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Corporate profits rose quickly in 2021 along with inflation, raising concerns about corporations driving up prices to increase
profits. Although corporate profits indeed contributed to inflation in 2021, their contribution fell in 2022. This pattern is not
unusual: in previous economic recoveries, corporate profits were the main contributor to inflation in the first year and
displaced by costs in the second year.

Inflation spiked in 2021 alongside a sharp rise in corporate profits, bringing substantial attention to the role of firms in
determining inflation.””! Previous research has shown that corporate profits contributed substantially to inflation in the first
half of 2021; however, the contribution of profits began to fall in the second half of 2021, a time when inflation accelerated
(Glover, Mustre-del-Rio, and von Ende-Becker 2023). This pattern is consistent with anticipatory price-setting, in which firms
expect higher costs of production in the near future and thus raise prices on the goods they produce today.[ 2l

This pattern also appears consistent with previous economic recoveries. The idea that firms are forward-looking when setting
prices is not specific to the post-pandemic recovery. Economic theory predicts that the contribution of corporate profits to
inflation should spike whenever costs are temporarily depressed but expected to increase in the near future; as the recovery
continues and costs rise, the contribution of profits to inflation should fall. Chart 1 confirms that this pattern appears in U.S.
data going back to the late 1940s. The chart plots the year-over-year contribution of corporate profits to inflation in the
implicit GDP deflator—a measure of average prices for goods and services in the economy—in each quarter since 1948.
Inflation from corporate profits spikes sharply in the first few quarters after the end of a recession (shaded in gray), and then

falls as the recovery continues.
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The contribution of corporate profits appears not only consistent with prior recessions, but also proportionate. Chart 2 takes a
closer look at the contribution from corporate profits to inflation during past recoveries by comparing its path over the four
quarters before each recession ended and during the eight quarters after. The light blue lines represent inflation from
corporate profits during each of the 11 recoveries from 1948 through 2020, the dark blue line shows their average, and the
orange line shows the current recovery. Inflation from corporate profits follows a pattern: corporate profits are deflationary
during the recession, then put considerable upward pressure on inflation in the first year of the recovery. Two years (eight
quarters) after a recession ends, corporate profits make a relatively small positive contribution to inflation. The orange line

shows that there was qualitatively nothing unique about the path of profit-generated inflation during the pandemic recovery.

Although the absolute level that corporate profits contributed to inflation during the pandemic recovery was higher than in
most other recoveries, overall inflation was also higher. To control for the higher level of inflation during the pandemic
recovery, Chart 3 quantifies the share of inflation accounted for by corporate profits (versus costs) in the first two years
following a recession and again shows similarities between the most recent and prior recoveries. The blue bars in Chart 3 show
that during the first year of the average pre-pandemic recovery, corporate profits contributed more than 100 percent of overall
inflation—on average, profits contributed 126 percent and costs contributed 26 percent. Put another way, in the first year of a
pre-pandemic recovery, inflation would have averaged 3.4 percent if the only contributor had been growth in corporate

profits; however, because costs typically fell during this period, the actual average inflation rate was only 2.7 percent.

In the second year of pre-pandemic recoveries, corporate profits contributed much less to overall inflation; instead, costs
contributed most. The green bars in Chart 3 show that the first two years following the COVID-19 recession follow a strikingly
similar pattern to prior recoveries: corporate profits contributed a large percentage to inflation in the first year and
contributed much less in the second. Perhaps surprisingly, corporate profits actually contributed less to inflation during the
first two years of the pandemic recovery compared with the historical average (41 percent versus 59 percent, respectively).
Overall, patterns in Chart 3 are consistent with firms raising prices in the first year of a recovery in anticipation of higher
future costs, which are realized in the second year of a recovery. Because of these pricing decisions, the contribution of

corporate profits to inflation rises the first year and falls the second.

Although inflation has been atypically high during the recovery from the pandemic, the contribution of corporate profits to
inflation has not been unprecedented. Our findings support the theory that firms set prices based on current as well as future
production costs, which explains the contribution of corporate profits to inflation both before and after the COVID-19
pandemic. The amount of inflation generated by corporate profits early in a recovery may be a useful signal of future cost

growth and subsequent inflation.
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Endnotes

[1] See Hannon (2023) and Kaplan (2023) for recent popular media discussions and Weber and Wasner (2023) for further
analysis.
[2] The textbook model from Gali (2008) is the basis for most models used to study inflation and monetary policy in academic

institutions and central banks.
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