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Introductionand summary

After the pandemiinduced recession in 202iscal policy helped raisgross domestic product
(GDP) above prepandemic levelBut as output and employment have grown, so has inflation.
The yearonyear increase in the cocensumerprice index CP)d which measures prices of
goods and services other than energy and food, which are usually more&olatd6.3 percent

in August2022 And theyearon-yearincrease in the overall CRlas8.3 percentin August®
Postrecession growth has taken place in an environment in which supplgbor,

manufactured goods, crude oil, natural gas, anddduak 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 Fe@ralReservéhas responded tosing inflation by raising interest rates to reduce demand
for goods, serviceand labor. liinterestrates are raised enough, output and employment will be
reduced, price and money wages changes will slow,emsthtually core price inflation will be
reduced.

However, because recent inflation was significantly caused by supply fabtrentractionary
monetary policyput in place to curb iwill entail real economic loss, especially for those most
vulnerable in the labor marlké&tpeople of colorworkers without a college degree, disabled

workers, and other3 herefore, itmakes 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 hglin the shorto medium term, including:

1 Expanding the uptake &OVID-19 vaccines to reduce labor and manufacturing

supply shocks
1 Providing additional support for child and home care to raise labor force participation
1 Reducing limits on workingge immigation to increase labor supply

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

more rapidly than costs



1 Increasing the supply of renewable energy and eliminating reliance on fossil fuels to
limit energy supply shoak including by implementing and building on the recently

enacted Inflation Reduction Act

Actions such as these are not part of the standarihélation toolkit, but giventhechanging

economicenvironmenttheyought to be included



How we got hereThe factors influencinghe surge ircore inflation

After the lockdowrinduced recession in 2020, fiscal policy helped restore employment and
household incomeélhe Coronavirus Aid, Relief, and Economic Secu(BARES Act, the
American Rescue Plaand other federal actions adddmba $5 trillion in stimulus over two
year periodThis moved aggregate capacity utilization, as measured by the ratio of actual to
potential GDP, to a high levelhe increase in overall output has been accompanied by

increasingly tight labor markets.

Without massive fiscal stimuluthe recovery would have been much weakad without the
strong recoveryinflation would have been loweHowever, igh overall levels of utilization do
notalwaysproduce high rates of inflation. Utilization rates in this expansion are no higher than
those during the previous expansiamen average core CPI inflation was n2@ercent and
showed much loer volatility. High-capacity utilization, by itself, is anegompleteexplanation

of whatis being seen

A more complete account includes the profound effeicssipply reductions. The data show that
negative supply shocks have significargffected core CPI inflation. Reduced labor supply has
contributed to tight labor marketand @ndemieinduced disruptions to global and domestic
manufacturing supply chains have created unexpected shortages. This has created unusual price
pressure as threconomy has recoverethis pressure has been amplified by shifts in consumer
demand to goods in short supplg,well asthe exercise of market power by corporatiaaich

has raised priceost margins.
Core nflation anomalies in the current expansion

Comparedwith the previous expansion, increases in overall capacity utilization in the economy
have produced higher rates of inflation and more volatile price moveriéetsconomic
recoverythat began ihe first quarter o2020has been accompanibg very large increasds

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

in January2020 to8.5percent inlune2022.This is an extraordinary change from the previous
expansionNot only is thenflation ratehigher but monttto-month variationsn therateare

relatively more extreme.



FIGURE 1

Capacity utilization is below the level before the 2020 recession, but core
inflation is higher and more volatile
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(FRED), "Real Gross Domestic Product,” available at https://fred.st es/GDPC1 (last accessed August 2022); U.S. Congressional Budget

Office data in FRED, "Real Potential Gross Domestic Product," available stlouisfed.org/series/GDPPOT (last accessed August 2022); U.S

Bureau of Labor Stat data in FRED, "Consumer Price Index for All Urban Consumers: All Items Less Food and Energy in U.S. City Average

available at https://fred.stlouisfed.org/series/CPILFESL (last accessed August 2022).

Moreover, higheand more volatile inflation is occurring when overall capacity utilization is no
higher than it was during the previous expansion. The ratio of actual GB® @ongressional
Budget OBO) astomaté of potential GDP shows thatthe aggregatehe economy is
closeto capacity) that is it is close to the level of real output that can be produced with normal
levels of utilization of labor and capital inputs. Howewhis ratiois not that dferent from what

occurredn 2019.

Comparedvith the previous expansion, commaodities prices have diverged remarkably from the
price of services. The core GPthat is the CPI less food and enefyas two component

indices: the commodities less food amekgy 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, heattre, financigland other services. Prior to t8620

recession,ite commodities price index was essentififly, and the services price index was

moving upward at a relatively steady rate, somewhat less than 2 percent annually. Inthe post



recessiormperiod,the two indices diverged markedlyith commodities pricgrising rapidly,
especially after 2021see Figure®) This divergence is hard to explain as a result of excess

aggregate demaralone

FIGURR

Commodities prices have risen more rapidly than services prices since
2021
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Explaining thecore inflationanomalies

Negative supply shocks have played a major rotaiging core CPI inflationrReductions in

labor supply have tightened labor marketsdpandemieinduced disruptions to global and

domestic manufacturing supply chains have created unusual and unexpected shortages. As the
economy has recovergtiese suply shocks have added price pressured.hese effects have

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

in price-cost margins.



Reductions in labor suppdycaused byoththe COVID-19 pandemic and abrupt ahges in
immigration policyy together with sustained employment groWwdive produced very tight labor
markets. The result has been increased money wage graititiow-wage workers

experiencing real wage increases

Although money wages are growing moaidly than they were pnecessiofd and as a resujt
raising cost8 there is no evidence of acceleratmma wageprice spiralln July 2022, with

continued strong job gains, employment climbed back above Hsgo@emic high. Buhe U.S.

labor forcewasapproximately equab its February 202@evel.? This unusual stagnation is the
conseqguence of two factoii&irst, the labor force participation rate fell markedly frosn it

February 2020 level as tipandemic forced theconomy intsshutdown and workers left the

labor force. Participation has yet to recq\{eee Figure 3) an@OVID-19risk 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 pmple in the labor force.

FIGURB

U.S. labor force participation has not returned to its value before the
2020 recession
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Second, labor force growth has been reduced by U.S. immigration restribteieratepolicy
decisiongo reduceimmigrationunderthe prior administrationalongwith pandemierelated
disruptionsthathavecontinuedto affect immigrationprocessinghaveresulted inimited
additions tathe workingage population. Had immigration continued at theZ#9 rate, there
would have been approximateéymillion additional workingage immigrants in the tited
Stateshy the end of 2023.

Without these two labor supply shockse July 2022 labo force would be approximatel/8
million workers larger, & nearly 3percent differencelhis supply shortfall has had a
measurable effect on the ratio of totabpke unemployed to total job vacanates recognized
indicator of labor marketwutnesg.In the runup to the 2020 recession, this ratio was declining
reaching a value di.8 in February 202(see Figurel) The recession caused massive unem
ployment and the unemployed/vacancy rate spiked to nearyApril 2020. As the economy
recoveredthis ratio declined, falling belo®.8 in July 2021 and reachirigb in Juy 2022. With
3.54.8 million additional workers in the labor force, this ratertainly wouldhavebesnlower?®

FIGURE
Labor markets in the United States are tight
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The falling unemploymenrtb-vacancy ratio has been accompanied by increasing money wage
growth. During the year before the 2020 recession, average annual earnings growth was about
3.1percent. After fluctuating dramatically in the period between April 2020 and July 2021,
average earnings began to grow more rapidly than in theepession period, averaging about 5
percent annually between July 2021 and June 20%2ih lower labor maket 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
prerecession, there is no evidence of acceleration in the past few months. In fact, the annualized
rateof growth of average earnings has declined in the first six months of 2028 percent in

June! These data do not point to a 19&dgle wageprice spiral, which can change expectations

and make higher rates of inflation a mpermanent issudloreover, there is nothing ithe 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 unemployorestancy ratio wa®.8,

core inflation was laout 2 perent, and real wages were growing at neagercent

It is also important toecognizethatlabor market tightness has deliveteath employment and
real wage growth tthosewho are lower in the wage distribution. Asonomistsoana 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 thosarwlttoe least

helps Black, brown, Latinx, and gender and sexual minorities most, as these communities
are disproportionately represented in {ax@ge populations. For example, approximately

60 percent of lowwvage earners are women, and wage increasks bhottom of the

income distribution are likely tbenefitnearly onethird of Black Americans and a

quarter of Latinx Americans.
A severe reduction in employmerduldreduce oreverse these gains.

Notably, pandemicelated disruptions in the supply mi&nufactured goods appear to have made
a significant contribution to posécession core inflation and its volatiliarts of the U.S.

economy are highly integrated into global supply chains, which have been repeatedly disrupted



by COVID-19 waves andockdowns!® This has reduced domestic availability of intermediate
inputs and finajoods angbroduced bottlenecks in crebsrder transportation. These supply

side problem$iavehad a measurable effect on prices.

The U.S. auto industry provides a canahexample of a negative global supply shock.
Pandemierelated reduction in the supply of essential semiconductordeémasdautomakersan
essential input! As a consequence, U.S. auto production in May 2022 was about 28 percent
below the preecessiondvel. Ths decline in supply has been matched by a dramatic increase in
overall vehicleprices. (see Figuré) The scarcity of new cars has also driven up the price of
used carsFromApril 2021to April 2022, new and used céysrice increases together added

1.17 percentage points to the overall €PI.

FIGURB
The supply of new automobiles has declined, raising overall vehicle price
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The importance of negative supply shocks to pandensidnflation has been confirmed by
statistical analysis. Thieederal Reserve Bank of New Ydnks constructed a global supply
chain pressure index (SCPI), a statistically weighted combination of seaeediles that reflect

global supply disruption® 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 244 atstistical
decomposition of pos2019 CPI inflation shows th#the large increases in the SCPI during
spring 2020 andummer 2021 made significant contributions to CPI growth, adding dbout
percentage point to the inflation total in early 2622.

The cemovement of the U.S. SC&which measures global supply chain mafs affecting the
United Statesspecificallyd with core CPI inflation is illustrated in Figufe As can be seen from
the figure, directional changes of the U.S. S@é&Herallymatch directional movements in core
CPI1181t also is worth noting that the U.SCPI increased strongly during the last quarter of
2021, when the Wited Statesand the rest of the world were hit by tiedtaCOVID-19 variant
This global supply shock, together with dome€&i@VID-19 effects, may have contributed to

the burst ottore inflation during this quarter.

FIGURB

Supply shocks and core consumer price index (CPI) inflation have moved
together during the recovery from the 2020 recession

Supply chain pressure index in the United States, in Monthly rate of core CPI inflation, 2019-2022
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Pandemieinduced changes in consumption behavior also added to commaodities price inflation.
Because o€OVID-19waves and lockdowns, U.S. households changed their expenditure

patterns. Real expenditures on durable and nondurable goods rose significarelyiaEb
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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 Figur&) Econometric analysis confirms that, controlling for the increases

in household disposable income produced by expaasy fiscal policy, changes in consumer
behavior account for about half of the increases in durables spending.

FIGURE

These upward shifts in real demand for commodities, which were also roughly coincident with
supply shocks, weraccompanied by bursts of inflation in early 2020 and early 282# Figure

8) There was a subsequent burst in late 2021, which came after durables demand had stabilized.
That burst was coincident with tidelta COVID-19 wave.
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