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Central Banks Try To Stay
Ahead of the Curve

Central banks are responding to higher inflation, but
what if they are acting too late?

By Carl R Tannenbaum

The phrase “behind the curve” originates from aviation. The “power curve” maps an airplane’s
speed to the thrust applied by the engine. This relationship varies with conditions; being
behind the power curve can risk stalling or damaging the plane.



A variant of the expression is based on the Gaussian bell curve, which maps a normal
distribution. A decision-maker with insight that is below average is said to be behind this
curve.

On both fronts, there is growing concern that the world’s central banks are behind the curve.
Critics contend that the insight being used to set monetary policy is lagging, and worry that
failure to reduce the thrust applied to the economy could allow damaging levels of inflation.
Several important monetary policy meetings took place this week. Inflation was the central
topic on each agenda; price levels are escalating very rapidly in most countries. Expectations
of inflation have also been moving up, although at a more measured pace.
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While each country’s experience is somewhat different, all are dealing with a handful of
common factors:

e Energy prices have surged. Oil prices have risen by about $20 per barrel since the middle
of August, and natural gas prices have risen by more than 40% in the United States and by
more than 75% in the United Kingdom over the same period. Consumers in the northern
hemisphere are bracing for a cold and expensive winter.

e Food prices have also marched rapidly higher. The transition from eating out to cooking at
home and back again has confounded logistics and created periodic gluts and shortages
in the agricultural industry. Extreme weather has stunted harvests: the price of wheat is at
an eight-year high. And the food industry has certainly been affected by labor shortages,
and the rising wages that have resulted.

e The housing boom is back. Low interest rates, government stimulus, and strong demand
for space that will accommodate working from home have combined to push home price
indices to record levels. Over the past 12 months, residential property values are up 20%
inthe U.S, 11% in the U.K., 13% in Canada, and 20% in Australia. These escalations will



eventually translate into increases in rent and the cost of shelter, which make up large
shares of consumer price indices.

e Global supply chains are suffering from long-haul effects produced by COVID-19. Delivery
times and freight rates have eased a bit in recent weeks, but are still exaggerated relative
to pre-pandemic norms. Scarcity has made room for surcharges, which have found their
way into the cost of goods.

e The cost of services is being pushed higher by labor shortages, which are acute in many
industries and regions. Total employment is still below pre-pandemic levels in most
developed countries, and yet the leverage held by workers seems to be at a multi-year
high. With the prices of goods and services escalating, wage demands are sure to rise in
compensation (pun intended).

"Transftery” influences en inftatien may Be witfi us fer a feng time.

When inflation began to jump in the early summer, the term “transitory” became a staple of the
central banking vernacular. Demand was well out in front of supply, but the latter seemed
poised to catch up. That process has been much slower than anticipated, though, leading to
the uncomfortable question of how long something has to persist before itis no longer
transitory.

According to Federal Reserve Chairman Jerome Powell, transitory is anything that is not
permanent, which does not provide much insight into how long it will take for inflation to
recede. The longer this takes, the more likely that a wage/price feedback loop will develop.
There is considerable divergence among inflation forecasts. But there is near-unanimity that
inflation risk is on the upside. That risk led the Bank of Canada to adjust its quantitative easing
program last week, and the Reserve Bank of Australia to follow this week. Investors have come
to expect more interest rate hikes, sooner, from both the Federal Reserve and the Bank of

England.
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The Bank of England opted to hold rates steady at its meeting this week, but also projected
British inflation of 4.5% in the middle of next year...far above target. A hike can’t be far off.
The Federal Reserve initiated a reduction in its asset purchase program this week, but
suggested that interest rate increases were not under serious consideration. In this regard, the
Fed is behind other central banks, raising the risk that they may have to catch up rapidly next
year if inflation proves more persistent.
The approach taken by the Fed mirrors their actions of seven years ago, when tapering and
tightening were separated by a considerable distance. But this business cycle is nothing like
the last one; descent and recovery have been much more rapid this time. The shape of policy
retreat should match current, not past circumstances.

1t may Be fiard te Beffeve tiat inflatien wen't settie, But we reed te resgect tfiat pessibifity:
Defenders of the go-slow approach note that labor market recoveries are not yet complete.
They attribute recent inflation surges to a series of overlapping supply shocks, which central
banks can do little about. (Monetary policy has little power over natural gas supply during the
winter, for example.) But monetary policy can influence demand, the strength of which
certainly deserves some credit for today’s elevated inflation.
Behavioral science may be playing a hand in the way central banks are operating. Recency bias
is at work: we have had such a long period of subdued inflation that it anchors our
expectations. And then confirmation bias, which leads us to place higher weight on incoming
news that supports our views, leads us to discount alternative scenarios.
Forty years ago, these forces were working in the opposite direction: inflation was so high, it
was hard to imagine that it would ever recede. But so it did. If central banks are to avoid finding
themselves behind the curve, they’ll need to acknowledge the possibility that inflation is
heading for the other side of the distribution.
Ben’t miss eur latest insights:
Labor: Strike While the Iron Is Hot
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