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How did we get here?

FRED ,;4:// — Consumer Price Index for All Urban Consumers: All Items Less Food and Energy in U.S. City Average
’ — Consumer Price Index for All Urban Consumers: All Items in U.S. City Average

10.0
7.5

5.0

i i A v w v

2.5

Percent Change from Year Ago

2004 2006 2008 2010 2012 2014 2016 2018 2020 2022

Shaded areas indicate U.S. recessions. Source: U.S. Bureau of Labor Statistics fred.stlouisfed.org

“Imagine that inflation was running at 5 percent against our inflation objective of 2 percent. Is there a doubt that any
central banker worth their salt would be reacting strongly to fight this high inflation rate? No, there isn't any doubt. They

would be acting as if their hair was on fire.” Charlie Evans, January 201 |
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The context: 30+ years of price stability

B: United States, 1915-2016
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Internationally validated (UK below)
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Headline producer price inflation
(annual percentage changes)
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Source: Haver DLX and Eurostat.
Notes: Non-seasonally adjusted domestic PPI for industry excluding construction.
Last observation: January 2022 for the euro area, February 2022 for the US.

Not solely a US problem S

Chart 1 — Contributions to CPI inflation
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Sources: Bloomberg Finance L.P., Department for Business, Energy and Industrial Strategy, ONS and Bank calculations.
Notes: See notes to Chart 2.19 in the February 2022 MPR. January 2022 outturn shown for aggregate CPI inflation only, all
other data from January to June 2022 are Bank staff's projection at the time of the February Report.
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What went wrong in 2021 H2 - 202...

* Bad luck?
» Large fiscal stimulus package in early 2021 in US (and EZ in 2022).War in 2022

» [ransrtory versus permanent debates in 202 |
» With inflation reaching record-high levels for several months in a row, increasingly implausible.

» Temporary mis-diagnosis of the unusual shocks that hit the economy?
» Pandemic in 2020 was a different type of recession, more robust recovery
» 2020 stimulus, elevated monetary aggregates and savings, boost in spending post lockdown
» Supply disruptions and bottlenecks: shocks to potential or to cycle!
» Persistence of easy monetary policy for many months suggests something more systematic

- Mistaken view of how monetary policy works and what drives inflation?
» But central banks follow (and produce) state-of-the-art research on these topics

» [heir models are In line with professional consensus.




Explore an alternative: problems with framework

August 27, 2020

New Economic Challenges and the Fed's Monetary Policy
Review

Chair Jerome H. Powell

At "Navigating the Decade Ahead: Implications for Monetary Policy," an economic policy
symposium sponsored by the Federal Reserve Bank of Kansas City, Jackson Hole,
Wyoming (via webcast)

Iwo challenges (of four):
- “fall In the equilibrium real interest rate, or “'r=star;”

-Very stable inflation expectations. It anything stuck too low.




VVhy these changes mattered

» If r* is lower then:
» Move to focus increasingly on longer interest rates (forward guidance)
» Fear safety trap, support Ireasury market (quantrtative easing, liquidity)

» Detflation trap:“Adverse cycle of ever-lower inflation and inflation
expectations’” (Powell, 2020)

» 2020 confirmed it: inrtial deflation, policy response enormous and sharp

- If inflation and expectations so sticky then:
- Flat Phillips curve, revise downward u®
» Shift weight to real activity (and financial stability), become more doveish.

»+ 2020 confirmed it: Inflation expectations did not budge, Fed focussed on
supporting real activity and financial stability.
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Expectations and the lost
capital of inattention and credibility



The”no pasa nada” speech

August 27, 2021

Monetary Policy in the Time of COVID - Inflation at these levels is, of course, a cause
for concern. But that concern is tempered by

a number of factors that suggest that these

At the "Macroeconomic Policy in an Uneven Economy," economic policy symposium o / ovate d res d in Q S are / /- /< o /\/ t0 prove
sponsored by the Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming (via fermporary > '

webcast)

Chair Jerome H. Powell

Little evidence of wage increases that might threaten excessive inflation

Households, businesses, and market participants also believe that current high inflation readings are likely to
prove transitory and that, in any case, the fFed will keep inflation close to our 2 percent objective over time.

History also teaches, however, that central banks cannot take for granted that inflation due to transitory
factors will fade. The 19/0s saw two periods in which there were large increases in energy and food prices,
ralsing headline inflation for a time. But when the direct effects on headline inflation eased, core inflation
continued to run persistently higher than before. One likely contributing factor was that the public had come
to generally expect higher inflation

We have said that we will continue to hold the target range for the federal funds rate at its current level until
the economy reaches conditions consistent with maximum employment, and inflation has reached 7
percent and s on track to moderately exceed 2 percent for some time,
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Powell: Nnothing to see in expectations data....

Figure 4. Longer-Term Inflation Expectations Have Largely Reversed Earlier Declines

A. Selected indicators of inflation expectations
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PCE is personal consumption expenditures.
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B. Index of Common Inflation Expectations
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Source: Federal Reserve Board staff calculations.
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But look beyond means, look at distributions
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Remember the late 1960s

1968-71: anchor drifting
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(Aside, not 70s, but 1969 to worry about)

FRED® /)\/;,// — Federal Funds Effective Rate
— Unemployment Rate °
= Consumer Price Index for All Urban Consumers: All Items in U.S. City Average T h e m I Sta I(e Of I 9 6 5 - 68

and the 1969-70 recession
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» Let expectations drift, hit
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Remember the 1960s: the early unanchoring
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*+ Same pattern over a few years as in the last |2 months.
» Worse data, and at the time lacked understanding of how to measure these.
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Same happened now...

FRED -2/ — university of Michigan: Inflation Expectation
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Shaded areas indicate U.S. recessions. Source: University of Michigan fred.stlouisfed.org

The mean expectation followed. ..

No causal claim in this, and some bad luck. But early signs were there
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Credibility and anchoring: further ahead
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Market data: again look beyond means

US risk-adjusted probability densities for 10y inflation * Very steady In
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Back out from insurance prices (options)

Probability of 5y high-inflation (>4%) disaster What 1s the current date
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Current serious credibility problem
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The focus on r*
(trend rate at which savings = investment
and economy is at potential)



It has fallen, but for Treasuries

United States _ _ _ A much-shown figure
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Return on private capital

_ _ United States 1 Demand for savings
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Alternative measures
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Also in G-/
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Or set of advanced economies
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Supply perspective
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Supply of savings by
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Implication for monetary policy

The ZLB is hit when r = -inflation. But if m>0 this merits different response

* Which one matters for level of output!
Actually it is m*, and its high level is the other side of the coin of too little capital

» How to exit a secular stagnation?
Financial developbment, reduce the m-r gap.

» Employment shortfall due to zero lower bound?
Will be smaller, because m still has room to adjust downwards

Power of raising future inflation through forward guidance or QE
Significantly smaller. When weighted against costs of the inflation, less attractive
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Implication for fiscal policy
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Debt revenues have been sustaining debt
Debt/GDP = EPV,,¢(PrimaryBalance/GDP) + EPVp_g ((m-r)Debt/GDP)

G/ countries
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—5%1| @ Flow payment on debt: r- Debt/GDP
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The importance of price stability commitment

To keep the debt revenues large, Fed must deliver stable inflation

* Protect safety of public debt from Inflation risk
remove fear of debt monetization

» Anchor Inflation expectations
remove fear of higher interest rates over future debt

* Eliminate Inflation risk premium
both on bonds and over taxation

» Reaffirm focus on Inflation for central bank policy
macro prudential policy not steered towards financial repression
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Conclusion
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Points made in this talk

|, Last 9 months are a significant deviation from 35-year success

2. Explore hypothesis that two problems with framework drove it

3. First an over-reliance on caprtal of inattention that was keeping inflation
expectations stable. Expectations were moving, credibility was being lost, anc
deeper looks at surveys and financial prices showed it in 2021 H2.

4. Second, an over-emphasis on the perils of low r* and of deflation. But since
Mm* stayed high, the deflation trap was not such a danger; and rather price
stability was even more important to prevent a public debt crisis

33



References

Rels, Ricardo (202 1) “The Constraint on Public Debt When r<g But g<m" CEPR discussion paper 5950
Rels, Ricardo (2022a) “Losing the Inflation Anchor,” Brookings Papers on Economic Activity, forthcoming
Rels, Ricardo (2022b) “Steady Prices, Sustainable Debt” Finance and Development, | /19, March 2022.

Rels, Ricardo (2022¢) “The Fiscal Revenue from Public Borrowing” Under review at Journal of Economic
Perspectives.

Rels, Ricardo (2022d) “"How Was the United States Government Able to Borrow So Much During the Pandemic?”
forthcoming in AEl Press book

Rels, Ricardo (2022e) “Has Monetary Policy Cared Too Much About r*7*" In preparation for the Asian Monetary
Policy Forum.

Hilscher, Jens, Alon Raviv and Ricardo Reis (2022) “How Likely Is An Inflation Disaster?” CEPR discussion paper
| /7224

34



