Rising Inflation: Causes and Outlook
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Trends
• As seen in below chart, after many years of low rates, inflation has risen
sharply over last few months, but nowhere near to where it was in 1970s.
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Trends
A Closer Look at Recent Inflation
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Trends
•

The increased inflation has occurred across all product categories, but has been most
pronounced in energy products, as shown in below chart and table on next slide.
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Trends
12-month percent change, Sep
2021

All items

5.4%

Food

All items less food and energy
Commodities less food and energy
commodities

4.6%

Food at home

Apparel

3.4%

4.5%

Cereals and bakery products
Meats, poultry, fish, and
eggs
Dairy and related products

New vehicles

8.7%

2.7%

Used cars and trucks

24.4%

Medical care commodities

-1.6%

Category

10.5%
0.6%

4.0%
7.3%

Alcoholic beverages

2.8%

Tobacco and smoking products

6.7%

Fruits and vegetables

3.0%

Nonalcoholic beverages and
beverage materials

Services less energy services

3.7%

2.9%

Shelter

3.2%

Other food at home

3.1%

Rent of primary residence

2.4%

Food away from home
Full service meals and
snacks
Limited service meals and
snacks

4.7%

Owners' equivalent rent of residences

2.9%

Medical care services

0.9%

Physicians' services

3.8%

Hospital services

3.2%

Transportation services

4.4%

Motor vehicle maintenance and repair

4.0%

Motor vehicle insurance

4.8%

Airline fare

0.8%

5.2%
6.7%

Energy

24.8%

Energy commodities

41.7%

Fuel oil

42.6%

Gasoline (all types)

42.1%

Energy services

8.5%

Electricity

5.2%

Natural gas (piped)
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Trends
• And, there have been even sharper rises in prices of inputs and intermediate
products, as shown on this and next 2 slides.
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Trends

10/25/2021

(c) Daniel Gaske 2021

7

Trends
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Causes
• Before getting into the current specific causes, it seems worth
providing an overview of the theory of inflation.
• Essentially, at the country/macro level, prices rise, or rise faster or
slower, for same reason they do at product / market level…..
interaction of supply and demand.
• When supply falls or rises at slower rate, price rises and inflation are
higher.
• When supply rises or rises at faster rate, price rises and inflation are
lower, and may even become negative.
• When demand rises or rises at faster rate, price rises and inflation are
higher.
• When demand falls or rises at slower rate, prices rise slower and
inflation is lower, and may even become negative.
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Causes
Inflation

Aggregate Supply (AS)….how much
businesses are able and willing to
supply (curved to show impact of
reaching capacity)

This graph is used to analyze inflation, and at
same time growth, by shifting the curves.
-- If AS is believed/expected to increase, AS curve
shifts to right, and opposite for decrease. This
causes lower inflation in first case and higher
inflation in second case.
-- If AD is believed/expected to increase, AD
curves shifts also to right, and opposite for a
decrease. This causes higher inflation in first case
and lower inflation in second case.

Aggregate Demand (AD)….how
much consumers, businesses, and
government are purchasing

Before getting into present day, some historical
examples of using this framework to explain those
outcomes.
-- In the 2 Oil shocks in 1970s, there was a drop in
ability of businesses to produce, so AS shifted left
and caused higher inflation and lower growth.

Real GDP Growth
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-- In the Great Financial Crisis of 2008-2010, there
was a drop in AD as businesses and households
pulled back purchases. So, AD shifted left and
caused both lower inflation and growth.
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Present Day
• Using this framework to examine the past several months, both AS and AD have
moved in ways to cause more inflation.
• On AD side, the extra unemployment benefits, stimulus checks, but probably most
importantly, the greater optimism surrounding Covid has led to release of pent up
demand and perhaps the largest increase in US AD in a 6-month period ever.
Remember how little you, and a whole lot of other folks, spent during much of
Covid period.
• On AS side, I think the best way to characterize is that businesses, both in US and
globally, were simply unable to re-ramp up capacity fast enough to keep up and
since AD was going up faster than AS, inflation accelerated.
• This inability to re-ramp up was compounded by:
• Periodic resurgences of Covid in Asia, which led to them closing plants; i.e.
reducing AS;
• The fact that some 4 million US workers have not returned to workforce compared
to pre-Covid, also reducing AS;
• Resulting in making the AD>AS gap even wider and pushing inflation up even more.
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Present Day – A Digression on US Work Force
• Before turning to outlook and what can/should be done, a digression
on why the US labor force remains down may be useful.
• From late 2019 to mid 2020, the number of people in US labor force
fell by over 8 million, bounced back some, but has remained 4 million
below the pre-Covid peak (see next slide).
• A primary explanation of people staying out of labor force has been
the generosity of unemployment benefits, and the chart supports
that to some extent.
• But there do seem to be other things going on also that is holding
people back from returning to work, such as day care centers having
to reduce capacity; people having, or deciding to, stay home for their
children’s virtual schooling; and maybe people finding out that
staying home rather than working simply works better for them.
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Present Day – A Digression on US Work Force
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Causes
Inflation

As a wrap on causes, we can use explanatory
graph shown earlier, as follows.

AS21
AS19/AS20

AD21

AD19

AD20

The solid AD19 and AS19/AS20 curves and Point 1
show the 2019 outcome for AS, AD, Growth, and
Inflation.
Because of Covid fears and lockdowns, AD fell in
2021 to AD20, but while production fell there was
no fundamental drop in production capabilities, so
the outcome was AD20 and AS19/AS20 and Point
2, lower outcomes for both Growth and Inflation.

3

This year, as discussed earlier, there has been a
sharp rise in AD, to AD21, but because of the
supply side issues also discussed earlier, there has
been a drop in AS to AS 21, resulting in Point 3,
essentially growth bouncing back strongly but
with much higher inflation than previously.

1
2

Real GDP Growth
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Where From Here and What To Do?
• The big future question is whether the surge in inflation has reached its peak or is
going to continue to rise.
• The statistical indicators are mixed.
• On the one hand, if you remember the first chart, the overall CPI inflation rate
actually turned down in September, suggesting the worst may be over.
• On other hand, much of the rises in intermediate product prices shown in
preceding charts may have yet to work through the system, suggesting further rises
in inflation rate may be yet to come, although some of these rises are falling also
• Experts are split.
• Mark Yandi, Chief Economist at Moodys Analytics believes that there will be supply
constraints and therefore continued inflationary pressures through end of next
year, while
• Jamie Dimon, CEO of JP Morgan Chase, has stated he believes the supply chain
problems will be over by early next year, although he does not see inflation falling
back below 4% will into 2022.
• What to me seems most likely is that the acceleration of inflation is over, but it will
only slowly fall back to the 2-3% level. Two reasons for this optimism. Supply chain
problems will get better (AS to right faster) and spending will increase slower as
the pent up demand gets spent and expansionary fiscal policy spending falls off.
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Where From Here and What To Do?
• If it is decided that the higher inflation is a problem, not just a trend,
both the Administration and Federal Reserve will have a role to play.
• With regard to the Administration, frankly their levers are limited, but
they may be able to prod the supply chain a bit, in the form, for
example, of suspending some regulations. President Biden’s
prodding of the container ports on West Coast to go to 24x7
operations is an example. If they were successful, AS would shift to
right and reduce inflation pressures.
• With regard to the Federal Reserve, they have very powerful levers,
but the use of them would have major negative impacts as well.
Specifically, they could shift to a tighter monetary policy and higher
interest rates. This would shift AD to left and lower inflationary
pressures but would also…remember the chart…push growth back
toward recessionary outcomes. They seem unlikely to do this
anytime soon.
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Internet Readings
•
•

•
•
•

https://finance.yahoo.com/news/jp-morgan-chases-dimon-inflation-might-go-higher-thanpeople-think-144719511.html
https://www.cnbc.com/2021/09/07/a-sharp-rise-in-wages-is-contributing-to-worries-overinflation.html
https://www.kitco.com/news/2021-10-11/ECB-s-Knot-warns-investors-of-risks-of-higherinflation.html
https://www.msn.com/en-us/money/markets/inflation-rises-at-54percent-yearly-pace-inseptember-cpi-shows-and-stays-at-30-year-high/ar-AAPt9h8?ocid=uxbndlbing
https://www.msn.com/en-us/news/us/how-biden-hopes-to-solve-holiday-shippingcrunch/ar-AAPsqcw?ocid=UP97DHP&li=BBnb7Kz
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