
INVESTMENT INSIGHTS

Federal Reserve Policy Update 
Part 2: STABLE INFLATION
In Part 1, we discussed the first mandate of the Federal 
Reserve (Fed) —to foster economic conditions that result in 
maximum employment. The Fed currently believes the U.S. 
economy is “a long way from maximum employment” 1 and, 
as such, continues to be accommodative by maintaining 
low-interest rates.

The Fed must balance the full employment mandate with its 
second mandate of price stability. It currently views inflation 
as transitory and recently updated its inflation target. To 
help investors better understand how the Fed operates, 
this issue takes a closer look at the Fed’s mandate of stable 
prices. 

What is inflation? 
The goal of the Fed is to maintain inflation at 2%. Before we can look 
at the Fed’s inflation policy, it is crucial to understand the basics of 
inflation. Inflation measures the rate at which the prices of goods and 
services rise over time. These goods and services include commonly 
used items, such as food, clothing, housing, transportation, etc. 
Inflation reduces the value of a dollar, which is commonly known 
as its purchasing power, as each dollar effectively buys fewer goods 
and services than it did in prior periods. Thus, inflation reduces the 
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KEY POINTS
• Many investors are worried 

about inflation as they 
observe the rising prices of 
many goods and services.

• Inflation trends are essential 
to understand because they 
can have a significant impact 
on investment returns over 
time. 

• The Federal Reserve recently 
updated its inflation policy 
and now uses an average of 
2% to achieve its inflation 
goal.

• The Federal Reserve believes 
the current inflation trends to 
be temporary.

1    Marte, Jonnelle. “Fed’s Powell Sees a Long Road to ‘Maximum Employment’.” Reuters, Thomson.



An example of the price of goods over time can help illustrate this clearly. According to the U.S. Department of 
Commerce, the cost of one loaf of bread was 24 cents in 1970. Last year, the cost of one loaf of bread was $2.09. In 
1970, $2.09 would buy more than eight loaves of bread. If you were to put that $2.09 in a vault and wanted to buy 
bread 50 years later, you could purchase only one loaf in 2020. The table below highlights how the prices of common 
everyday items have changed over the last 50 years.2

2  U.S. Department of Commerce, Bureau of the Census; U.S. Department of Housing and Urban Development; U.S. Social Security Administration; Bureau of 
Economic Analysis; Oak Ridge National Laboratory for the U.S. Department of Energy’s Office of Energy Vehicle Technologies Office; U.S. Energy Information 
Administration; U.S. Department of Labor, Bureau of Labor Statistics.

HOW IS INFLATION MEASURED? 

Inflation is not a measure of price increase for just a few goods or services, but price increase across the broad 
economy. The most widely followed measure of inflation is the Consumer Price Index (CPI). The CPI, reported by the 
U.S. Bureau of Labor Statistics (BLS), tracks changes in prices that consumers pay. The second most popular measure 
of inflation is the Personal Consumption Expenditures (PCE). Like the CPI, the PCE is a consumer price index. However, 
unlike the CPI, it surveys businesses (instead of consumers) for sales data displaying price changes. Another notable 
difference is that PCE accounts for substitution between two items as one item’s price increases. While they have some 
differences, both indices aim to measure price changes in consumer goods and services. CPI is more widely published 
and is used to adjust Social Security payments. On the other hand, the Federal Reserve uses PCE to set inflation stability 
targets. The goods (green) and services (blue) components PCE are shown in the graph below:

                            Source: U.S. Bureau of Economic Analysis



3  Assuming velocity of money and real output (real GDP) does not change. For more on this relationship, please see the Quantity Theory of Money. 

WHAT DRIVES INFLATION? 
Inflation is driven by two main factors that are broadly classified as quantitative 
and qualitative. Over the long term, inflation is driven quantitatively by the growth 
of the money supply in the economy. Consider this example to help illustrate the 
relationship between price and money supply: Imagine a country with a finite amount 
of money in circulation and finite products. For simplicity, let us assume it has $2 in 
circulation, and it has only one product available for sale – one loaf of bread that costs 
$2. If the country’s central bank were to double the amount of money available in the 
economy to $4 (by printing two additional dollars), the cost of a loaf of bread would 
now be $4. 3   This is because there is still one product available for sale in this simple 
scenario. There is, however, twice as much money circulating in the economy, raising 
the price from $2 to $4. 

Over the short and medium term, qualitative factors are said to be the main drivers 
of inflation. These qualitative factors include cost-push inflation and demand-pull 
inflation. Cost-push inflation occurs when the cost of producing goods or services 
increases (raw materials, wages, etc.). The increased costs are pushed onto consumers 
through a rise in price. Demand-pull inflation occurs when demand for a particular 
good or service increases faster than its supply. With increased demand and a limited 
supply of goods, consumers are willing to pay more to get the desired products. 

POLICY OUTLOOK
Last year, the Fed increased the money supply to soften the economic carnage from the pandemic and stimulate the 
economy. As discussed above, this action is generally considered inflationary as it increases the amount of money 
circulating in the economy. Inflation can also increase when the cost of producing goods or services increases, 
resulting in cost-push inflation.  Many investors today have observed rising prices of various goods and services. For 
example, last year during the height of the pandemic, food prices increased considerably. Recently, gasoline prices 
have been rising rapidly. The following chart shows trends in food and energy prices. Even though these factors are 
generally associated with higher inflation, the Fed considers the current inflation trends to be “transitory” and primarily 
due to “low base effects.”  The apparent disconnect may be because of how the Fed defines inflation and its new 
inflation policy. 



As evident by the graph above, the prices for food and gasoline can be quite volatile. However, they are also a relatively small 
part (about 12%) of purchases made by typical consumers.  Recognizing these facts, the Fed removes these from the PCE, and 
instead, looks at Core PCE or PCE excluding food and energy items. Since these prices are not included in the Fed’s gauge for 
inflation but are highly visible to the public, a disconnect occurs amid consumers. The graph below shows PCE and Core PCE 
over the past 15 years. As you can see, the Core PCE (red line) tends to vary less than PCE (blue line), as it excludes food and 
energy prices. 

You can also observe that these measures are currently above 2% (green line), which is the Fed’s target for inflation. The Fed, 
however, recently updated its definition of its inflation target. Rather than aiming for 2% as a static target, it now seeks to meet 
its inflation goal by achieving 2% average inflation. In other words, while Core PCE increased by 3.1% on a year-over-year basis 
in April, it averaged 1.5% over the last year – below the Fed’s target.  

Based on these perspectives, the Fed believes that the current inflationary environment is temporary (transitory). Overall, it is 
relatively higher today because the current price increase is derived from a low point when prices initially declined during the 
pandemic (low base effects).  

INFLATION AND YOUR INVESTMENTS
Even if the current inflation trends are 
temporary, investors should not be 
complacent –a modest level of inflation can 
significantly impact the cost of living over time. 
For example, with an inflation of 2% per year, 
a 29-year-old individual who currently spends 
$70,000 per year would need $140,000 to 
maintain his or her lifestyle at age 65. 

While investing carries risk, it is also risky not 
to invest. You need to save enough to match 
the inflation rate to maintain your lifestyle. 
To properly pursue your long-term financial 
goals, such as saving for retirement, you need 
investments that can generate returns to cover 
the inflation-induced loss in purchasing power. 
Contact your financial advisor to help you 
develop a plan based on your specific needs.  
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