
“We have a lot of cash and capability and we’re going to be very patient, 
  because I think you have a very good chance inflation will be more than transitory.” 
  & Jamie Dimon, 1956 – present, Chairman and Chief Executive Officer of JP Morgan Chase 

FED OPENS THE DOOR TO HIGHER RATES TO KEEP INFLATION CONTAINED 

What makes humans human? Even though the human 
hereditary material known as deoxyribonucleic acid, or DNA, 
which is the molecule that carries genetic information from 
one generation to another, was first identified in the late 
1860s by a Swiss chemist called Johann Friedrich Miescher, 
its crucial role in determining genetic inheritance wasn’t 
demonstrated until the discovery of its molecular structure in 
1953 by Cambridge University scientists James Watson and 
Francis Crick. 

Up to that point, the 
scientific 
community was 
aware that DNA was 
most likely the 
molecule of life, but 
nobody had the 
slightest idea of 
what that molecule 
might look like. In 
order to determine 
its exact structure - 
how all the atoms fit 
together and what 
shape resulted - the 
pair used stick-and-
ball models to test 
their ideas. They 
were able to 
determine that DNA had a unique ‘double helix’ shape, like 
a twisted ladder (see depiction on page 2), and that it 
replicated itself by separating into individual strands, each of 
which becoming the template for a new double helix. 

This was indeed a breakthrough in the study of how genetic 
material passes from generation to generation, for which 
Watson and Crick were awarded the Nobel prize in Medicine 
in 1962. A few years later, Watson published “The Double 
Helix”, his classic personal account of their groundbreaking 
discovery. 

It was Watson’s book that inspired Jennifer Doudna who 
read it as a sixth-grader and realized ‘that a woman could be 
a great scientist’ and that you could ‘hunt for the reasons why 
nature worked the way it did’. Her life story from a 
curious young girl growing up in Hawaii to a world-

renowned scientist is chronicled in distinguished historian 
and biographer Walter Isaacson’s latest book “The Code 
Breaker”, in which he recounts the dramatic story of the 
rivalry over a powerful gene-editing technology, and what it 
took for her to defy the odds as a woman in a male-
dominated field. 

Doudna, who grew up being told that women can’t involve 
themselves with 
science, received a 
PhD in biological 
chemistry and 

molecular 
pharmacology from 
Harvard Medical 
school and played a 
major role in the 
discovery of the 
inner workings of 
the gene editing 
tool CRISP-Cas9, a 
technology by 
which the genomes 
of living organisms 
can be modified. 

This past
November, the 
Royal Swedish 

Academy of Sciences awarded Doudna, along with French 
scientist Emmanuelle Charpentier, the 2020 Nobel prize in 
Chemistry, citing their discovery as one of the most 
significant in the history of biotechnology. 

Her breakthroughs in our understanding of RNA* also paved 
the way for the mRNA COVID vaccines created by Pfizer and 
Moderna. *[DNA and RNA are both types of nucleic 
acids, which are large molecules found in all living cells and 
viruses. One of the primary differences between DNA and 
RNA is that DNA is double-stranded while RNA is single-
stranded (see depiction on page 2)]. 

Their stories reminded us that our economy can also best be 
understood as a living organism: constantly changing, 

dynamic, evolving, innovative, and adaptive. Not 
just expanding and contracting, but being in a 

https://www.genome.gov/genetics-glossary/Nucleic-Acid
https://www.genome.gov/genetics-glossary/Nucleic-Acid


constant state of evolution, adapting to a variety of shocks 
and policy changes. 
 
Harvard economist Joseph Schumpeter was perhaps the first 
and most famous exponent of ‘dynamic economic 
systems’ that generate change from within. In the early 
1940s, he coined the seemingly paradoxical term ‘creative 
destruction’, which describes the process that sees new 
innovations replacing existing ones that are rendered 
obsolete. Economies and markets are always changing and 
the pursuit of innovation is paramount to their survival. 
 
The success of Netflix is a modern-day example of creative 
destruction, rendering brick-and-mortar movie rental stores, 
such as Blockbuster, obsolete. This past year, creative 
destruction has been visible in the remarkable adaptability 
shown by the many businesses that have thrived by 
transforming 
themselves in 
unexpected ways 
during the COVID-19 
pandemic. What used 
to take years or 
decades to 
implement, is now 
being changed, out of 
necessity, in a matter 
of months. 
 
Schumpeter’s theory 
stands in sharp 
contrast with the static 
mathematical models 
of traditional 
economists that 
describe the economy 
in terms of its 
equilibrium: efficient 
markets, rational expectations, and a stable state in which 
prices balance supply and demand, but largely ignore 
change and uncertainty. But does the economy act 
effectively, like a machine? Does it behave rationally? Of 
course not! Large deviations frequently occur, as the 2008 
financial crisis or last year’s pandemic-induced market selloff 
illustrate all too well. 
 
Economic policies, and the theories behind why they should 
or shouldn’t work, are constantly in flux, which poses a 
challenging quandary for financial markets and 
policymakers. That task got even harder with the onset of the 
pandemic, which introduced extreme uncertainty into the 
reliability of economic data. The problem, of course, is 
figuring out just what variables to take into account in order 
to make an accurate prediction, especially since the world 
after COVID-19 is unlikely to return to the world that was. 
 
With many states lifting nearly all pandemic-related 
restrictions, Americans are forging ahead with post-
vaccination plans, eager to spend money and make up for 
lost time. Shopping-deprived consumers have stepped up 
their spending in recent months, releasing a pent-up urge to 
splurge on consumer goods and experiences in what has 
become known as ‘revenge spending’. The idea is that 

consumers who missed shopping during the quarantine are 
now overspending as a way to make up for the lost year. As 
a result, consumer spending, which accounts for more than 
two-thirds of economic activity, grew at a sizzling annual rate 
of 11.4% in the first three months of the year. 
 
Powered by consumers who benefited from two rounds of 
stimulus, the post-pandemic economic recovery is set to be 
the fastest in decades, with the U.S. growing at a vigorous 
6.4% annualized rate in the first quarter this year, topping last 
year’s fourth quarter’s pace of 4.3%. Economists believe that 
U.S. growth in the just completed April–June period might 
have surged to an annual rate of 10% or more and expect 
GDP – the country’s total output of goods and services - for 
the entire year to increase between 7% and 8%, which would 
be the strongest year for the economy in possibly seven 
decades. The number of Americans applying for 

unemployment 
benefits has fallen 
steadily this year from 
about 900,000 in 
January to 411,000 at 
the end of June. The 

national 
unemployment rate, 
which soared to 14.7% 
in April last year, hit a 
fresh pandemic-era low 
of 5.8% in May. 
 
While the economic 
rebound has been 
unexpectedly swift, it 
would have been even 
stronger if companies 
could fill their need for 
labor. U.S. job 
openings in April 

soared to a record 9.3 million, nearly matching the 9.8 million 
Americans who were unemployed, as child-care issues, 
ongoing fears about the pandemic and the lure of generous 
unemployment benefits are affecting Americans’ willingness 
to work. The dislocations in the job market that emerged in 
the wake of the pandemic have been too vast to recover 
from and continue to override the normal economic forces. 
 
Meanwhile, S&P 500 companies reported remarkably strong 
earnings growth of 52.5% for the January-March period, with 
most companies surpassing analysts’ profit expectations. At 
the same time, those analysts are projecting even stronger 
growth of 60.1% for the second quarter, according to Zacks 
(see top graph on next page). These unusually high growth 
rates are due to a combination of higher earnings and an 
easier comparison to unusually weak earnings a year ago 
(known as ‘base-year effect’) when most economic and 
business activities came to a halt as a result of Covid-driven 
lockdowns. But even relative to the pre-pandemic second 
quarter 2019, Q2 2021 growth is still reflective of genuine 
growth, not just a result of easy comparisons to last year’s 
numbers. 
 
Strong corporate earnings growth, which has historically 
been the main driver of stock market returns, along with 



improving economic data, fiscal stimulus and the Federal 
Reserve’s ultra-accommodative monetary stance helped 
power the major stock market indices to record levels last 
quarter. At the halfway point of the year, the S&P 500 is up 
14.45%, while the Dow Jones Industrial Average has climbed 
12.8%. Last quarter marked both indexes’ fifth consecutive 
quarter of gains, their longest such streak since 2017. The 
yield on the benchmark 10-year U.S. Treasury note settled at 
1.44%, up from 0.91% at the end of last year but down from 
1.75% at the end of March. 
 
However, the remarkably fast pace of the economic recovery 
has raised concerns that it could ignite inflation. The most 
widely used measure of inflation, the Consumer Price Index 
(CPI), which measures the change in prices paid by 
consumers for goods and services rose 5% in the 12-months 
ending in May as supply 
chain issues, heightened 
demand and labor 
shortages resulted in 
higher prices. That 
marked the biggest 
spike since August 2008 
when the U.S. economy 
was in freefall (see 
bottom graph on this 
page). Likewise, Core 
Personal Consumption 
Expenditures (PCE – the 
Fed’s preferred inflation 
measure) surged at a 
3.1% annualized rate, 
easily outstripping the 
Fed’s 2% longer-run 
inflation target. Inflation 
refers to a broad 
increase in the overall 
price level of goods and 
services in the economy 
over time. Moderate 
inflation is associated 
with economic growth, 
while high inflation can 
signal an overheated 
economy. 
 
Grocery shoppers, home 
buyers, manufacturers, 
and retailers all insist that 
their dollars are buying 
less. Indeed, the rate of inflation has been trending higher 
every month since December 2020 and as a result, worries 
about sudden inflation spikes are keeping investors and 
economists up at night. To be sure, some short-term inflation 
drivers, such as supply-chain bottlenecks, are likely to subside, 
but with inflation proving difficult to rein in once it breaks out, 
they fear that the Fed may be forced into abrupt policy changes 
to tame price pressures. 
 
As consumers are dealing with starkly higher prices than a 
year ago, the Federal Reserve has maintained its stance that 
a ‘one-time bulge in prices’ should prove temporary and that 
it intends to continue its ultra-low interest rate policies and 

bond-buying program until ‘substantial further progress’ has 
been made towards its employment and inflation goals. A 
fairly significant pick-up in inflation this year was to be 
expected given the base effects from the worst of the 
pandemic’s impact a year ago. Later months of year-over-
year comparisons won’t have such big distorting effects. 
 
Yet soaring prices of housing, commodities and goods like 
used cars and lumber have provoked fear that inflation could 
become more persistent. U.S. home prices in May rose 
nearly 24% from a year ago, their biggest annual increase in 
more than two decades, as a shortage of properties and low 
borrowing rates fueled demand. Skyrocketing commodity 
prices, from copper to corn to oil, are adding to inflation 
fears. 
 

Oil and natural gas have 
risen sharply to their 
highest levels since 2018, 
while copper, row crops 
and swine are still around 
their highest prices in 
years, despite a recent 
pullback. The cost of 
used cars and trucks 
climbed 10% in April and 
another 7.3% in May 
when they were 
responsible for one-third 
of the overall rise in 
consumer prices.  
 
Meanwhile, supply-side 
disruptions are pushing 
up a variety of input 
prices, from 
semiconductors to 
electronic components, 
which threaten to 
accelerate inflation 
further through the year. 
As these price increases 
are felt, they could push 
consumers to expect 
even higher inflation and 
eventually start a wage-
price spiral in which 
wages and prices rise in a 
continuing, self-

perpetuating 
relationship that exerts added inflationary pressure on the 
economy. 
 
Executives at S&P 500 companies are taking notice. During 
the first-quarter earnings season, from about mid-March 
through mid-June, 197 of the S&P 500 companies discussed 
inflation on earnings conference calls, the highest number in 
at least a decade, according to FactSet. 
 
The pickup in inflation isn’t just a U.S. phenomenon either. 
The OECD said that consumer prices in its 36 members were 
3.3% higher than in April 2020, their largest increase since 
October 2008. Annual inflation in the euro zone rose 2% in 



May, hitting the European Central Bank’s (ECB) target for the 
first time since late 2018. Meanwhile, central banks in Brazil, 
Mexico, Turkey and Russia have all raised interest rates in 
recent weeks in an effort to hold down domestic inflation, 
caused in part by soaring commodity prices. 
 
Given the upside surprise in recent inflation data points, Fed 
policymakers have signaled that broad changes in policy 
may happen sooner than expected. They are now 
forecasting a higher rate of inflation for this year and the 
possibility of two interest rate hikes in 2023 – earlier than they 
had previously anticipated. The Fed’s main tool for 
managing inflation is to raise or lower interest rates. 
 
Now that they have acknowledged that inflation risks are 
squarely skewed to the upside, a growing number of 
policymakers indicate that the time may be nearing to start 
discussing tapering, i.e., a reduction in the Fed’s $120 billion 
monthly bond purchases. While there’s no indication that 
tapering is imminent - it likely won’t happen until later this 
year - it will mark the early beginning of monetary policy 
normalization and clear the path to an eventual interest rate 
hike. 
 
Anticipation of this has initially drawn some nervous 
reactions from investors who remember the so-called 2013 
‘taper tantrum’ that roiled equity and fixed income markets 
when the Fed planted the seed that it would scale back its 
asset buying program. Yet the opposite is happening this 
time around: stocks are up, yields have fallen, and stock 
market volatility has diminished as investors believe that the 
Fed learned its lessons from the original taper tantrum and 
is doing a better job of preparing the markets for a shift in its 
policies. 
 
INVESTMENT IMPLICATIONS: 
The Fed is determined to stimulate the economy through 
highly accommodative monetary policy and has promised to 
let the economy run ‘hot’ in its quest to attain its maximum 
employment objective. That unprecedented support, along 
with trillions of dollars of stimulus from the government set 
the stage for a rapid recovery. However, those measures also 
encouraged increased risk-taking, contributed to elevated 
asset prices and resulted in a pickup in inflation. For the past 
decade, inflation has averaged well below the 2% target rate 
set by the Fed and has been gradually declining since 1980. 
But after years of low inflation, there are signs that wage and 
price growth is heating up. 
 
Although it’s still premature to say with any confidence 
where inflation is headed, the Fed’s stance that the broad-
based price increases ultimately will prove transitory is going 
to be tested over the next several months. In recent U.S. 
history, there is support for inflationary spikes being 
temporary: increases in inflation on 2000, 2008 and 2011 all 
proved short-lived. Yet given how fast the economy is 
rebounding and the fact that inflation is surging, a few more 
months of hotter-than-expected data could force the Fed to 
recalibrate its strategy. As a result, the economy’s recent 
torrid growth could slow significantly, borrowing costs could 
increase, and stock and fixed income markets could become 
more volatile. 
 

Assessing the current inflation rebound has proved tricky 
because the economic environment has become more 
complex due to the pandemic, the Fed’s exceptionally loose 
monetary policy, and the governments massive fiscal 
stimulus. According to traditional economic models, it 
should have taken years for households to recover from 
2020’s sudden collapse in economic activity. Instead, the 
government intervened in a way that hadn’t really been tried 
before: replacing the wages of millions of newly unemployed 
Americans. Much to our surprise, policymakers have 
adapted remarkably well to the complex system of a 
dynamic, living economy – one that constantly evolves, 
continually changes, always adapts.  
 
As the Fed tries to figure out a way forward in setting 
monetary policy, the unequal economic recovery clearly 
shows that old inflation-fighting habits – old economic 
models – no longer apply to the current strange post-
pandemic economy. In past statements, the central bank 
affirmed that it has the tools to deal with inflation. 
Unfortunately, that’s irrelevant if it chooses not to use them, 
or uses outdated ones. 
 
For now, we are inclined to give the Fed the benefit of the 
doubt – and so are investors, as both the stock and fixed 
income marktes’ resilience clearly displays. Yet, with all major 
indexes trading at records, markets currently look priced for 
perfection and we believe this may be an opportune time for 
investors to revisit their portfolio asset allocations and to 
consider incorporating the risks of prolonged higher 
inflation.  
 
Inflation uncertainty should be addressed in a multi-asset-
class manner to limit exposure to unintended risks. A 
thoughtful, well-diversified portfolio - one that includes 
allocations to stocks, fixed income securities and cash – is 
the most prudent way to prepare a portfolio regardless of 
how inflation pans out. We recommend maintaining 
portfolio flexibility and liquidity to be able to respond to 
opportunities in what could be a difficult and volatile 
investment environment. Any investment changes should be 
made strictly in accordance with your overall investment 
goals, risk tolerance, time horizon, and liquidity needs. 
 
The most important advice may be to avoid abandoning 
your carefully structured portfolios due to inflation fears. In 
the words of Walter Schloss, one of the country’s foremost 
value investors: “You must have the discipline and 
temperament to resist your impulses. Human beings have 
precisely the wrong instincts when it comes to the markets.”  
 
So, what makes humans human? For one, it’s the difficulty to 
truly disconnect our emotions from our money, especially 
during scary or irrationally exuberant times! Emotions are an 
essential part of what makes us human. 
 
Research by Vanguard has shown that about 40% of the 
value an adviser provides to their clients is emotional – 
feelings of confidence with their portfolios, satisfaction with 
their choices, and excitement for the future. Our 
experienced investment professionals at Telos can help you 
manage the emotional side of investing and keep you 
focused on your long-term objectives.                     JULY 2021 
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