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Fast facts

B At the onset of the COVID-19 pandemic and resulting recession in 2020,
maintaining inflation at the Federal Reserve Board’s 2 percent target rate
took a backseat to ensuring the U.S. economy—and, by extension, the global
economy—did not fall into a prolonged recession.

B Fed Chair Jerome Powell and his colleagues are now hiking the key federal
funds interest rate that the Fed controls at a steady clip—and signalling they
will continue to do so until inflation subsides. That is easier said than done.

B There are a number of heterogeneous factors at play around the world and in
the United States affecting inflationary pressures, many of which the Federal
Reserve has no control over, among them globally set oil and gas prices,
the economic ramifications of Russian dictator Vladmir Putin’s invasion of
Ukraine for those prices and for the cost of key agricultural commodities,
and continuing global supply chain snarls.

B Once future inflationary expectations take hold in an economy, reversing
them is hard to do. U.S. households react very differently to inflationary
expectations by income. The income earners in these households react
differently when seeking higher wages due to inflation. And U.S. businesses
react differently to these wage pressures and to industry-specific inflationary
pressures for the inputs they need to make the products they sell and the
profit margins they seek to maintain.

B Inflationary expectations of U.S. households are, by and large, set by their
consumption patterns based on their incomes—a key determinant that
the Federal Reserve’s anti-inflationary toolkit is not specifically designed
to tackle. And the Fed’s blunt interest rate hikes cannot account for the
heterogeneous factors that go into the inflationary expectations of U.S.
workers and businesses across many industries. To address these monetary
policy shortfalls requires:

= Better communication by the Fed about its understanding of future
inflationary expectations and what it intends to do about it
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= Targeted income support for lower-income U.S. households to ameliorate
inflationary pressures

= [nvestment incentives to U.S. businesses to build more manufacturing
capacity in the United States to help resolve continuing global supply
chain problems

= Improvements to the country’s social infrastructure that allow currently at-
home caregivers to return to the workforce and increase the labor supply

B Above all, though, this report finds that the Fed needs to better understand
the heterogeneous factors contributing to future inflationary expectations
today due to the still-reverberating consequences of the COVID-19 pandemic.
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Overview

The chair of the Federal Reserve, Jerome Powell, and other members of the U.S.
central bank’s Federal Open Market Committee, which sets monetary policies, are
keenly aware of the importance of inflationary expectations among U.S. house-
holds and businesses. That’s why they try to signal the Fed’s determination to
keep inflation under control. At the onset of the COVID-19 pandemic and resulting
recession in 2020, however, maintaining inflation at the Fed’s 2 percent target rate
took a backseat to ensuring the U.S. economy—and, by extension, the global econ-
omy—did not fall into a prolonged recession.

Fast forward to 2022. Powell and his colleagues are now hiking the key federal
funds interest rate that the Fed controls at a steady clip—and signalling they will
continue to do so until inflation subsides. That is easier said than done.

This report examines why inflationary expectations amid the continuing COVID-19
pandemic could be hard to suppress. There are a number of heterogeneous fac-
tors at play around the world and in the United States affecting inflationary pres-
sures, many of which the Federal Reserve has no control over. Think globally set
oil and gas prices, the economic ramifications of Russian dictator Vladmir Putin’s
invasion of Ukraine for those prices and for the cost of key agricultural commod-
ities, and global supply chain snarls for key products due to the pandemic just as
demand for those products spiked sharply over the past 2 years.

But once future inflationary expectations take hold in an economy, reversing them
is hard to do. U.S. households react very differently to inflationary expectations by
income. The income earners in these households react differently when seeking
higher wages due to inflation. And U.S. businesses react differently to these wage
pressures and to industry-specific inflationary pressures for the inputs they need
to make the products they sell and the profit margins they seek to maintain.

This report examines in detail how U.S. workers and their families understand
inflationary pressures across the income distribution in the United States, as well
as by the race, ethnicity, and gender of those workers and their families. The main
finding is that the inflationary expectations of U.S. households are, by and large, set
by their consumption patterns based on their incomes—a key determinant that
the Federal Reserve’s anti-inflationary toolkit is not specifically designed to tackle.
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This report also looks at how the Fed can exercise influence over U.S. businesses’
investment decisions and U.S. workers’ bargaining positions, but even in these
cases, the Fed’s blunt interest rate hikes cannot account for the heterogeneous
factors that go into the inflationary expectations of U.S. workers and businesses
across many industries. This report looks at the reasons why this is the case.

| close the paper with a brief examination of the role of recent U.S. fiscal and
monetary policies in setting future inflationary expectations amid the continuing
COVID-19 pandemic and then posit some open questions that economists and
other social scientists could examine to better understand the root causes of in-
flation in the U.S. economy and society today. My concluding policy recommenda-
tions are necessarily brief, given how much academics and policymakers alike still
need to understand about the heterogeneous factors that determine inflationary
expecations across U.S. income and wealth divides. But these recommendations
are nonetheless doable, among them:

B Better communication by the Fed about its understanding of future
inflationary expectations and what it intends to do about it

B Targeted income support for lower-income U.S. households to ameliorate
inflationary pressures

B Investment incentives to U.S. businesses to build more manufacturing capacity
in the United States to help resolve continuing global supply chain problems

B Improvements to the country’s social infrastructure that allow currently at-
home caregivers to return to the workforce and increase the labor supply

Above all, though, this report finds that the Fed needs to better understand the
heterogeneous factors contributing to future inflationary expectations today due
to the still-reverberating consequences of the COVID-19 pandemic.
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The impact of inflation
across U.S. households
by demographic
composition

This section of the report breaks down how consumption dynamics play out in the
real economy for U.S. households. This section first looks at key heterogeneous
factors that actually determine realized inflation and future inflationary expecta-
tions amid the pandemic at the level of U.S. households. This section then exam-
ines how the financial debt and assets of these different kinds of U.S. households
factor into their experiences with realized inflation and their perceptions about
future inflationary expectations.

The traditional view of U.S. households’
experiences with inflation

Inflation reflects the increase in the general level of prices, typically comparing
the cost of purchasing an identical bundle of consumption goods across different
time periods. When inflation goes up, a dollar today purchases less than a dollar
did yesterday. That’s why many U.S. workers and their families are hit hard by high
inflation when their wages do not follow suit, yet the harmful consequences of
inflation do not hit everyone uniformly.

In the 1980s, economists noted that aggregate consumption dynamics are best
described by two types of households: low-income ones that consume 100 per-
cent of their disposable income and those that have sufficiently high incomes so
that they can save parts of it, which allows them to optimize their consumption
and savings decisions over time and pull forward consumption before prices start
increasing.' In the data, the average savings rate in the United Sates increases with
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the incomes of U.S. households, with the highest income earners tending to have
the highest savings rates.

This is why inflation makes the consumption of a bundle of goods and services
more expensive for lower-income U.S. workers and their families because they
are hit by inflation on 100 percent of their disposable income. In contrast, high-
er-income U.S. households do not feel the higher prices for consumption goods
for 100 percent of their income. Similarly, most African Americans workers and
their families tend to have lower savings rates because they are concentrated in
lower-income groups as a result of a long history of systematic exclusion from
wealth-building opportunities and hence are hit harder by inflation.

So far, we discussed how the average increase in the price level of a representative
consumption bundle hits individuals differently. But, of course, not all Americans
purchase identical goods all the time, and the flexibility to change consumption
patterns is a well-documented way that households evade the impacts of infla-
tion. In the data, lower-income Americans tend to spend most of their income on
necessities, such as groceries, gas, and rent, whereas the share of discretionary
consumption increases as individuals’ incomes rise. This pattern was exacerbated
by the onset of the COVID-19 pandemc and the resulting recession—a pattern that
continues to some degree amid the continuing pandemic.

The COVID-19 pandemic dramatically
altered traditional U.S. household
consumption patterns

Early in the COVID-19 pandemic in 2020, a large part of the increase in inflation
was concentrated in goods—and especially durable goods, such as new or used
cars—due to the disruption of supply chains and shortages in important interme-
diate inputs. Then, in 2022, a surge in energy prices and in the prices of services hit
the U.S. economy, with the former hitting lower-income Americans the hardest.
They spend a larger share of their budgets on gas, energy, and rent, and typically
have to commute longer distances to work.

Moreover, not only do U.S. households differ in how they spend money; they also
differ in where they purchase goods, whether they use coupons and discounts, and
whether they purchase goods in bulk or on the spot when needed. That’s why re-
alized inflation, as measured by the U.S. Bureau of Labor Statistics as the increase
in the level of prices for a representative consumption bundle, is a rather abstract
concept for many U.S. households.
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Indeed, the realized inflation rate at the household level, taking into account
household-specific consumption bundles and prices that households pay, might
differ quite substantially from those of a representative consumer.

Consumption and its impact on inflation varies
by types of households

Research finds large differences in realized inflation across U.S. households, with
important roles for both differences in goods consumed and in the prices paid
contributing to differences in realized inflation.? Yet little systematic variation
exists in realized inflation across the income distribution and across race in
normal times. During the COVID-19 pandemic, though, | and my co-researchers
did observe realized inflation of up to 2 percentage points higher for low-income
U.S. households ,relative to high-income households, and for Black households,
compared to White ones.*

What drove this large wedge in realized inflation? We find that two margins help
explain this pattern. First, lower-income U.S. households and most African Ameri-
can households consumed goods that witnessed a larger increase in prices, com-
pared to other goods. Second, a trading-down mechanism played a crucial role.s

Normally, higher-income U.S. households tend to purchase goods at high-
er-priced stores, such as Amazon.com Inc’s high-end grocery store chain Whole
Foods Market. They barely use coupons and don’t buy their groceries in bulk

or when they are on sale. Hence, when a sharp contraction hits them, they can
engage in a trading-down mechanism: They can switch grocers and start pur-
chasing at lower-priced stores.

Moreover, higher-income U.S. households can start purchasing goods with cou-
pons and in bulk to save money. Therefore, when inflation rises and reduces their
disposable incomes, they can reduce the prices they pay for their consumption
bundle, and realized inflation is muted.

For lower-income Americans, instead, this margin of adjustment is barely opera-
tive. Even in normal times, they are more likely to purchase at lower-priced gro-
cers. They purchase in bulk and might drive long distances to obtain a bargain and
because of food desserts. Hence, as a consequence, they witnessed substantially
higher inflation during the pandemic and in other recessions and downturns. Given
the spike in gas prices, the longer trips to shopping outlets by lower-income U.S.
households also might no longer be feasible.
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Financial debts and assets also matter for U.S.
households’ realized inflation

But then, let’s consider the asset side of U.S. households’ balance sheets. Higher-in-
come households not only save a larger share of their incomes but also are sub-
stantially more likely to save in so-called real assets, such as real estate, or financial
market assets, such as stocks. Stocks are claims on real assets and similar to real
estate because their value is more likely to increase in value when the price level
goes up and are therefore hedges against increases in rising prices.

Of course, higher-income U.S. households are also more likely to invest in bonds,
which experience negative returns in times of higher inflation and interest rates.
Yet the share of savings that are invested in real assets tends to increase among
higher-income households, and hence, in relative terms, higher-income households
are relatively less affected on the asset side of their balance sheets.

In contrast, U.S. households earning below the median income often save (to the
extent they have the means to save at all) in assets that are less protected from the
impact of inflation, such as savings and deposit accounts, whose interest payments
do not or only slowly increase with higher inflation. Therefore, when inflation spikes,
lower-income Americans also see the value of their assets erode over time.

Finally, the debt side of U.S. households’ balance sheets is possibly the bright side

of higher inflation. Fixed debt payments imply that the real value of debt payments
erodes when inflation increases after debt contracts are signed.® Simply speaking,
when inflation increases, the future dollars to make interest and principal payments
are worth less. Of course, this statement assumes that increases in payments or debt
balances do not increase with inflation (or in advance of possible inflation). Mortgag-
es are the most important debt position of most Americans, with 30-year fixed-rate
mortgages the most prevalent type of mortgage in the United States. Other popular
fixed-rate debt instruments include auto loans and student loans.

Yet interest owed on mortgages does go up when inflation rises for holders
of adjustable-rate mortgages. In the distribution of mortgage holders, low-
er-income U.S. households and Black households are more likely to hold ad-
justable-rate mortgages and therefore do not benefit through lower real debt
payments following higher inflation.

Other forms of consumer debt carry either variable interest rates—think credit
cards or home equity loans—or higher interest rates, such as auto loans or loans
for durable goods. These forms of debt generally do not protect the holders of
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this debt from the impact of inflation, compared to 30-year fixed-rate home mort-
gages. In general, holders of debt instruments whose payments do not fluctuate
with inflation tend to be better off from surprise inflation.

Finally, low-income seniors are mostly protected from inflation because of Social
Security cost-of-living increases. And young people, to the extent they are more likely
to be paying down a fixed-interest mortgage, can actually benefit from inflation.
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Understanding the
different factors that
contribute to inflation
and future inflationary
expectations across
U.S. households and
U.S. firms

For monetary policymakers at the Federal Reserve and central banks across the
globe, more important than who is experiencing what level of inflation is what
different types of households and businesses expect will happen with inflation going
forward. This section will explain why that is, what different Americans are currently
thinking about future price trajectories, and how the Federal Reserve might effec-
tively keep inflation expectations “anchored” at its target annual rate of 2 percent.

One important observation to make before delving into the details, however, is
that the academic literature in inflation overall finds that U.S. firms form their infla-
tion expectations almost identically to U.S. households. | note situations where this
is not necessarily the case, such as among financial market participants, but, by and
large, the heterogeneous factors determining future inflationary expectations hold
true for U.S. households and businesses alike.”
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Why the Fed cares about the views of U.S
households and U.S. firms on inflation and
future inflationary expectations

Federal Reserve Chair Jerome Powell, in 2021, said that “Inflation expectations are
terribly important. We spend a lot of time watching them.”® Why would these ex-
pectations be so important? The traditional policy view is that inflationary expecta-
tions—the broad public’s sense of how quickly prices will rise over the next several
years—help central banks and other institutions predict future inflation rates and
hence feed into the production of economic forecasts, one of the main tasks that
monetary policy institutions perform. And, indeed, the survey-based inflationary
expectations of U.S. business and finance professionals and U.S. households have
been shown to help the Fed forecast future inflation.

Traditionally, macroeconomic researchers also have stressed an important role
for inflationary expectations among a specific group of agents—financial market
participants—because such expectations have been shown to affect asset pric-
es, such as stock prices, and interest rates. These traditional roles of inflationary
expectations, however, are not the ones central bankers such as Chair Powell have
been emphasizing since after the Great Recession of 2007-2009.

In their view, the key reason why subjective inflationary expectations matter is that
they affect the prices and wages that firms set, as well as the consumption-saving
decisions of households. This view does not focus on the expectations of finan-
cial-market participants or professional forecasters—of which most firms and most
households are barely ever aware—but on the subjective inflation expectations of
ordinary economic agents, such as U.S. workers and their families and U.S. firms.

The president of the St. Louis Federal Reserve Bank, James Bullard, laid out this
logic clearly in 2016. Explaining why inflationary expectations are important, he
stated, “Firms and households take into account the expected rate of inflation
when making economic decisions, such as wage contract negotiations or firms’
pricing decisions.” Why would U.S. households and firms take their subjective
inflationary expectations into account when making fundamental economic
choices? To this, | now turn.

12
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U.S. households and firms gauge inflation and
future inflationary expectations very differently

In theory, how rapidly U.S. households and firms expect prices to increase in the
future should matter for how they allocate their spending over time. For instance,
expectations of much higher prices in the future should induce households to
purchase more goods today while prices are still relatively low—which, in econom-
ic parlance, is known as intertemporal substitution. Also, in normal, noninflationary
times, prices and wages change only infrequently, but when high rates of inflation
arise, they swiftly erode the value of previously sticky prices and wages—a feature
firms and workers alike take into account when setting prices, as well as when
bargaining over wage increases.

Subjective inflationary expectations also shape expectations of how expensive it will
be to repay loans with future dollars. These expectations are crucial to firms’ invest-
ment decisions, which typically require external financing, as well as households’
choices about how to finance the purchase of large ticket items, such as houses,
cars, and other durable goods. This is why higher inflationary expectations today
shape current U.S. consumer spending and investment decisions by firms, and thus
aggregate demand in the U.S. economy. Inflationary expectations also have a direct
impact on realized inflation via the so-called New Keynesian Phillips curve, which
relates realized inflation to inflationary expectations and slack in the economy.

The role of inflationary expectations for the effectiveness of U.S. monetary policy
and realized inflation was recently questioned by Jeremy Rudd, an economist at
the Federal Reserve Board, who claims that little evidence exists that inflationary
expectations matter for realized inflation and questions whether U.S. households
and U.S. firms take their inflationary expectations into account when making eco-
nomic decisions.” Yet mounting empirical evidence shows that inflationary expec-
tations at the individual U.S. household level are important determinants of their
consumption and savings choices, and hence of aggregate demand and realized
inflation.” Moreover, direct evidence using household expectations shows that the
New Keynesian Philips curve is a good description of realized inflation.”

Let me expand a bit on the growing body of work studying how ordinary U.S. work-
ers and their families form their inflationary expectations and how these expecta-
tions, in turn, shape their decisions. The conventional narrative argues that infla-
tionary expectations are well-anchored, so that changes in the Federal Reserve’s
benchmark interest rate transmits one-for-one to real interest rates via the Fisher
equation, which equates nominal rates with the sum of real interest rates—rates
after inflation is factored in—and expected future inflation.

13
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In other words, well-anchored inflation expectations are those that assume the
Federal Reserve is willing and able to set interest rates at the level that will achieve
the Federal Reserve’s inflation target, which is currently 2 percent. Unanchored
inflation expectations, in contrast, can become a self-fulfilling prophecy, since fam-
ilies and businesses will start making decisions under the assumption that prices—
and interest rates themselves—will continue to rise.

Yet when I and my co-authors Olivier Coibion at the University of Texas at Austin
and Yuriy Gorodnichenko at the University of California, Berkeley asked 25,000 in-
dividuals in a 2018 survey what they thought the average inflation rate was that the
Federal Reserve tried to achieve over longer periods of time, less than 20 percent
of the respondents answered a number of around 2 percent, whereas almost 40
percent reported a number larger than 10 percent.® At the time, the actual rate of
inflation was around 2 percent.

In short, not only do most ordinary U.S. households not have well-anchored infla-
tionary expectations, but they also typically overestimate future inflation relative to
realized inflation in a certain future period of time.

The gender gap in U.S. households’ inflationary
expectations

What’s more, there is a clear gender gap in U.S. households’ understanding of in-
flation and future inflation. Using data from the New York Federal Reserve’s Survey
of Consumer Expectations, | and my co-authors find that men, on average, expect-
ed an inflation rate of around 4 percent over the next 12 months during a sample
period between 2011 and 2018 when realized inflation averaged below 2 percent,
whereas women, on average, expected a rate of more than 6 percent.”

To dig deeper into the possible driving forces of this “gender gap” in inflationary
expectations, | and my co-authors fielded our own survey on the Nielsen homes-
can panel, which allowed us to survey male and female U.S. heads of household at
the same time.> This within-household analysis made it feasible to keep constant
many things that typically vary across survey participants, such as housing ten-
ure, savings, and other determinants of inflationary expectations. But even within
households, we find that women, on average, expect higher inflation than men.

Yet when we split households based on the distribution of grocery duties across
female and male heads of household, we find that the gender gap was only present

14
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in “traditional households,” in which the male household head declared to never do
any grocery shopping. In households in which the male household head instead stat-
ed that he at least occasionally went grocery shopping, the gap disappeared because
the male household heads also had higher inflationary expectations. Hence, exposure
to the volatile price changes during grocery shopping trips appears to manifest itself
in elevated inflationary expectations of those who do the grocery shopping.

To better understand why this association appears in the data, my co-authors and |
fielded another survey in which we directly asked survey participants which sourc-
es of information were most important to households when forming inflationary
expectations.”® Consistent with the seminal 1972 Lucas island model—named after
Nobel laureate economist Robert Emerson Lucas Jr., who argues that individuals
use not all available information to form expectations, but rather information
which they can easily attain—we find that households rank “own grocery shopping
experiences” as by far the most relevant source of information, before “family and
friends,” “TV and radio,” “newspapers,” or other sources.”

To directly establish a link between price changes observed while grocery shopping
and inflationary expectations, we then levered the Nielsen homescan panel that al-
lowed us to observe, at a weekly frequency for 50,000 households, the goods these
households bought, where they bought them, which prices they paid, and wheth-

er they purchased these goods on discounts or used coupons. We then followed
data published by U.S. government statistical agencies to create a so-called chained
Laspeyres price index, which weights price changes by expenditure shares in a base
period, but using household-specific consumption bundles and prices instead of the
bundle of a representative household as usually employed to calculate a price index.

U.S. households with the highest realized inflation at the household level, on aver-
age, expected an overall Consumer Price Index inflation rate that was higher by 0.7
percentage points than U.S. households with the lowest realized inflation rate over
the previous 12 months, consistent with an extrapolation from personally experi-
enced inflation in personal shopping bundles to overall U.S. inflation expectations.
We can directly rule out that all of these U.S. households might be forecasting
their own actual experience with current rates of inflation and extrapolating them
forward because we can observe their future realized household-level inflation rate
as it comes to pass after 12 months. This means that U.S. households witnessing
current higher inflation in their own consumption bundles result in higher fore-
casts for overall inflation 12 months later.

In that same Nielsen panel, my co-authors and | only observe around 25 percent
of the overall consumption bundle for the average household. The fact that we
can find a strong association between realized inflation at the U.S. household

level for this subset of the bundle and overall inflationary expectations suggests

15
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that grocery prices have a strong impact for how individuals think about infla-
tion. At the same time, this finding also suggests that not all price changes are
created equally for households.”®

When we then weight price changes by frequency of purchases rather than the
share of expenditures, we find that this “Frequency CPI” drives the association be-
tween realized inflation and inflationary expectations. In addition to putting larger
weight on the price changes of frequently purchased goods, U.S. households also
overweight upward price changes, relative to equal-sized downward price chang-
es. These results can also explain why U.S. households immediately updated their
inflation expectations in the summer of 2021, when the Federal Reserve and most
central banks still sang the gospel of temporary inflationary pressures in narrow
categories. (See Figure 1.)

FIGURE 1

Expected inflation of U.S. households
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If these initial prices spikes occur in categories that are salient to consumers, such Source: Michael Weber, Yuriy Gorodnichenko,
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as groceries, travel, and rental cars, then we can witness immediate increases in “nd Realize Inflation of US Households Before
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. Economic Review (2022), available at https://
COVID-19 pandemic reverberated through the U.S. labor market and workers d0i.0rg/101057/541308-022-00175-7.

in the United States immediately either began bargaining for higher wages or

changed jobs, and sometimes even professions, in search of higher pay and less
onerous pandemic-related work—which they often were able to do, given their
higher bargaining power amid tight labor markets in many areas and industries.

These findings, however, also imply that even if the Fed were successful in curbing
realized inflation in the near term, household inflationary expectations would still
take time to come down again because ordinary consumers pay less attention to
price cuts, compared to price hikes.
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Because many low-income households, particularly low-income Black households,
in the United States had higher realized inflation during the COVID-19 pandemic,
it follows from the findings above that they would also have higher expectations
for future inflation, which is, in fact, what we find."® As previously discussed, higher
inflationary expectations imply lower perceived real interest rates, which makes
savings less profitable and increases current consumption and spending.

Hence, one reason why these groups save less and accumulate less wealth for retire-
ment is due to the higher inflation rates they experience in their daily lives that then
transmit into higher inflationary expectations and lower wealth in the long run, which
might amplify wealth inequality. So far, no direct evidence exists showing the relative
contribution of inflationary expectations to wealth inequality over the the long term,
but this is definitely a new field of inquiry for academic researchers.

17
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Possible explanations
for the recent surge
of inflation in the U.S.
economy

Higher inflation beginning in the second half of 2021 is a global phenomenon.
The global nature of the rise in inflation is prima facie evidence of global shocks
being important determinants of recent inflationary pressures in the United
States. One of these supply-side factors is COVID-19-induced supply chain bot-
tlenecks, such as shutdowns of important producers of intermediate goods or
backlogs in harbors around the world. Another important global determinant of
inflation around the world is the spike in energy and food prices, largely due to
the Russian invasion in Ukraine.

But there is evidence that inflationary factors unique to the United States are
also in play. This then begs the question: What is unique about the U.S. economy
that might have fueled the recent surge in inflation? In this section of the report,
| look at several factors.

Fiscal policy

The deep and swift fiscal response of the federal government to the onset of the
pandemic in 2020, alongside additional fiscal programs in 2021, might have played
arole in driving core inflation in the United States beginning in mid-2021. Many of
the COVID-19 emergency fiscal programs enacted in the United States provided a
necessary lifeline to struggling Americans, but they also fueled demand amid the

pandemic just as sharply reduced supplies of goods and services emerged due to
the global problems mentioned earlier.

18
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This rise in demand certainly induced price increases across many parts of the U.S.
economy. At the same time, higher predicted future budget deficits tend to raise
the inflationary expectations of everyday U.S. workers and their families.® Intere-
restingly, households barely react in their inflationary expectations to current lev-
els of federal debt, but news about large future increases results in sharp increases
in inflationary expecations of ordinary Americans.

Monetary policy

Many commentators also blamed ultra-lax monetary policies amid the pandemic as
an important driver of U.S. inflation. Yet monetary policy in the United States has
been very expansionary since the housing crisis that begain in 2007 and the Great
Recession of 2007-2009. And these same commentators had predicted hyperin-
flation then that did not materialize for more than a decade.

Tight labor market

Then, there is the question of wage dynamics for realized inflation. For decades,
economists hypothesized that the decline of organized labor in the form of
unions in the United States over the past several decades makes it unlikely that
substantial wage pressures could fuel inflation, especially in more labor-inten-
sive industries and in the service sector. Yet evidence is growing that tight labor
market conditions upon the reopening of the U.S. economy after highly effective
COVID-19 vaccines became more widely available are important contributors

to wage pressures in the United States. The Atlanta Fed’s wage growth tracker
shows that average wage growth has been more than 4 percent since Septem-
ber 2021 and, in August of this year, was at 6.7 percent—the highest number on
record since collecting the data began in 1983.

Contributing to tight labor market conditions is the wave of early retirements amid
the pandemic, paired with a drop in the labor force participation rate, alongside the
fast recovery of the U.S. economy. The resulting disappearance of slack in the U.S.
labor market and low unemployment rates paired with a high number of unfilled
vacancies increased some workers’ wage bargaining power with their employers.>

In this situation, many U.S. workers bargained for higher wages, either with their
current employers or by finding new and better-paying jobs. The Atlanta Fed
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tracks these dynamics and finds that workers who conduct on-the-job searches for
new employment opportunities are the key driver of higher wage pressures faced
by firms.? Yet nominal wage growth is still running below inflation—though even
below-inflation-level nominal wage gains by workers increases marginal costs for
their employers, who include these costs in price increases that they then pass on
to the consumers of their goods and services.

The tighter U.S. labor market and the more spot-bargaining nature of the U.S. labor
market in recent decades can explain why individual worker—even without the
help of unions as they declined in reach and power beginning in the 1980s—were
able to trigger some wage increases from their employers, who, in turn, passed on
those labor costs to their consumers.

Unachored expectations

Another big concern remains whether the currently higher inflationary expecta-
tions are becoming entrenched, possibly resulting in ever-increasing wage bargain-
ing and wage pressures that will result in higher costs of production for firms and
ultimately higher output prices—and hence, high and sustained inflation.

The reduced prices at the gas pump have helped lower inflationary expectations
of households and the sequence of interest rate increases and announcements
of additional hikes in the future have rippled through financial markets and in-
creased many interest rates that most households see in their daily lifes, such as
on credit cards and mortgages. Taken together, the action of the Federal Reserve
and the reduced level of energy prices make inflationary-expectations-induced
wage-price spirals unlikely.

Corporate concentration

An additional inflationary concern is the increase in concentration that many in-
dustries in the United States have witnessed over the past several decades. There
are good theoretical reasons why higher concentration results in higher prices.

A common theory of imperfect competition suggests that firms set prices as a
mark-up over their marginal cost of production. This mark-up is typically higher for
firms with higher market power. What’s more, many of these same firms exercise
increasing monopsony power over their local labor forces, which means these
firms can keep wage pressures down while also boosting prices.
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This theory can only explain why industries would have one-time increases in levels
of prices, but it would not be able to explain why we should observe sustained higher
rates of changes in the price level—that is, higher inflation rates. Higher market pow-
er can result in a higher pass-through of input-cost increases into output prices and
hence, higher price levels. But what seems to be missing today for this kind of mar-
gin-price spiral to take hold is how the higher prices feed back into higher marginal
costs to keep the spiral going. Wages directly impact the marginal costs of firms. But
for output prices, the economic literature on multisector modeling, in which the out-
put of some firms enter as inputs in the production of other firms, is not conclusive.

Demographics

Another possible aspect that can shape inflationary pressures in the United
States is demographic trends and an aging society. Charles Goodhart at the
London School of Economics and Manoj Pradhan at the independent macro-
economic research firm Talking Heads Macro argue that the decrease in the U.S.
working age population and an increase in the dependency ratio—the fraction of
U.S. society that consumes and doesn’t produce, both young and old—can put
upward pressure on inflation.*

Goodhart and Pradham write that a higher dependency ratio results in higher in-
flation, given that demand for labor outstrips the supply of workers under these
conditions. While clearly an important argument, it cannot explain the recent
sharp increase in inflation.



Washington Center for Equitable Growth | equitablegrowth.org 22

Open questions

To better understand what is causing the recent surge in inflation and how
policymakers should react, I've identified a number of open questions for future
research. Among them:

B How can monetary policy actions curb inflationary pressures and lower the risk of
wage-price spirals when supply-side factors are an important driver of inflation?

B How do households adjust their decisions to move in and out of the U.S.
labor market, and what are their wage expectations?

B How do the tightness of the U.S. labor market and labor market structures
mediate this nexus?

B Do workers adjust their labor supply on the intensive or the extensive
margin? That is, do they adjust the hours they work, or do they decide
whether to work at all?

B Do firms have higher effective pricing power when consumers expect high
inflation to begin with?

B Can firms’ increased pricing power result in wage-price spirals or profit-price
spirals because the output of firms higher up in the production chain are the
input goods of firms downstream in the production process?

Then there’s the consumer Euler equation, named after 18th century Swiss math-
ematician Leonhard Euler, which relates consumption growth, nominal interest
rates, and inflationary expectations. The Euler equation today predicts that higher
expected inflation increases current consumption compared to future consump-
tion. But are higher inflationary expectations resulting in increases in aggregate
U.S. demand, and thus increasing realized inflation, too?

U.S. society also is experiencing a growing degree of political polarization. Does the
increased polarization matter for inflationary expectations and realized inflation?
Recent work suggests that narratives about the macroeconomy matter a great
deal.”» And political leanings shape the overall outlook for the economy.?® How has
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the pandemic exacerbated these trends, and how will those trends play out over
the course of the pandemic and in the future, and amid any future public health
crises that cascade into the U.S. economy?

Researchers and policymakers alike clearly need a better understanding of how
monetary policy affects different U.S. households and firms differentially, as
this report highlights, but particularly in light of the differential impact of the
COVID-19 pandemic on them.

For U.S. households, a better understanding of their current labor incomes and
their net nominal positions—that is, the exposure of their household balance
sheets to inflation alongside the return on their assets—as monetary policy plays
out to combat inflation would be good. Also important would be more research
on understanding how U.S. households form their expectations about the mac-
roeconomy jointly—that is, how do they adjust their other expectations when
they adjust their inflation expectations?
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Conclusion: Policy
recommendations

Of course, policymakers cannot wait for the answers to all, or even some, of the
questions above. They must act now, despite having only incomplete information.
Given that, here is what | would recommend to monetary and fiscal policymakers.

Clearer guidance from the Fed

One aspect in which monetary policy could have been handled differently both

in the United States and abroad was communication during 2021. The Federal
Reserve changed its monetary policy framework at its Economic Policy Sympo-
sium that year from strict to average inflation targeting. The new policy framework
suggested that after a period of low inflation, the central bank will tolerate some
higher inflation, so that inflation on average hits the target.

Hence, after a decade of below-target inflation, the Federal Reserve was likely
hesitant to increase its policy rates to curb inflationary pressures because doing so
would have called into question its commitment to its new policy framework. Indeed,
part of the Fed’s “communication” problem in 2021 was that it wasn’t clear about the
time period over which it would try to hit that average inflationary target.”

Moreover, when inflation is due to short-run supply-side pressures, such as oil price
shocks, central banks typically look through them under the assumption that infla-
tionary expectations are well-anchored to core prices changes rather than volatile
energy markets. Yet, as discussed above, it seems unlikely that the expectations of
U.S. households are well-anchored when the price of gas jumps sharply and their
utility bills increase suddenly. One could argue that expectations can deviate from
the Federal Reserve’s inflation target in the short run due to temporary shocks but
will not move in the same direction in the long run, given that people have high trust
in the Fed today to take the necessary actions to bring inflation back to target.

So, one policy recommendation would be better monetary policy communication
by the Federal Reserve amid the continuing COVID-19 pandemic. The Fed should
send simple and consistent messages, not purely rely on the media as a means of
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communication, but explore more direct means. Also, the identity of the messen-
ger matters: Women and Black Americans react more to identical messages sent
by female and Black policymakers.

Targeted income supports

Then, there’s the differential impact of inflation on different parts of the U.S. pop-
ulation, which calls for targeted programs supporting those hit hardest by the rise
in inflation. A higher price at the gas pump hits many Americans hard, but attempt-
ing to lower the price of gas by subsidizing Americans’ gas expenditures not only
provides a windfall to many high-income Americans who do not require a subsidy,
but also sends the wrong pricing signal to consumers overall. Higher prices lower
demand, which is likely a good idea in times of reduced energy supply.

So, a second policy recommendation would be for the Biden administration and the
U.S. Congress to consider providing targeted support that low-income U.S. workers
and their families can use to purchase goods according to their own preferences.
Given that many families spend most of their budget on necessities, the expanded
Child Tax Credit could be reinstituted as an appropriate policy intervention. It’s also
worth noting that building government’s ability to make these kind of targeted fiscal
transfers could help deliver a more focused and efficient countercyclical response in
future recessions—and, in fact, would have been useful in 2020 and 2021.

Government investment in output capacity

Moreover, given the importance of supply-side factors, the federal government
should support physical investments in domestic manufacturing capacity and local
production, which higher benchmark interest rates by the Fed partially reduce by
making it more costly to finance them. To overcome this problem, another policy
recommendation would be for U.S. fiscal policymakers to offer investment tax cred-
its or accelerated depreciation schedules to foster more domestic manufacturing
investment and more reshoring of their overseas manufacturing operations.

Another key supply-side factor ripe for investment is in social infrastructure. The
Biden administration and Congress can tackle spiralling child care costs by enacting
universal child care and pre-Kindergarten programs, alongside universal guaranteed
paid leave, and other care infrastructure that allow currently at-home caregivers to re-
turn to the workforce, increase the labor supply, and reduce overall wage pressures.?'
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