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An Inflation-Induced Market Correction?
• The Market’s Inflation Jitters

• An inflation-induced equity market correction is possible, but an inflation-
fueled shift in market leadership is more likely

• The Inflation Debate
• Inflation above 2.5% is likely to prove transitory, but high near-term 

readings could trigger a Fed communication mistake

• Earnings’ Bumpy Road to Recovery  
• The ongoing earnings recovery appears robust enough to weather any 

short-term inflation and labor market disruptions
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The Market’s Inflation Jitters

• Market Volatility Resurfaces on Inflation News. Markets experienced increased volatility
last week, despite continued positive earnings reports from companies. The S&P 500
declined over 4% by mid-week as U.S. Consumer Price Inflation (CPI) came in ahead of
consensus at a relatively strong 4.2% year-over-year, but regained half of the lost ground
by the end of the week. The CBOE Volatility Index (VIX), which is a board measure of
expected volatility via options pricing, nearly doubled from Monday to Wednesday, but
also settled back down by the end of the week.

• An Inflation-Induced Market Correction? Market corrections are relatively common,
particularly after periods of consistent market gains as have been seen since last spring.
In fact, the S&P 500 has experienced price contractions of 5% or more within nearly every
year dating back to 1985. Such corrections are often triggered by some sort of investor
fear of a near-term negative fundamental event, such as the concerns about rising
inflation or a premature Fed policy tightening. These market declines can seem worrying
for investors at the time they occur, but often the fears prove transitory and markets
return to their upward trajectory after the fears have subsided.

• Market’s Sensitivity To Inflation. If inflation, as we expect, rises to a sustainable ~2.5%, and
not a more dangerously persistent 3.0%+, and the Fed does not tighten monetary policy
prematurely, markets should broadly be able to perform well. Having said that, this
higher level of inflation provides fuel to continue the transition of market leadership from
growth to value stocks.

An inflation-induced equity market correction is possible, but 
an inflation-fueled shift in market leadership is more likely

Chart of the Week:

Higher Inflation Regime Is Likely To Favor Value Stocks
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Source: Glenm ede, U.S. Bureau of Labor Statistics, Kenneth French Data through 3/31/2021
Blue bars show the total return of value stocks vs growth stocks in different inflation environm ents since 1948, as m easured by year-over-year 
percent change in the U.S. Consum er Price Index (CPI). Value factor returns are represented by the rolling 12-m onth total returns of high 
book-to-price m inus low book-to-price U.S. com panies via the Fam a/French indexes. Past perform ance m ay not be indicative of future 
results. One cannot invest directly in an index.



Earnings’ Bumpy Road to Recovery

• Q1 Earnings Season Winding Down. Earnings season has nearly wrapped up, as ~91% of
S&P 500 companies have already reported earnings. First quarter results have been
stellar, with the blended year-over-year earnings growth estimate for the S&P 500,
which combines actual results with consensus estimates for firms that have yet to report,
currently sitting at ~49.9%. If that estimate holds true, Q1’s year-over-year earnings
growth would be the strongest since the U.S. emerged from the Great Financial Crisis in
early 2010, demonstrating a robust earnings rebound.

• Earnings Recovery Disruption? Standout Q1 earnings growth can be attributed in part
to a rebound from the lows hit during the pandemic this time last year as well as the
enormous progress that the economy and corporations have made since then. This is
likely to continue into Q2, for which consensus estimates for S&P 500 earnings growth sits
at 55.8% on a year-over-year basis. With that said, investors should closely monitor
whether the effects of higher input costs and difficulty finding qualified labor begins to
place pressure on profit margins. At this point in time, it does not appear that these
short-term disruptions are enough to knock the market off of its longer-term path of
earnings recovery.

• Stepping on the Buyback Pedal. Due to the promising earnings outlook, many
companies find themselves flush with cash. Companies have spent nearly $500B on
stock buybacks for the first 4 months of 2021, a common practice that reduces the
amount of shares outstanding, giving investors a greater piece of the profit pie.
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The ongoing earnings recovery appears robust enough to 
weather any short-term inflation and labor market disruptions

The Inflation Debate

• Scary Inflation Readings. Last Tuesday, the Consumer Price Index (CPI) report showed a
4.2% year-over-year increase, the highest final goods inflation reading in nearly 13
years. Similarly, the Producer Price Index (PPI) released on Thursday notched a 6.2%
year-over-year increase in prices, including those of intermediate goods. Both reports
reflect sharp price gains from year-ago lows driven by pent-up demand as well as
price hikes associated with both labor and product shortages.

• Transitory or Not? The sharp increase in prices is leading to concerns by some that this
level of inflation is a new norm to which the Fed will be forced to react. CPI and PPI
reports in the coming months are likely to be just as ugly, if not worse, at first glance;
however, a good degree of this inflation should ultimately prove transitory. Nearly half
of the above-average rise in inflation is due to base effects from year-ago levels.
Supply shortages should ultimately prove transitory as companies ramp up production.
Labor shortages are likely to reverse alongside the legislated expiration dates of the
American Rescue Plan’s unemployment benefit packages.

• Potential Fed Communication Mistake. So far, the Federal Reserve and its key
representatives have remained undeterred in their plan to maintain policy
accommodation and only gradually remove it as the economic recovery proves more
sustainable. However, the coming month’s CPI and PPI reports are likely to test the
Fed’s resolve. The Fed will need to remain diligent in its communication of policy
intentions to avoid an event similar to the 2013 taper tantrum.

Inflation above 2.5% is likely to prove transitory, but high near-
term readings could trigger a Fed communication mistake 
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