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What just happened?
This presentation takes a tour through the wild swings in what
people thought about inflation following the pandemic.

1. Transitory Inflation in 2021

2. Persistent Inflation in 2022

3. The Great Disinflation of 2023
4. Remaining Questions

It finds that the large majority of the disinflation in 2023 was driven
by supply-side expansion, consistent with inflation driven by
reopening pressures.



But First: Recap



But First: Recap

Historic disinflation - since 2021
Inflation falls dramatically, while unemployment is below 4 percent

the last two years.
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But First: Recap

Historic disinflation - since 1961

We haven't seen this level of disinflation without much higher
unemployment recently.

Change in year—over—year core PCE growth from one year ago, 1961-2023
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But First: Recap

Historic disinflation - not since late 1940s and early 1950s
A period also remembered for reopenings and supply chains; this

was the original comparison point in 2021.

Change in year—-over-year headline PCE growth from one year ago, 1948-2023
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Transitory Inflation in 2021



Transitory Inflation in 2021

Federal Reserve and Transitory

Soon to become a political liability, the term circulates from FOMC

statements.
“The sectors most adversely affected “Inflation is elevated, largely
by the pandemic remain weak but reflecting factors that are expected
have shown improvement. Inflation to be transitory. Supply and
has risen, largely reflecting demand imbalances related to the
transitory factors.” pandemic and the reopening of the
FOMC statement, April 2021 economy have contributed to

sizable price increases in some
sectors.”
FOMC statement, November 2021



Transitory Inflation in 2021

Federal Reserve and Transitory
Treated as a pandemic recovery neologism, ‘transitory’ is actually an older
Fedspeak term.

“This framework suggests, first, that “Inflation will probably run a bit
much of the recent shortfall of below our objective for a time due
inflation from our 2 percent to declines in energy prices, but
objective is attributable to special those effects are likely to prove
factors whose effects are likely to transitory.”

prove transitory.” Chair Powell, March 2019

Chair Yellen, September 2015



Transitory Inflation in 2021

What was transitory inflation?
In 2021, it was the idea that inflation would be:

® confined to pandemic-impacted sectors

® |imited to outliers, and not impacting e.g. trimmed mean PCE
or median CPI

® driven by the shift into goods from services; goods would come
down with services contained

® Driven by cyclically insensitive categories, not by e.g. ‘cyclically
sensitive inflation’



Transitory Inflation in 2021

Was it plausible?
After pandemic, major shift in spending from services to goods.

Real personal consumption expenditures, January 2020 = 1
12
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Transitory Inflation in 2021

Was it plausible?
Within 2021, inflation did look uniquely contained to goods.

Monthly contribution to CPI inflation
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Transitory Inflation in 2021

What happened?

Year over Year Change 2019 August, 2021
Trimmed Mean PCE 2 2.3
Core CPI Services 3.1 2.7
Cyclically-sensitive inflation 2 3.1

Yay!
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Transitory Inflation in 2021

What happened?

Year over Year Change 2019 August, 2021  August, 2022
Trimmed Mean PCE 2 2.3 4.7
Core CPI Services 3.1 2.7 6.1
Cyclically-sensitive inflation 2 3.1 6.5

Yay! Yikes!

12



Persistent Inflation in 2022




Persistent Inflation in 2022

Will expectations save us?

Take one Federal Reserve specification of the Phillips Curve (Yellen
2015):

e = Te—1 + Te—2 + 7 + By — u*)

Inflation is modeled on past and future expected inflation, plus
deviations from potential output.

® But, what years to train the data on?
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Persistent Inflation in 2022

If we start the data in the 1970s, the Great Inflation, it says

inflation in 2022 is entrenched.

If we start the data in the 1990s, the Great Moderation, it says

inflation should be lower.
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Persistent Inflation in 2022

® |f we ask the Phillips Curve
if inflation is persistent or
guided by expectations, it
says it depends if we're still
in the Great Moderation or
not.

® But that's the question
we're asking!

e Significant S(u — u*) on
1970s model would mean
large unemployment to
bring inflation down.

Dependent variable:

™

1992-2019 1971-2019
(1) (2
il 0.052 0.413%**
(0.098) (0.069)
T2 0.020 0.321%**
(0.097) (0.070)
we 0.628*** 0.324%**
(0.207) (0.096)
(u—u*) —0.047 —0.124**
(0.041) (0.050)
Constant 0.280 —0.152
(0.399) (0.190)
Observations 112 196
R? 0.134 0.812
Adjusted R? 0.102 0.808

Note:

*p<0.1; **p<0.05; ***p<0.01
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Persistent Inflation in 2022

The case for persistence
“We need five years of unemployment above 5 percent to contain
inflation—in other words, we need two years of 7.5 percent

unemployment or five years of 6 percent unemployment or one year
of 10 percent unemployment.”

® Larry Summers, June 2022
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Persistent Inflation in 2022

Why 10 percent unemployment?
Accelerationist Phillips Curve: inflation is simply previous inflation plus
deviations in potential unemployment or output.

m = me—1 — B(u— u™)

® Underlying inflation is 4.5 percent.
® the sacrific ratio 1/ is 2.
® and NAIRU is 5 percent.
Ty = M1 — B(U — U*)
2=45—-05(u-5)
=2 = {080 4F 23

u=10
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Persistent Inflation in 2022

What was persistent inflation?
In 2022, it was the idea that:

® The delta between predicted and actual inflation was largely
demand.

® That delta was entrenched and required higher unemployment
to shift (sacrifice ratio).

® Higher nominal wages would persist without an increase in
unemployment.

® NAIRU had increased as a result of a shifted Beveridge Curve.
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Persistent Inflation in 2022

Persistent ideas don’t pan out
2023 went in a different direction however:

® Job openings declined without any significant movement in
unemployment.

® Nominal wages slowed while real wages increased.

® |nflation falls too fast to be consistent with these stories.
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The Great Disinflation of 2023




The Great Disinflation of 2023

Supply or demand?
Two relevant stories for disinflation in 2023:

® A nonlinear convex Phillips Curve, translating small decreases

in demand into large falls in inflation.

® Supply-side expansion, fully recovering from reopening

experience.
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The Great Disinflation of 2023

Supply or demand?
Following Shapiro (2022), we can decompose changes in nominal
spending into their quantity and price components.

® |f prices slow while quantity increases, consistent with a supply
increase (supply curve shifting out).

® |f prices slow while quantity decreases, consistent with a
demand decrease (demand curve shifting in).
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The Great Disinflation of 2023

Data

We can take individual category items from PCE.

Take change in six-month inflation, July 2023 versus December
2022.

131 distinct, non-overlapping item categories.

‘Level 4’ categorization system, or four levels down within the
underlying NIPA categories.

Sample categories: child care, used autos, wine, dental services,
air transportation.

Representing around 100 percent of nominal spending in the
economy.
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The Great Disinflation of 2023

Shifting supply and demand curves
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The Great Disinflation of 2023

Price
Goods Services
10% o o
o0
o
5% ° L
‘80;, o S .
° o
-] o
0% Tog 0o oo o0 8>
0 ) ° = ° o

I

o o o

o 0g o © o °

) 09 oo e 8
-5% ° ° o
o o
-10% SRR
-20% -10% 0% 10% -20% -10% 0% 10%
24

Quantity



The Great Disinflation of 2023

Core Items Goods Services

Location Change Decline Location Change Decline Location Change Decline

Demand+  14% 252 32%  -2.10 9% 2.65
Supply- 27% 3.94 25%  -7.18 21% 2,93
Demand-  23% 202 27% 4% 133 13% 28% 224 34%

Supply+ 37% 5.44 73% 39% 8.94 87% 36% 4.34 66%

® 73 percent from expanding supply; 27 percent from declining demand.

® Also true of services, where 66 percent of disinflation in services
associated with supply expansion.

® Supply expansion drives the large majority of disinflation across
measures of time-length and comparsion points.
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The Great Disinflation of 2023

Could the last mile of inflation be the hardest?

There's two arguments for why disinflation might become harder:

® Higher underlying inflation is being masked by the tails of the
distribution.

e Disinflation is driven by the lowest-hanging fruit, or categories

that aren't sensitive to demand.

(Though inflation in this range might be better than a 2 percent
target.)
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The Great Disinflation of 2023

Recent disinflation is broad, and not driven by negative tail values.
PCE Inflation Density Distribution
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The Great Disinflation of 2023

Is disinflation occuring only in demand-insensitive categories?

Measures that exclude outliers (e.g. median CPI) also falling.

Let’s check ourselves by making a basket of the most demand
sensitive categories.

Take 179 individual CPI spending category inflation rates since 2000,
and put each under an accelerationist Phillips Curve:

Tje = Tie—1 + B(u — u*)

Only select items where 3 has a t-statistic less than -2.

16 categories, including housing, day care, motor vehicle repair,
restaurants, funeral expenses, and wine at home. Excluding housing,

demand-sensitive basket is 9 percent of consumption.
28



Inflation in 2023: Not by demand insensitive categories.

How does our demand-sensitive basket do?
Even with recent pickup, this small basket has fallen just as fast as

overall inflation.
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Remaining Questions




Remaining Questions

Revisiting goods and services shift

Goods shifting out and then up should animate interest in “convex
supply curves.”
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Remaining Questions

Revisiting goods and services shift
Nominal rigidities put a floor under services's price level during
pandemic. How should we understand the following pick-up

inflation?
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Remaining Questions

Many important things still unanswered:

® How and why did price increases expand across most categories in
20227

® How to characterize the rise and fall in nominal wages?

® Balance of different reopening inflations; reassess Russia's invasion of
Ukraine.

® Can housing policy be better?

® First inflation period with modern ‘expectations’ macroeconomic
theory. A strength, or weakness?
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