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Introduction and summary 

After the pandemic-induced recession in 2020, fiscal policy helped raise gross domestic product 

(GDP) above pre-pandemic levels. But as output and employment have grown, so has inflation. 

The year-on-year increase in the core consumer price index (CPI)ðwhich measures prices of 

goods and services other than energy and food, which are usually more volatileðwas 6.3 percent 

in August 2022. And the year-on-year increase in the overall CPI was 8.3 percent in August.1 

Post-recession growth has taken place in an environment in which supplyðof labor, 

manufactured goods, crude oil, natural gas, and foodðhas been and continues to be significantly 

disrupted. These negative supply shocks have been major contributors to core inflation and to 

energy and food inflation. 

The Federal Reserve has responded to rising inflation by raising interest rates to reduce demand 

for goods, services, and labor. If interest rates are raised enough, output and employment will be 

reduced, price and money wages changes will slow, and, eventually, core price inflation will be 

reduced. 

However, because recent inflation was significantly caused by supply factors, the contractionary 

monetary policy put in place to curb it will entail real economic loss, especially for those most 

vulnerable in the labor marketðpeople of color, workers without a college degree, disabled 

workers, and others. Therefore, it makes sense to look for ways around the supply disruptions 

that are affecting the current expansion and may constrain growth in the future. There are several 

steps that could help in the short to medium term, including: 

¶ Expanding the uptake of COVID-19 vaccines to reduce labor and manufacturing 

supply shocks 

¶ Providing additional support for child and home care to raise labor force participation 

¶ Reducing limits on working-age immigration to increase labor supply 

¶ Intensifying antitrust enforcement to reduce the ability of corporations to raise prices 

more rapidly than costs 
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¶ Increasing the supply of renewable energy and eliminating reliance on fossil fuels to 

limit energy supply shocks, including by implementing and building on the recently 

enacted Inflation Reduction Act 

Actions such as these are not part of the standard anti-inflation toolkit, but given the changing 

economic environment, they ought to be included. 
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How we got here: The factors influencing the surge in core inflation 

After the lockdown-induced recession in 2020, fiscal policy helped restore employment and 

household income. The Coronavirus Aid, Relief, and Economic Security (CARES) Act, the 

American Rescue Plan, and other federal actions added about $5 trillion in stimulus over a two-

year period. This moved aggregate capacity utilization, as measured by the ratio of actual to 

potential GDP, to a high level. The increase in overall output has been accompanied by 

increasingly tight labor markets. 

Without massive fiscal stimulus, the recovery would have been much weaker, and without the 

strong recovery, inflation would have been lower. However, high overall levels of utilization do 

not always produce high rates of inflation. Utilization rates in this expansion are no higher than 

those during the previous expansion, when average core CPI inflation was near 2 percent and 

showed much lower volatility. High-capacity utilization, by itself, is an incomplete explanation 

of what is being seen. 

A more complete account includes the profound effects of supply reductions. The data show that 

negative supply shocks have significantly affected core CPI inflation. Reduced labor supply has 

contributed to tight labor markets, and pandemic-induced disruptions to global and domestic 

manufacturing supply chains have created unexpected shortages. This has created unusual price 

pressure as the economy has recovered. This pressure has been amplified by shifts in consumer 

demand to goods in short supply, as well as the exercise of market power by corporations, which 

has raised price-cost margins. 

Core inflation anomalies in the current expansion 

Compared with the previous expansion, increases in overall capacity utilization in the economy 

have produced higher rates of inflation and more volatile price movements. The economic 

recovery that began in the first quarter of 2020 has been accompanied by very large increases to 

the core CPI. (see Figure 1) The annual rate of change of core CPI moved upward from 3 percent 

in January 2020 to 8.5 percent in June 2022. This is an extraordinary change from the previous 

expansion. Not only is the inflation rate higher but month-to-month variations in the rate are 

relatively more extreme. 
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FIGURE 1 

 

Moreover, higher and more volatile inflation is occurring when overall capacity utilization is no 

higher than it was during the previous expansion. The ratio of actual GDP to the Congressional 

Budget Officeôs (CBO) estimate of potential GDP shows that, in the aggregate, the economy is 

close to capacityðthat is, it is close to the level of real output that can be produced with normal 

levels of utilization of labor and capital inputs. However, this ratio is not that different from what 

occurred in 2019. 

Compared with the previous expansion, commodities prices have diverged remarkably from the 

price of services. The core CPIðthat is, the CPI less food and energyðhas two component 

indices: the commodities less food and energy subindex, which tracks the prices of tangible 

goods that households purchase; and the services less energy services subindex, which tracks the 

prices of trade, transportation, health care, financial, and other services. Prior to the 2020 

recession, the commodities price index was essentially flat, and the services price index was 

moving upward at a relatively steady rate, somewhat less than 2 percent annually. In the post-
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recession period, the two indices diverged markedly, with commodities prices rising rapidly, 

especially after 2021. (see Figure 2) This divergence is hard to explain as a result of excess 

aggregate demand alone. 

FIGURE 2 

 

Explaining the core inflation anomalies 

Negative supply shocks have played a major role in raising core CPI inflation: Reductions in 

labor supply have tightened labor markets, and pandemic-induced disruptions to global and 

domestic manufacturing supply chains have created unusual and unexpected shortages. As the 

economy has recovered, these supply shocks have added to price pressures. These effects have 

been amplified by shifts in consumer demand to goods in short supply and by corporate increases 

in price-cost margins. 



 7 

Reductions in labor supplyðcaused by both the COVID-19 pandemic and abrupt changes in 

immigration policyðtogether with sustained employment growth have produced very tight labor 

markets. The result has been increased money wage growth, with low-wage workers 

experiencing real wage increases. 

Although money wages are growing more rapidly than they were pre-recessionðand, as a result, 

raising costsðthere is no evidence of acceleration or a wage-price spiral. In July 2022, with 

continued strong job gains, employment climbed back above its pre-pandemic high. But the U.S. 

labor force was approximately equal to its February 2020 level.2 This unusual stagnation is the 

consequence of two factors: First, the labor force participation rate fell markedly from its 

February 2020 level as the pandemic forced the economy into shutdown and workers left the 

labor force. Participation has yet to recover, (see Figure 3) and COVID-19 risk is the most likely 

explanation. If the current participation rate were equal to that in February 2020, there would be 

an additional 1.8 million people in the labor force. 

FIGURE 3 
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Second, labor force growth has been reduced by U.S. immigration restrictions. Deliberate policy 

decisions to reduce immigration under the prior administration, along with pandemic-related 

disruptions that have continued to affect immigration processing, have resulted in limited 

additions to the working-age population. Had immigration continued at the pre-2019 rate, there 

would have been approximately 2 million additional working-age immigrants in the United 

States by the end of 2021.3 

Without these two labor supply shocks, the July 2022 labor force would be approximately 4.8 

million workers larger, a 2 nearly 3 percent difference. This supply shortfall has had a 

measurable effect on the ratio of total people unemployed to total job vacanciesða recognized 

indicator of labor market tautness.4 In the run-up to the 2020 recession, this ratio was declining, 

reaching a value of 0.8 in February 2020. (see Figure 4) The recession caused massive unem-

ployment, and the unemployed/vacancy rate spiked to nearly 5 in April 2020. As the economy 

recovered, this ratio declined, falling below 0.8 in July 2021 and reaching 0.5 in July 2022. With 

3.5 4.8 million additional workers in the labor force, this ratio certainly would have been lower.5 

FIGURE 4 
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The falling unemployment-to-vacancy ratio has been accompanied by increasing money wage 

growth. During the year before the 2020 recession, average annual earnings growth was about 

3.1 percent. After fluctuating dramatically in the period between April 2020 and July 2021, 

average earnings began to grow more rapidly than in the pre-recession period, averaging about 5 

percent annually between July 2021 and June 2022.6 With lower labor market pressure, money 

wage growth would very likely be lower. 

It also should be noted that even though money wages are rising more rapidly than they were 

pre-recession, there is no evidence of acceleration in the past few months. In fact, the annualized 

rate of growth of average earnings has declined in the first six months of 2022, to 3.8 percent in 

June.7 These data do not point to a 1970s-style wage-price spiral, which can change expectations 

and make higher rates of inflation a more permanent issue. Moreover, there is nothing in the data 

that argues for permanently high levels of unemployment and slack labor markets. In 2019, the 

unemployment rate was identical to the current rate, the unemployment-to-vacancy ratio was 0.8, 

core inflation was about 2 percent, and real wages were growing at nearly 2 percent.8 

It is also important to recognize that labor market tightness has delivered both employment and 

real wage growth to those who are lower in the wage distribution. As economists Joana Duran-

French and Ira Regemi have pointed out: 

Increasing wages for those earning the least is fundamental to ensuring an equitable 

economy that leaves no one behind. Wage increases among those who earn the least 

helps Black, brown, Latinx, and gender and sexual minorities most, as these communities 

are disproportionately represented in low-wage populations. For example, approximately 

60 percent of low-wage earners are women, and wage increases at the bottom of the 

income distribution are likely to benefit nearly one-third of Black Americans and a 

quarter of Latinx Americans.9 

A severe reduction in employment could reduce or reverse these gains. 

Notably, pandemic-related disruptions in the supply of manufactured goods appear to have made 

a significant contribution to post-recession core inflation and its volatility. Parts of the U.S. 

economy are highly integrated into global supply chains, which have been repeatedly disrupted 
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by COVID-19 waves and lockdowns.10 This has reduced domestic availability of intermediate 

inputs and final goods and produced bottlenecks in cross-border transportation. These supply-

side problems have had a measurable effect on prices. 

The U.S. auto industry provides a canonical example of a negative global supply shock. 

Pandemic-related reduction in the supply of essential semiconductors has denied automakers an 

essential input.11 As a consequence, U.S. auto production in May 2022 was about 28 percent 

below the pre-recession level. This decline in supply has been matched by a dramatic increase in 

overall vehicle prices. (see Figure 5) The scarcity of new cars has also driven up the price of 

used cars. From April 2021 to April 2022, new and used carsô price increases together added 

1.17 percentage points to the overall CPI.12 

FIGURE 5 

 

The importance of negative supply shocks to pandemic-era inflation has been confirmed by 

statistical analysis. The Federal Reserve Bank of New York has constructed a global supply 

chain pressure index (SCPI), a statistically weighted combination of several variables that reflect 

global supply disruptions.13 Deviations of the index from its mean value are highly correlated 
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with changes in producer and consumer prices over the past 24 years.14 A statistical 

decomposition of post-2019 CPI inflation shows that the large increases in the SCPI during 

spring 2020 and summer 2021 made significant contributions to CPI growth, adding about 1 

percentage point to the inflation total in early 2022.15 

The co-movement of the U.S. SCPIðwhich measures global supply chain impacts affecting the 

United States specificallyðwith core CPI inflation is illustrated in Figure 6. As can be seen from 

the figure, directional changes of the U.S. SCPI generally match directional movements in core 

CPI.16 It also is worth noting that the U.S. SCPI increased strongly during the last quarter of 

2021, when the United States and the rest of the world were hit by the delta COVID-19 variant. 

This global supply shock, together with domestic COVID-19 effects, may have contributed to 

the burst of core inflation during this quarter. 

FIGURE 6 

 

Pandemic-induced changes in consumption behavior also added to commodities price inflation. 

Because of COVID-19 waves and lockdowns, U.S. households changed their expenditure 

patterns. Real expenditures on durable and nondurable goods rose significantly above pre-
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recession levels during the first year of the recovery and moved sharply upward again during the 

first half of 2021. (see Figure 7) Econometric analysis confirms that, controlling for the increases 

in household disposable income produced by expansionary fiscal policy, changes in consumer 

behavior account for about half of the increases in durables spending. 

FIGURE 7 

 

These upward shifts in real demand for commodities, which were also roughly coincident with 

supply shocks, were accompanied by bursts of inflation in early 2020 and early 2021. (see Figure 

8) There was a subsequent burst in late 2021, which came after durables demand had stabilized. 

That burst was coincident with the delta COVID-19 wave. 

 


