
S 13: Debate – The on-going 
inflation surge since mid-2021
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The 2021-2023 inflation surge

• After long period of below target (2%) inflation (Great Moderation), 
surge in unprecedented inflation began in mid-2021. Causes? 

• COVID-19 pandemic-related economic dislocation; faster than expected 
recovery in demand from the COVID-19 recession had by 2020 led to 
significant supply shortages 

• Supply chain disruptions after COVID and after 2022 Russian invasion of 
Ukraine's effect on global oil prices, natural gas, fertilizer, and food prices 

• Fiscal and monetary stimuli (excessive?) provided in 2020 and 2021 by 
governments and central banks around the world in response to COVID

• Price and rent opportunistic extraction with record profits across many 
business (eg., oil cies) and consumer services economic sectors.
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FED and ECB under-estimated inflation 21-22
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Size of fiscal stimuli (% of GDP)

Chapter 13 5
Source : McKinsey



Chapter 13 6



Chapter 13 7



Supply chain disruptions and transportation 
costs
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• A debate arose among 
economists early in 2021 as to 
whether inflation was a 
transitory effect of the world's 
emergence faster than 
expected from the Covid 
pandemic, or whether it would 
be persistent. Larry Summers 
and Olivier Blanchard warned 
of persistent inflation, while 
Paul Krugman and U.S. 
Treasury Secretary Janet Yellen 
argued it would be transitory
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The debate: transitory x permanent? Supply x 
demand shock?

• Key issue for policy response
• If 2021-2023 inflation purely a supply shock, wait-and-see its effect 

fade, “look through” and no need for hiking interest rates
• If, conversely, it is a demand shock, textbook response is to respond 

by hiking rates
• Debate lingered for quite a long time

• EME Central Banks were quicker to act, experience with role of expectations
• AE Central Banks started hiking later (and now issue is “the last mile”)
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• After undershooting 2% inflation 
despite monetary-fiscal massive 
stimuli of GFC, Covid-19, inflation 
surged in mid-2021; war-related 
food & energy prices, faster 
recovery and supply bottlenecks.

• Surprised, CBs in AEs first saw 
mainly supply shocks that could 
fade; then other demand factors 
(wages in tight labor market service 
sectors) materialized; many under-
estimated inflation forecast 
occurred; dent on CB credibility.

• Inflation fell indeed, but remained 
“resilient”; problem of convergence 
to 2% target within expected 
timeframe (1-2 years) turned more 
difficult; called “last mile” issue for 
CB achieving their inflation target 
objective.

Chapter 13 12

Global Inflation, % annual

Food
component

Energy
component

Core inflation
(excludes energy and food)

Headline inflation
(total)

Sources: Bloomberg, BCB

2% target



• Debate about “transitory” inflation or not, 
delayed policy response in developed CBs 
but not in developing countries CBs (the 
EME CBs started hiking interest rates much 
earlier).

• Late, “behind the curve”, then many 
developed CBs engaged into a fast and 
aggressive monetary policy tightening cycle 
early 2022.

• Inflation fell, but its “resilience” above 2% 
triggered “last mile” market uncertainty: 
“soft” or “hard” landing (i.e. need to affect 
more unemployment and activity? 
Recession or not to achieve target?).

• If and when, do CB start cutting interest
rates? CB communication became
challenging exercise for market expectations
and volatility in financial markets.

• High rate for longer; more “hawkish” CBs?
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Extracting supply x demand driven 
components of inflation
• Run10-year-window rolling regressions for both price and quantity for each item of price 

index. For example, start with first window or period PCE data are available at the 
detailed level, and ends after some 10 years. This generates predicted values for price 
and quantity for next month/quarter/year; then compare to the actual values of price 
and quantity in that same month /quarter/year. If the actual values of price and quantity 
are both above or both below their predicted values, the category is labeled as “demand-
driven” in this next period. If the difference between the actual and predicted values are 
of opposite signs, the category is labeled as “supply-driven” in that period. If either of 
the actual values is close enough to its predicted value that the difference is statistically 
indistinguishable from zero, the category is labeled as “ambiguous” in that period.

• Then roll the data window forward one period and repeat the process. Iterate this 
process for each period until reaching the last window of available data.

• Categories that experience frequent supply-driven price changes include food and 
household products such as dishes, linens, and household paper items. Categories that 
experience frequent demand-driven price changes include motor vehicle-related 
products, used cars, and electricity.
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2021 mostly supply driven inflation but 
support from demand
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Inflation under the hood: transmission

• To better understand inflation, it is key to go beyond aggregate analysis of 
headline CPI in order to separate relative from generalised price changes and 
examine their joint dynamics.

• Periods of high and low inflation are very different, notably with respect to their 
self-stabilising properties and how firms and workers respond to relative price 
shifts.

• Preserving a low inflation environment is paramount and requires ensuring that 
relative price changes do not translate into entrenched inflation. Transitions from 
low- to high-inflation regimes are especially challenging because they tend to be 
self-reinforcing.

• Monetary policy has an essential role to play in ensuring the durability/credibility 
of a low-inflation regime through the features of its operating framework as well 
as through flexible and timely adjustments in the policy stance.
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Policy responses episode of 2021-23 inflation
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Is it over?
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• Policy rates 
since the 
Pandemic

• Red: 
increase

• Green: 
decrease

• Pink: no 
change
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