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Some Day, inflation will also be "transitory’

PABLO DUARTE

Abstract

Despite the normalization of energy and consumer goods prices,
inflation remains undefeated. At some point, inflation will come
down again, and like everything else in this world, inflation will
then also have been "transitory”.

Zusammenfassung

Trotz Normalisierung der Energie- und Konsumgiterpreise,
bleibt die Inflation unbesiegt. Irgendwann wird die Inflation wie-
der zuriickgehen, und wie alles auf dieser Welt, wird die Infla-
tion dann auch ,transitorisch” gewesen sein.



O

Inflation rates in the U.S. and the euro zone have been falling for several
months. Some celebrate this as the final defeat of inflation and see it as con-
firmation that it was ultimately "transitory." However, this raises two prob-
lems. First, it is always possible to find a sufficiently long period of time to
call a secular phenomenon "transitory," which ultimately renders the term
meaningless. Second, inflationary pressures do not seem to have disap-
peared completely. In fact, inflation rates could rise again. Inflation will even-
tually pass again, but probably not anytime soon.

Inflation is "transitory" because everything is "transitory”

In the USA, inflation surpassed the target rate of 2% at the beginning of 2021,
and later on, the euro area also experienced this. At that time, central banks
responded with a delay to tighten their highly expansionary monetary poli-
cies, as the prevailing narrative suggested that these elevated inflation rates
were temporary ("transitory"). The assumption was that inflation rates
would naturally decrease once the supply chains, which were previously dis-
rupted by pandemic lockdowns, returned to normal. Everything seemed to
be under control.!

Figure 1: Inflation rate in the USA and the Eurozone
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Source: Flossbach von Storch Research Institute, Macrobond. Data as of 06/28/2023

1See Duarte (2021), ,Inflationsnarrative bestimmen das Schicksal der Zentralbanken, Com-
ment, Flossbach von Storch Research Institute, 09.03.2021.
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But things turned out differently. More than two years later, inflation rates
are still noticeably above the 2% target. The US Federal Reserve (Fed) and
the European Central Bank (ECB) reacted with considerable delay.

The "transitory" drivers of inflation have faded away

The main contribution to the return of inflation came from the supply side
after the pandemic. In both the USA and the euro area, bottlenecks in the
supply chains drove up prices for many consumer goods. At the same time,
raw material and energy prices also rose. The outbreak of war in Ukraine
drove oil and gas prices up even further and inflation rates to levels not seen
since the 1970s. These prices have fallen in recent months. The cost of trans-
porting goods, for example, has returned to pre-pandemic levels. As bottle-
necks in supply chains have been resolved and energy prices have fallen de-
spite the war, inflationary pressures on the supply side appear to have eased.

Figure 2: Sea freight costs
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Source: Flossbach von Storch Research Institute, Macrobond, Baltic Exchange. Data as of
06/28/2023

The inflationary pressure is still there

However, the rise in inflation is not limited to commodities and consumer
goods. In the US, prices for services have risen steadily and are now the big-
gest contributors to inflation. In the euro zone, inflationary pressure is in-
creasing in service and food prices. Wages have also been rising faster in both
the eurozone and the US. So far, increases in service prices and wages do not
appear to be abating. Inflationary pressures have moved from raw materials
and consumer goods to services and food.
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Figure 3: Contribution to the inflation rate in the U.S. and the euro zone
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Source: Flossbach von Storch Research Institute, Macrobond. Data as of 06/28/2023

The base effect hides inflationary pressures

The year-on-year decline in the inflation rate that we have observed in recent
months is overstated by the base effect. The year-on-year inflation rate,
which is most frequently observed and discussed, also rises or falls depend-
ing on how inflation developed in the previous year. The annual inflation rate
can remain at the same level only if the price index increases by the same
amount each month as it did twelve months ago. In the first half of 2022,
there was a sharp increase in the price index as a result of war-related in-
creases in the cost of energy and raw materials. Therefore, a high but less
pronounced monthly increase this year will lead to an oversubscribed reduc-

tion in the year-on-year inflation rate.

The base effect can be seen in the charts below. The blue line indicates the

annual inflation rate. The red bars are the monthly changes in the price index,
and the blue bars are the monthly changes in the price index twelve months
earlier. The annual inflation rate decreases when the blue bars are larger

than the red bars. This also happens when inflation remains above the cen-

tral banks' target.
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Inflationary pressure has persisted since the end of last year (red bars). In the
USA and the euro zone, prices have risen at monthly rates averaging 0.3%
and 0.4%. The annualized rates were 3.5% and 5.3%. As monthly rates were
lower than twelve months ago, the year-on-year inflation rate fell sharply.
This decline is overstated by the base effect.

Figure 4: Inflation and base effect in the U.S. and the euro area
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Source: Flossbach von Storch Research Institute, Macrobond. Data as of 06/28/2023

The money supply

Without monetary expansion, the rise in inflation would not be possible.
Without monetary expansion, for example, an increase in energy prices
would lead to a readjustment of the demand for energy and other goods in
line with the budget constraints of households. Relative prices would adjust,
so that some prices would rise and others would fall, but the overall price
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level would remain stable. Aggressive monetary expansion at the beginning
of the pandemic in 2020 created the monetary space that allowed inflation
to rise thereafter. As people were isolated in their homes and supply chains
were disrupted, and services in particular failed, this money accumulated in
bank accounts. As the pandemic ended, the forced savings found their way
into consumer demand. Since supply could not grow as fast as demand,
prices began to fill the monetary space created by central banks. The reduc-
tion in the money supply started late and is still happening slowly. This means
that prices still have monetary space to rise further.

Figure 5: Money overhang in the U.S. and the euro area
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Source: Flossbach von Storch Research Institute, Macrobond. Data as of 06/28/2023

The slowdown in lending and economic activity

Monetary policy is transmitted to the real economy via the financial sector
with a lag of more than a year. The increase in key interest rates by central
banks makes credit more expensive, which reduces aggregate demand. The
credit impulse, i.e. the change in the flow of credit from the financial sector
to the private sector, has been a good indicator of real demand. In the USA
and the euro zone, credit flows have fallen sharply. Consequently, inflation-
ary pressures could ease thanks to a decline in aggregate demand.
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Figure 6: Credit Impulse in the U.S.A. and the Eurozone

USA Eurozone
R YoY% 15 4
@ 7.5 - - 10.0
2 50 _ g5 10-
TR B . h
\ A ! ,] - 5.0 5 -
“1 ‘ v\ / - o2 ""j\ A "AV\/V\JW
25 - \ 0 /\/\/
\I - 00
5.0 - 5 -
75 - -25
_‘IO -
-10.0 - - 50
-12.5 - - -75 -15 -
1 1 1 1 1 1 1 1 1 1 1
1970 1980 1990 2000 2010 2020 2000 2005 2010 2015 2020
—— Creditimpulse, Ihs Real demand, rhs —— Credit impulse Real demand

Source: Flossbach von Storch Research Institute, Macrobond. Data as of 06/28/2023

Conclusions

Overall, the normalization of energy and consumer goods prices and the
slowdown in the flow of credit point to easing inflation. But inflation has not
yet been defeated. Eventually, inflation will subside, and like everything else
in this world, inflation will have been "transitory" by then.
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