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The rise and fall of inflation

Wage-price spiral Fed hiking into recessionNegative supply shocks
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Causes of inflation

• Supply chain bottlenecks

o Restart  after COVID lockdowns

o Restructuring of global supply chains

• Labor shortages: temporary or 
permanent?

• Negative supply shock from Russian 
invasion of Ukraine

• Pent-up demand released when 
businesses reopen

• Demand impulse from fiscal policy

• Demand impulse from monetary 
policy

Supply: Negative Shocks

Base effects
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Demand: Too Much Stimulus?

• Low base after COVID outbreak
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Peak inflation, but also persistent 
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Three categories of inflation

• Goods inflation: has fallen

• Housing inflation: rising, but expected to fall

• Core services ex housing: uncertain and related to nominal wage growth
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Easing supply chain issues

Backlog of orders Lead time for suppliers to deliver orders
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Goods inflation has fallen
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Housing inflation expected to fall
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Core services ex housing inflation 
= wildcard
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Wage-price dynamics: theory

• Prices -> Wages: Inflation expectations + Wage bargaining power

• Wages -> Prices: Mark-up pricing (pricing power)

• If causality occurs in both directions, then there is a positive feedback 
loop (wage-price spiral)

• The wage-price spiral can be

• Decelerating: inflation falls back to 2% target

• Accelerating: inflation continues to rise
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Wage-price dynamics: reality
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Labor shortages and rising costs

Tight labor market Rising labor costs
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Receding fear of entrenchment
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Inflationbusters

• Inflation may have peaked, but remains persistent and well above the 
2% target

• Nominal wage growth is the key remaining inflation risk

• Terminating/preventing a wage-price spiral requires an increase in labor
market slack (unemployment)

• Hence the Fed is likely to hike the economy into recession, a soft landing 
is difficult to achieve
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Fed’s change in priorities

• Fed has dual mandate: price stability and full employment

• However, FOMC prioritized price stability over full employment  at June 
2022 meeting

• The FOMC fears that elevated inflation could become entrenched if the 
public began to question the resolve of the Committee

• Powell: price stability is a pre-condition for sustainable full employment

• In other words: first get inflation under control, then take care of the real 
economy

15



RaboResearch – Global Economics & Markets

The Volcker years
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Anti-pivot code words

Regarding a pivot (rate cuts) in 2023, 

Powell has repeated:

• It is likely that restoring price 

stability will require holding policy 

at a restrictive level for some time. 

• History cautions strongly against 

prematurely loosening policy. 

• We will stay the course until the job 

is done.
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Fed’s change in reaction function

Recession 

 “Fed put”

Slash policy rates

Inflation 



Raise rates until recession causes 
inflation to fall back to 2% 



If inflation is under control then cut 
rates

Greenspan, Bernanke, Yellen, Powell 1 Volcker, Powell 2
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Recessions reconsidered

• Recession is something to be averted 
by rate cuts

• Recession is the necessary evil that 
will squeeze inflation out of the 
economy 

• Recession is a means to an end (of 
elevated inflation)

• Recession is collateral damage in the 
fight against inflation

Greenspan, Bernanke, Yellen, Powell 1 Volcker, Powell 2
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Yield curve inversion: (NBER-
approved) recession on horizon
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Inversions precede recessions

21



RaboResearch – Global Economics & Markets

Banking turmoil

• Runs on midsize US banks:

• Silicon Valley Bank 

• Signature Bank 

• First Republic

• Fed’s response:

• Bank term funding program

• More frequent dollar swap operations

• Impact: 

• Adds to recession risk

• Complicates Fed’s monetary policy
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Multiple goals, multiple instruments

Goals:
Instruments:

Price stability Maximum 
employment

Financial stability

Federal funds rate √ No priority

Balance sheet ? No priority ?

Discount window, 
Bank term funding
(lender of last 
resort)

√
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Balance sheet normalization
on auto-pilot

• Fed is fighting inflation primarily by 
raising the target range for the 
federal funds rate, but in the 
background monetary policy 
tightening is taking place through the 
balance sheet

• The balance sheet reduction schedule 
has remained unchanged since 
September, with the pace of 
reduction at $95 billion per month

• $60 billion in Treasury securities 

• $35 billion in agency debt and agency 
MBS
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Liquidity provision reverses 
balance sheet normalization
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Has monetary policy become 
ineffective?

• Monetary policy = change real interest rates to  steer real aggregate 
demand: 

• Taylor rule (assume unemployment = target or irrelevant): 

• inflation > target -> real policy rate > neutral policy rate

• Inflation < target -> real policy rate < neutral policy rate

• However, if financial instability prevents Fed from raising real policy rate 
above the neutral policy rate, then monetary policy is ineffective: central 
bank cannot use policy rate to control the economy
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Real fed funds rate still negative
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Conclusion

• Last year, Fed prioritized price stability over maximum employment

• Current financial instability complicates Fed’s monetary policy to stamp 
out inflation

• Fed prefers to use other tools than the policy rate to address financial 
instability (lender of last resort, balance sheet?)

• However, if financial instability forces Fed to terminate hiking cycle, 
then monetary policy has become ineffective: 

• either inflation gets out of control

• or inflation falls because of banking crisis (instead of monetary policy 
transmission to real economy, but still as a result of Fed’s hiking cycle)
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Disclaimer

Non Independent Research

This document is issued by Coöperatieve Rabobank U.A. incorporated in the Netherlands, trading as Rabobank London (“RL”).  The liability of its members is limited.  RL is authorised by 
De Nederlandsche Bank, Netherlands and the Prudential Regulation Authority (PRA) and subject to limited regulation by the Financial Conduct Authority (FCA) and PRA. Details about the 
extent of our authorisation and regulation by the PRA, and regulation by the FCA are available from us on request. Registered in England and Wales No. BR002630.  This document is 
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This document does not purport to be impartial research and has not been prepared in accordance with legal requirements designed to promote the independence of Investment Research 
and is not subject to any prohibition on dealing ahead of the dissemination of Investment Research. This document does NOT purport to be an impartial assessment of the value or 
prospects of its subject matter and it must not be relied upon by any recipient as an impartial assessment of the value or prospects of its subject matter.  No reliance may be placed by a 
recipient on any representations or statements made outside this document (oral or written) by any person which state or imply (or may be reasonably viewed as stating or implying) any 
such impartiality.

This document is for information purposes only and is not, and should not be construed as, an offer or a commitment by RL or any of its affiliates to enter into a transaction.  This 
document does not constitute investment advice and nor is any information provided intended to offer sufficient information such that is should be relied upon for the purposes of making 
a decision in relation to whether to acquire any financial products.  The information and opinions contained in this document have been compiled or arrived at from sources believed to be 
reliable, but no representation or warranty, express or implied, is made as to their accuracy, completeness or correctness.

The information contained in this document is not to be relied upon by the recipient as authoritative or taken in substitution for the exercise of judgement by any recipient.  Any opinions, 
forecasts or estimates herein constitute a judgement of RL as at the date of this document, and there can be no assurance that future results or events will be consistent with any such 
opinions, forecasts or estimates.  All opinions expressed in this document are subject to change without notice.  

To the extent permitted by law, neither RL, nor other legal entities in the group to which it belongs accept any liability whatsoever for any direct or consequential loss howsoever arising 
from any use of this document or its contents or otherwise arising in connection therewith.

Insofar as permitted by applicable laws and regulations, RL or other legal entities in the group to which it belongs, their directors, officers and/or employees may have had or have a long or 
short position or act as a market maker and may have traded or acted as principal in the securities described within this document (or related investments) or may otherwise have 
conflicting interests.  This may include hedging transactions carried out by RL or other legal entities in the group, and such hedging transactions may affect the value and/or liquidity of the 
securities described in this document.  Further it may have or have had a relationship with or may provide or have provided corporate finance or other services to companies whose 
securities (or related investments) are described in this document.  Further, internal and external publications may have been issued prior to this publication where strategies may conflict 
according to market conditions at the time of each publication.

This document is not intended for distribution in the United States or to or for the account of US persons and the distribution of this document in other jurisdictions may be restricted by 
law and recipients of this document should inform themselves about, and observe any such restrictions.  This document may not be reproduced, distributed or published, in whole or in 
part, for any purpose, except with the prior written consent of RL.  By accepting this document you agree to be bound by the foregoing restrictions. 
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