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The bitter taste of high inflation continues to linger two years after its liftoff in the aftermath of the pandemic. U.S. infla-
tion hit a peak of 9.1% year-over-year in June 2022.1 While it has moved steadily lower since then — reaching 4.1% in 
May of this year (Chart 1) — it is still well above its pre-pandemic rate and the Fed’s 2% target.

The drivers of inflation have shifted over time. In the early stages, supply chain dislocations and an abrupt change in spending 
patterns toward goods and away from services led to accelerated price growth. This early period was also marked by a widen-
ing in corporate profit margins, leading to charges that surging 
profits were responsible for the rise in prices. Since then, profit 
margins have narrowed and the sources of inflation have shifted 
from goods to more labor-intensive services. Wage growth now 
accounts for a significant share of the rise in prices.

The pattern of corporate profits rising in the early stages of an 
economic recovery is not unique to this economic cycle, but 
something that has occurred consistently over history. Busi-
nesses raise prices early in the economic cycle in response to 
strong demand and anticipation of higher costs. As those high-
er costs come to fruition, profit margins narrow. 

Elevated wage and profit growth are symptoms of an economy 
in which demand exceeds supply. As demand slows and the 
economy cools, price pressures will follow.

Highlights
• Inflation climbed to a 40-year high last year as strong demand for goods overwhelmed global supply-chains. Goods 

prices have slowed since then, but services are now playing a leading role in driving inflation. 
•  A surge in corporate profits during the pandemic and its immediate aftermath raised concerns that increased profit 

margins were driving inflation higher.
•  Looking through a historic lens, the rise in profits was not abnormal. Corporate profits typically rise in the early stages 

of economic recovery, coinciding with sluggish wage growth as the job market takes longer to recover from the down-
turn.

• The labor market recovery from the pandemic has been relatively fast, helping to fuel the strongest wage growth since 
the 1990s. 

•  High inflation is a symptom of an economy bursting at the seams. As demand slows, profit and wage growth are likely 
to follow, bringing inflation lower with them.
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Chart 1: The Long Journey Back to Normal
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Source: Bureau of Labor Statistics, TD Economics.
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Elevated Corporate Profits During Pandemic 
Prompted Scrutiny

Corporate profits soared to a multi decade high during 
the pandemic (Chart 2), prompting charges that corpora-
tions were taking advantage of the crisis to pad their mar-
gins. According to one theory, the universal nature of the 
pandemic made it easier to coordinate price increases.2  If 
a business believes that their competitors are also raising 
prices, the cost of doing so in terms of lost market share 
is diminished.

In fact, there is nothing particularly unique about this 
current cycle versus past economic cycles. Profit mar-
gins typically increase in the early stages of recoveries as 
forward-looking businesses raise prices in anticipation 
of rising costs. These actions serve to temporarily boost 
margins and prices. As cost pressures materialize, mar-
gins evaporate back to normal levels.3 

Notably, unit profits (profits per unit of output) have 
accounted for a smaller share of price pressures during 
this recovery period than in the past (Chart 3). Taken 
over a longer-period, corporate profits are not the main 
force stoking inflation pressures during the pandemic and 
post-pandemic era. 

Undoubtedly, not all industries are the same. Retail trade 
profits expanded considerably in 2021 and have contin-
ued to outpace wage growth even recently.4

Tight Labor Market Has Tipped the Scales Back 
Toward Wages

In contrast to profits, wages are often slow to recover from 
downturns and tend to be less influential on price pres-
sures in the initial stages of recovery (Chart 4). This oc-
curred during the recessions in 2001 and 2008.

The post-pandemic recovery has shortened this typical lag. 
Faster wage growth has resulted in unit labor costs account-
ing for an increasingly larger share of price pressures. In the 
first quarter of 2023, labor costs accounted for half of the 
change in per unit prices. This is consistent with the dearth 
of available workers relative to demand, reflected in the ra-
tio of job openings-to-unemployed persons reaching an all-
time high in March 2022. Service-related industries, includ-
ing leisure and hospitality, which boast one of the highest 
job opening rates, has experienced some of the highest wage 
increases. 

There are early signs that labor market imbalances have 
started to recede. Job openings, while still elevated, have 
fallen from their record highs and business’ expectations of 
future wages are beginning to trend downward (Chart 5).
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Chart 2: Profits Pull Back But Remain Elevated 
Relative to History

Source: Bureau of Economic Analysis, National Bureau of Economic Research, TD 
Economics. 
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Chart 3: Employee Compensation Accounts for a 
Larger Piece of the Price Pie
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Source: Bureau of Economic Analysis, TD Economics.
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Chart 4: Wage Growth Bucks the Trend After the 
2020 Recession
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Shrinking Margins and Softer Wage Growth Will 
Help Fight Inflation

We expect economy-wide corporate profits relative to GDP 
to retreat from its peak of 12.1% in 2021 to 10.3% by the end 
of 2023. Industries that saw the highest margins (e.g., retail) 
may experience more margin compression as consumer de-
mand fades alongside dwindling excess pandemic savings. 

As firms contend with weaker sales, demand for workers 
is likely to slow. Softer wage and profit growth will help 
to bring down inflation. As those pieces fall into place, we 
expect inflation to slow to 2.1% by the end of 2024.

Bottom Line

With inflation capturing headlines over the past two 
years, some are pointing fingers at corporations. When 
compared to historical norms most corporations are act-
ing in a typical forward-looking manner.

Where the current environment differs is the job market. 
As businesses rushed to keep up with demand, competi-
tion for workers has pushed up wages in many industries. 
Labor costs now account for an unusually large role in ex-
plaining inflation.

To be clear, workers are not the villains in the inflation sto-
ry any more than corporations. Instead, the root issue is an 
economy running hot, with demand in excess of supply. As 
these move into balance, inflation is likely to follow.

0.0

0.5

1.0

1.5

2.0

2.5

-30

-10

10

30

50

70

90

Jan 18 Nov 18 Sep 19 Jul 20 May 21 Mar 22 Jan 23

Chart 5: Business Wage Expectations Decline 
Alongside Job Openings 
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Endnotes
1. As measured by the Consumer Price Index (CPI)

2. https://www.elgaronline.com/view/journals/roke/11/2/article-p183.xml

3. https://www.kansascityfed.org/research/economic-bulletin/corporate-profits-contributed-a-lot-to-inflation-in-2021-but-little-in-2022/

4. Restoring Price Stability in an Uncertain Economic Environment, Speech by Lael Brainard Vice Chair, Board of Governors of the Federal Reserve System https://

www.federalreserve.gov/newsevents/speech/brainard20221010a.htm
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