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Summary 

 The current batch of economic data is heavily distorted by COVID-19 and fiscal policy, so they 

are not very useful in assessing whether inflation is temporary or permanent. However, if we 

look at broader trends it is clear that structural changes are taking place. 

 However, the Fed shows little interest in these structural changes and instead focuses on 

inflation expectations management. Therefore, the Fed will be blindsided by inflation if it 

turns out to be longer lasting or even permanent. 

 What’s more, the Fed’s position is more extreme than other central banks. By adopting the 

new strategy of “flexible average inflation targeting (FAIT)” since last year they are doubling 

down on a flat Phillips curve. This means that if inflation is not just transitory, the Fed will be 

far behind the curve. 

Introduction 

Recent economic data are pointing to higher inflation, but they are heavily distorted by base 

effects and by mismatches between demand and supply caused by the reopening of the 

economy. Year-on-year inflation figures are currently elevated because we are comparing the 

rebounding price level of the reopening economy with the depressed price level of the economy 

in lockdown. On top of that, it is difficult for restarting supply chains to keep up with pent-up 

demand. What’s more, fiscal policy is adding a further twist by boosting consumer spending 

through direct checks while suppressing labor supply through generous federal unemployment 

benefits at the same time. The mismatches between supply and demand in the markets for goods, 

services and labor are causing upward pressures on wages and prices in various sectors.  

Therefore it would be premature to conclude - based on the macroeconomic data - that we are 

moving toward a high inflation regime. In fact, a lot of what we are seeing is temporary and 

should fade once the base effects drop out of the inflation equation and the fully reopened 

economy has straightened out its discrepancies between demand and supply.  

Nevertheless, if we look beyond the usual macroeconomic data it is also difficult to deny that 

structural changes are taking place in the global economy. These changes could lead to inflation 

remaining elevated longer than just temporary or even an era of more permanent higher inflation. 

However, the reactions of FOMC participants to questions about inflation have made us feel 

increasingly uncomfortable in recent weeks. In this special we explain why there is a good chance 

that the Fed is falling behind the curve. 

Inflation expectations management 

In the eyes of the Fed the key to keeping inflation in check is managing inflation expectations. In 

fact, many central bankers still think that the era of moderate inflation was caused by central 
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banks stabilizing inflation expectations. So all they have to do – they think  – is keeping long-term 

inflation expectations in check by stressing the transitory nature of the base effects and supply 

bottlenecks during the reopening of the economy. As long as inflation expectations remain stable, 

a wage-price spiral should be avoided. Therefore, the Fed is pushing back against expectations of 

higher inflation. 

However, consumers and markets are having doubts. Year-on-year inflation figures are coming in 

higher than what would be expected if only base effects were playing a role. In fact, month-on-

month inflation is also rising, reflecting mismatches between demand and supply. The inflationary 

impact of supply bottlenecks on top of the base effects is pushing up year-on-year inflation rates 

enough to alarm consumers and investors. The University of Michigan consumer survey (figure 1) 

shows a jump in inflation expectations one year ahead, but also a steady rise in expectations five 

years ahead. Meanwhile, inflation compensation required by investors in US treasuries (figure 2) 

has also been on the rise. In fact, break-even inflation rates have risen above 2% since the January 

5 runoff elections for the Senate which opened the door to expansive fiscal policy. While this is 

part expected inflation and part inflation risk premium, it does reflect anxiety about inflation for 

which investors want to be compensated. 

 

Figure 1: Consumer inflation expectations  Figure 2: Break-Even Inflation Rates 

 

 

 

Source: Macrobond, University of Michigan  Source: Macrobond 

 

Will the Fed be blindsided by inflation?  

Fed speakers are right in explaining the transitory nature of base effects and supply bottlenecks 

caused by reopening the economy. However, at the same time  they are not paying enough 

attention to the structural changes that are taking place in the global economy. It may be difficult 

to isolate from the transitory effects in the macroeconomic data, but if we look at broader trends 

it becomes clear that a more permanent shift is occurring.  

For example, the symbiotic economic relationship between the US and China has come to an end 

and disentangling this will lead to structural changes for years. More generally, geopolitical 

tensions have led to a rethink of global supply chains. What’s more, the covid crisis has underlined 

the vulnerability of these supply chains and accelerated the trend toward de-globalization. This 

could have an inflationary impact that outlasts the transitory effect of a supply chain restart. In 

other words, not all supply chain bottlenecks are necessarily of a temporary nature. Meanwhile, 

there are also structural changes that affect various industrialized countries in a similar fashion, 

such as inequality, populism and demographics. 

However, the recent reactions of most Fed speakers suggest that they do not spend a lot of time 

understanding these structural changes. Consequently, any longer lasting or permanent impact of 

these changes will take them by surprise.  
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What’s more, monetary policy is no longer “the only game in town”, at least not in DC. The Biden 

administration, supported by a narrow Democratic majority in Congress, has embarked on an 

unprecedented expansion of fiscal policy. The American Rescue Plan is already contributing to 

inflationary pressures through boosting personal consumer spending and discouraging labor 

supply at a time of supply bottlenecks. The American Jobs Plan1 and the American Families Plan 

also have large components that would follow up on this. Meanwhile the Fed is still behaving as if 

monetary policy were the only game in town. Extremely loose monetary policy combined with 

extremely expansive fiscal policy may be too much of a good thing, at least for the balance 

between demand and supply of goods, services and labor. This could lead to upward pressure on 

prices and wages. 

All in all, It could very well be the case that the Fed’s current monetary policy stance turns out to 

be far too accommodative in light of these structural changes.  

 

Figure 3: CPI inflation  Figure 4: PCE inflation and Fed target 

 

 

 

Source: Macrobond  Source: Macrobond 

 

Doubling down on a flat Phillips curve 

However, the Fed does not seem to be really interested in structural changes to the economy. 

Instead they have built a new policy framework around the flatness of the Phillips curve 

encountered during the post-GFC hiking cycle. They have finally acknowledged – implicitly 

admitting that we were right in calling the acceleration of the hiking cycle a policy mistake –  that 

wage and price pressures remained very modest despite very low unemployment rates. Therefore, 

in 2020 the FOMC changed its monetary policy framework to “flexible average inflation targeting 

(FAIT).” After seeing PCE inflation more often below the 2.0% target than above it (figure 4), the 

Committee thought the time had come to (over)compensate. So instead of pre-emptively hiking 

rates to stabilize inflation near target, they are now willing to let inflation overshoot for a while in 

order to make up for past undershoots. 

So it seems the Fed are still fighting the last war, but this time as social justice warriors. Not only 

are they assuming that we are still living in the same economic reality as between the GFC and the 

Covid crisis, they are also taking a more extreme policy position. For social justice2, of course. The 

current FOMC projections imply not a single rate hike before 2024. Doubling down on the 

assumption that the Phillips curve is flat, FAIT is putting the Fed at an extreme side of the policy 

spectrum, while the uncertainty about the economic regime would warrant an intermediate 

                                                                                                               
1 At least the investments in infrastructure would improve the supply side of the economy. 

2 Black and Hispanic unemployment rates tend to fall relatively more toward the end of the economic expansion as 

the economy runs hot. By delaying the hiking cycle the Fed would facilitate this. 
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position. In other words, FAIT may lack the flexibility that is needed in the current ambiguous 

situation. Also by not investing in understanding the structural changes that are taking place the 

Fed will be unprepared to change strategy if needed. In this sense the Fed will be blindsided by 

inflation if it proves structural. 

Conclusion 

While a large part of the current rise in inflation can be attributed to transitory factors, structural 

changes to the global economy and domestic fiscal policy are taking place that could make 

higher inflation a longer lasting or even a permanent phenomenon. The Fed is not only ignoring 

these structural changes and focusing on inflation expectations management, it has also taken an 

extreme position based on the assumption that the Phillips curve remains flat. What’s more, there 

is no Plan B. Consequently, there is a good chance that the Fed will be blindsided by inflation in 

the coming years and find itself far behind the curve. 
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