that inflation slows down immediately. Over the past four months, 
the average m/m increase has been 0.8%, pushing the CPI reading above the 0.2%  
trend line (beginning in January 2017 in the chart below). We have already more than fully 
made up for the price drops of last year’s lockdown. The longer the m/m rate runs above 
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1. Source: Bureau of Labor Statistics. As of July 13, 2021.
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0.2%, the longer annual inflation will remain elevated. And there are several factors that 
could contribute to monthly inflation readings above 0.2%: escalating housing costs,  
for example, are likely to feed into higher inflation contributions from owner equivalent rent.

Suppose as a worst-case scenario that inflation rises at 0.8% per month for another four 
months before reverting to 0.2%. Extremely unlikely, I know, but nobody expected it  
to average 0.8% over the past four months either. In that case inflation would fall just under 
5% only in June next year; and before it does, it would run between 7.5% and 8.1% for  
five months, between October 2021 and February 2022.  

The first thing to consider, therefore, is that the moderately high inflation we are experi-
encing now will likely persist for six to 12 months, and we might not have seen the worst; 
this could well have an impact on both inflation expectations and price-setting behavior. 

Speaking of which, the second factor I want to highlight is the interesting dichotomy in  
inflation expectations. Those convinced that higher inflation will be short-lived are over-
whelmingly in the ranks of central bankers and financial investors. By contrast, businesses 
and consumers are much more of the view that higher inflation will persist. A recent poll 
found that nine in 10 voters are worried about a rising cost of living. Corporate leaders  
have been warning that the disruptions and supply bottlenecks caused by the pandemic will 
take many more months to resolve. 

I would love to think that financial investors are smarter and have a much keener insight  
into the future. But businesses and consumers who confront prices and price-setting  
decisions on a daily basis might deserve the benefit of the doubt on this one. Besides, they 
are the ones who will decide whether to pass on persistently higher input costs, and whether 
to bargain for higher wages after months of rising prices at the pump and in the shops— 
and in this tight labor market, workers do have bargaining power.

Sources: Franklin Templeton Fixed Income Research, US Bureau of Labor Statistics. Shaded area represents forward projections based on 
stable +0.2% month-over-month increases. There is no assurance that any estimate, forecast or projection will be realized. 
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Moreover, the degree to which bond markets are dismissing inflation concerns is striking: 
five-year/five-year forward breakevens are below their 10-year average, and below where they 
were at the time of the eurozone debt crisis; ditto for the flatness of the yield curve.  
This to me suggests that the Fed’s heavy and reassuring presence in fixed income markets 
might be giving us a distorted view of what bond markets actually anticipate. Financial 
market measures of inflation expectations, in other words, might be a lot less informative 
than we think.

 
As I discussed in my previous On My Mind, there are three main possible macro scenarios 
ahead. Maybe the economy is about to tank; or maybe we are about to witness a productivity 
miracle. If not, all the signs suggest the bond market is underestimating the inflation risk. 

Or maybe not. Maybe it’s just a flesh wound. 

WHAT ARE THE RISKS?

All investments involve risks, including possible loss of principal. The value of investments can go down as well as up,  
and investors may not get back the full amount invested. Bond prices generally move in the opposite direction of interest 
rates. Investments in lower-rated bonds include higher risk of default and loss of principal. Thus, as prices of bonds in 
an investment portfolio adjust to a rise in interest rates, the value of the portfolio may decline. Changes in the credit 
rating of a bond, or in the credit rating or financial strength of a bond’s issuer, insurer or guarantor, may affect the 
bond’s value. Actively managed strategies could experience losses if the investment manager’s judgment about 
markets, interest rates or the attractiveness, relative values, liquidity or potential appreciation of particular investments 
made for a portfolio, proves to be incorrect. There can be no guarantee that an investment manager’s investment 
techniques or decisions will produce the desired results.

Source: Bloomberg. As of July 21, 2021. See www.franklintempletondatasources.com for additional data provider information. 

Percent

0
2011 2012 20142013 2015 2016 2017 2018 2019 2020 2021

3.5%

3.0

2.5

2.0

1.5

BOND MARKETS SEEM TO BE DISMISSING INFLATION CONCERNS
US 5-year, 5-year forward breakeven in�ation rate
July 1, 2011–July 21, 2021

10-Year Average



© 2021 Franklin Templeton. All rights reserved. FCIOA_3Q21F_0721

IMPORTANT LEGAL INFORMATION
This material is intended to be of general interest only and should not be construed as individual investment advice or a recommen-
dation or solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. 
This material may not be reproduced, distributed or published without prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as July 22, 2021 
and may change without notice. The underlying assumptions and these views are subject to change based on market and other 
conditions and may differ from other portfolio managers or of the firm as a whole. The information provided in this material is not 
intended as a complete analysis of every material fact regarding any country, region or market. There is no assurance that any 
prediction, projection or forecast on the economy, stock market, bond market or the economic trends of the markets will be realized. 
The value of investments and the income from them can go down as well as up and you may not get back the full amount that you 
invested. Past performance is not necessarily indicative nor a guarantee of future performance. All investments involve risks, 
including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be 
acted upon in that connection and, as such, is provided to you incidentally. Data from third party sources may have been used in the 
preparation of this material and Franklin Templeton (“FT”) has not independently verified, validated or audited such data. Although 
information has been obtained from sources that Franklin Templeton believes to be reliable, no guarantee can be given as to its 
accuracy and such information may be incomplete or condensed and may be subject to change at any time without notice. The 
mention of any individual securities should neither constitute nor be construed as a recommendation to purchase, hold or sell any 
securities, and the information provided regarding such individual securities (if any) is not a sufficient basis upon which to make an 
investment decision. FT accepts no liability whatsoever for any loss arising from use of this information and reliance upon the 
comments, opinions and analyses in the material is at the sole discretion of the user. 

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other FT affiliates 
and/or their distributors as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton 
institutional contact for further information on availability of products and services in your jurisdiction.

Australia: Issued by Franklin Templeton Investments Australia Limited (ABN 87 006 972 247) (Australian Financial Services License Holder No. 225328), Level 19, 101 Collins Street, 
Melbourne, Victoria, 3000. Austria/Germany: Issued by Franklin Templeton International Services S.à r.l., Niederlassung Deutschland, Frankfurt, Mainzer Landstr. 16, 60325 Frankfurt/
Main. Tel: 08 00/0 73 80 01 (Germany), 08 00/29 59 11 (Austria), Fax: +49(0)69/2 72 23-120, info@franklintempleton.de, info@franklintempleton.at. Canada: Issued by Franklin 
Templeton Investments Corp., 200 King Street West, Suite 1500 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 387-0830, www.franklintempleton.ca. Netherlands: Franklin Templeton 
International Services S.à r.l., Dutch Branch, World Trade Center Amsterdam, H-Toren, 5e verdieping, Zuidplein 36, 1077 XV Amsterdam, Netherlands. Tel: +31 (0) 20 575 2890. United 
Arab Emirates: Issued by Franklin Templeton Investments (ME) Limited, authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate, 
East Wing, Level 2, Dubai International Financial Centre, P.O. Box 506613, Dubai, U.A.E. Tel: +9714-4284100 Fax: +9714-4284140. France: Issued by Franklin Templeton International 
Services S.à r.l., French branch, 55 avenue Hoche, 75008 Paris France. Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 17/F, Chater House, 8 Connaught Road 
Central, Hong Kong. Italy: Issued by Franklin Templeton International Services S.à r.l.—Italian Branch, Corso Italia, 1 – Milan, 20122, Italy. Japan: Issued by Franklin Templeton 
Investments Japan Limited. Korea: Issued by Franklin Templeton Investment Trust Management Co., Ltd., 3rd fl., CCMM Building, 12 Youido-Dong, Youngdungpo-Gu, Seoul, Korea 150-968. 
Luxembourg/Benelux: Issued by Franklin Templeton International Services S.à r.l.—Supervised by the Commission de Surveillance du Secteur Financier - 8A, rue Albert Borschette, 
L-1246 Luxembourg. Tel: +352-46 66 67-1 Fax: +352-46 66 76. Malaysia: Issued by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset 
Management Sdn. Bhd. This document has not been reviewed by Securities Commission Malaysia. Poland: Issued by Templeton Asset Management (Poland) TFI S.A.; Rondo ONZ 1; 00-124. 
Warsaw. Romania: Franklin Templeton International Services S.à r.l. Luxembourg, Bucharest Branch, at 78-80 Buzesti Str, Premium Point, 8th Floor, Bucharest 1, 011017, Romania. 
Registered with Romania Financial Supervisory Authority under no. PJM07.1AFIASMDLUX0037/10 March 2016 and authorized and regulated in Luxembourg by Commission de Surveillance 
du Secteur Financier. Tel: + 40 21 200 9600. Singapore: Issued by Templeton Asset Management Ltd. Registration No. (UEN) 199205211E and Legg Mason Asset Management Singapore 
Pte. Limited, Registration Number (UEN) 200007942R. Legg Mason Asset Management Singapore Pte. Limited is an indirect wholly owned subsidiary of Franklin Resources, Inc. 7 Temasek 
Boulevard, #38-03 Suntec Tower One, 038987, Singapore. Spain: Issued by Franklin Templeton International Services S.à r.l.—Spanish Branch, Professional of the Financial Sector under 
the Supervision of CNMV, José Ortega y Gasset 29, Madrid, Spain. Tel: +34 91 426 3600, Fax: +34 91 577 1857. South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd, 
which is an authorised Financial Services Provider. Tel: +27 (21) 831 7400 Fax: +27 (21) 831 7422. Switzerland: Issued by Franklin Templeton Switzerland Ltd, Stockerstrasse 38, 
CH-8002 Zurich. UK: Issued by Franklin Templeton Investment Management Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London EC4N 6HL. Tel: +44 (0)20 7073 
8500. Authorized and regulated in the United Kingdom by the Financial Conduct Authority. Nordic regions: Issued by Franklin Templeton International Services S.à r.l. Swedish Branch, 
filial, Nybrokajen 5, SE-111 48, Stockholm, Sweden. Tel: +46 (0)8 545 012 30, nordicinfo@franklintempleton.com, authorised in Luxembourg by the Commission de Surveillance du Secteur 
Financier to conduct certain financial activities in Denmark, Sweden, Norway, Iceland and Finland. Franklin Templeton International Services S.à r.l., Swedish Branch, filial conducts activi-
ties under supervision of Finansinspektionen in Sweden. Offshore Americas: In the U.S., this publication is made available only to financial intermediaries by Franklin Distributors, LLC, 
member FINRA/SIPC, 100 Fountain Parkway, St. Petersburg, Florida 33716. Tel: (800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free), and Fax: (727) 299-8736. Investments 
are not FDIC insured; may lose value; and are not bank guaranteed. Distribution outside the U.S. may be made by Franklin Templeton International Services, S.à r.l. (FTIS) or other sub-dis-
tributors, intermediaries, dealers or professional investors that have been engaged by FTIS to distribute shares of Franklin Templeton funds in certain jurisdictions. This is not an offer to 
sell or a solicitation of an offer to purchase securities in any jurisdiction where it would be illegal to do so.

Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.

CFA® and Chartered Financial Analyst® are trademarks owned by CFA Institute.


