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DB Research is home to a broad church of views but we coalesce around a House 
View for our key macro forecasts. This will certainly continue. However, in these 
extraordinary times, the range of outcomes is wide. So, in the interest of intellectual 
diversity I have encouraged our research group to leave their comfort zone and 
carefully consider alternative viewpoints.

With this in mind, we intend to publish occasional papers under the new “What’s 
in the tails?” banner. We hope this will stimulate debate with our clients by 
providing what we consider reasonable alternatives to the central forecasts and 
scenarios.

To kick this series off, I have joined my colleagues Jim Reid and Peter Hooper in 
examining the potential for higher inflation and a return of boom/bust cycles over 
the next few years.
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Introduction

Ronald Reagan (1978): “Inflation is as violent as a mugger, as frightening as an armed 
robber and as deadly as a hit man.”

Joe Biden (2021): “A job is about a lot more than a paycheck. It’s about dignity. It’s 
about respect. It’s about being able to look your kid in the eye and say everything will 
be okay. Too many people today can’t do that – and it’s got to change.”

Janet Yellen (2021): “Neither the president-elect, nor I, propose this relief package 
without an appreciation for the country’s debt burden. But right now, with interest 
rates at historic lows, the smartest thing we can do is act big”.

Jerome Powell (2021): “During this time of reopening, we are likely to see some 
upward pressure on prices … But those pressures are likely to be temporary as they 
are associated with the reopening process.”

Larry Summers, (2021): “I think this is the least responsible macroeconomic policies 
we’ve had in the last 40 years.”

The above quotes highlight that US macro policy and, indeed, the very role of 
government in the economy, is undergoing its biggest shift in direction in 40 years. 
In turn we are concerned that it will bring about uncomfortable levels of inflation.

It is no exaggeration to say that we are departing from neoliberalism and that the 
days of the new-liberal policies that begun in the Reagan era are clearly fading in the 
rear view mirror. The effects of this shift are being compounded by political turmoil 
in the US and deeply worrying geopolitical risks.

As we step into the new world, we are no longer sure how much of what we thought 
we understood about financial and macro-economics is still valid. We have lived 
through a decade of extraordinary and unconventional monetary stimulus to 
prevent economies from sliding into deflation, but this effort barely succeeded in 
propping up growth at what have been historically low levels.

The most immediate manifestation of the shift in macro policy is that the fear of 
inflation, and of rising levels of government debt, that shaped a generation of 
policymakers is receding. Replacing it is the perspective that economic policy 
should now concentrate on broader social goals. Such goals are as necessary as 
they are admirable. They include greater social support for minority groups, greater 
equality in income, wealth, education, medical care, and more broad-based 
economic opportunity and inclusion. They should be front and centre of the policies 
of any government in these times.

The increased focus on these priorities can be seen not just in the ongoing 
expansionary policy response to the pandemic, but also in policymakers’ other 
longer-term objectives, such as combating climate change and tightening the 
social safety net. It is also evident in recent legislative and regulatory efforts to 
achieve a more balanced distribution of economic and political power between the 
corporate sector, labour, and the consumer.

Despite the shift in priorities, central bankers must still prioritise inflation. Indeed, 
history has shown that the social costs of significantly higher inflation and greatly 
expanded debt servicing obligations make it hard, if not impossible, to reach the 



Deutsche Bank AG Page 3

social goals that the new US administration (among others) is keen to achieve. We 
fear that the vulnerable and disadvantaged will be hit first and hardest by mistakes 
in policy.

The foundation for today’s paradigm shift in policy was laid last decade. After the 
Global Financial Crisis, concerns turned to high and rising levels of sovereign debt. 
Market fears of peripheral Eurozone countries led governments to pre-emptively 
move towards fiscal consolidation before bond market vigilantes could force them. 
The effect of austerity was worsened as banks and consumers simultaneously tried 
to repair their balance sheets. Hence low interest rates and asset purchases 
continued even as economies were relatively stagnant and inflation stayed low.

Even before the pandemic, this orthodoxy was being increasingly questioned. 
Voters had rendered their verdict at the ballot box as inequality and lacklustre 
growth fuelled support for populist parties and unconventional leaders. 
Meanwhile, continued low inflation despite low interest rates led economists to be 
more relaxed about the levels of debt that countries could sustain.

The pandemic has accelerated this shift in thinking. Sovereign debt has risen to 
levels unimaginable a decade ago with large industrial countries exceeding red-line 
levels of 100% of GDP. Yet, there is little serious concern about debt sustainability 
on the horizon from investors, governments or international institutions. Similarly 
on inflation, the vast majority of central bankers and economists believe any rise in 
prices away from the historically-low levels of the last decade will be transitory. It 
is assumed that base line effects, one-offs, and structural forces will continue to 
suppress prices.

So two of the biggest historic constraints on macroeconomic policy – inflation and 
debt sustainability – are increasingly perceived as not binding. In turn, the removal 
of these constraints has opened the door for new goals for macro policy, which go 
far beyond simply stabilising output across the business cycle.

This changing approach to macro policy has been formalised in the Federal 
Reserve’s operating procedures, making a broader interpretation of its mandate 
possible. Unlike in previous eras, when it was common practice to pre-empt 
inflation overshoots with higher rates, today’s Fed has said they want to see actual 
progress, not just forecast progress. The new average inflation targeting approach 
only increases tolerance for inflation.

Where the US leads, others tend to follow. Even in Germany, with its reliable fiscal 
discipline, there is growing support for to reform the constitutional debt brake in 
order to permit more deficit spending. And although in aggregate the EU’s fiscal 
stimulus has been more limited than that seen in the US, the arrival of the €750bn 
Recovery Fund financed by collective borrowing potentially opens the way for 
further such packages in response to future crises. It is hard to see the ECB stepping 
back from helping to finance such fiscal investments in the continent or moves to 
promote further integration.

In short, we are witnessing the most important shift in global macro policy since the 
Reagan/Volcker axis 40 years ago. Fiscal injections are now “off the charts” at the 
same time as the Fed’s modus operandi has shifted to tolerate higher inflation. 
Never before have we seen such coordinated expansionary fiscal and monetary 
policy. This will continue as output moves above potential. This is why this time is 
different for inflation.
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Even if some of the transitory inflation ebbs away, we believe price growth will 
regain significant momentum as the economy overheats in 2022. Yet we worry that 
in its new inflation averaging framework, the Fed will be too slow to damp the rising 
inflation pressures effectively. The consequence of delay will be greater disruption 
of economic and financial activity than would be otherwise be the case when the 
Fed does finally act. In turn, this could create a significant recession and set off a 
chain of financial distress around the world, particularly in emerging markets.

History is not on the side of the Fed. In recent memory, the central bank has not 
succeeded in achieving a soft landing when implementing a monetary tightening 
when inflation has been above 4%.

Policymakers are about to enter a far more difficult world than they have seen for 
several decades.

Covid-19 and the policy response

The Covid-19 pandemic has been one of the biggest disasters to befall the global 
economy in modern times, leading to the most severe economic shock since the 
Great Depression. The speed of the decline was unprecedented, and once it 
became clear in February 2020 that the coronavirus was not simply a localised 
problem in China, the global economy went from a fairly strong position to a near-
collapse in activity within a matter of weeks.

But the pandemic recession is a very different phenomenon from the standard 
cyclical downturn, that is, one induced by a monetary contraction or the 
consequences of a financial crisis. What we have seen is a collapse in both demand 
and supply not only due to enforced shutdowns (important though those are), but 
just as much due to consumers’ own fears about the virus. This unprecedented type 
of demand drop meant the standard ideas of Keynesian stimulus needed to be used 
with caution so as not to overheat economies.

In any event, policymakers have over-corrected for the mistakes of 2008. It is now 
widely agreed that back then the quantity of US stimulus was insufficient to close 
the output gap, and the recovery was needlessly slow. It was not until 2017 that the 
broader measures of labour underutilisation fell back to their pre-crisis level. This 
was in keeping with the historic playbook, whereby recoveries from financial crises 
have tended to take longer than those caused by standard cyclical downturns.

This time around, the amount of stimulus has been an order of magnitude greater. 
The sum total of legislated stimulus packages so far has totalled well in excess of 
$5tn or more than 25 per cent of GDP, not counting the infrastructure packages in 
the pipeline. The US federal deficit is likely to come in at 14-15% (over $3tn) of GDP 
in both 2020 and 2021 and come to rest in the mid-to-high single digit range in the 
years thereafter. In totality, this is well in excess of the 10% deficit in 2009 ($1.8tn 
in 2020 dollars).

The chart below helps visualise the nature of this stimulus. It shows the annual 
increase in the US federal deficit alongside the increase in the Fed’s balance sheet, 
both as a proportion of GDP. There is a striking difference between today’s response 
and that of prior financial crashes as today’s stimulus dwarfs the response to the 
crises in 2008 and the 1930s.
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Figure 1: US fiscal and monetary policy has only been as coordinated during 
WWII
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The current fiscal stimulus is more comparable with that seen around WWII. Then, 
US deficits remained between 15-30% for four years. While there are many 
significant differences between the pandemic and WWII we would note that annual 
inflation was 8.4%, 14.6% and 7.7% in 1946, 1947 and 1948 after the economy 
normalised and pent-up demand was released.

Monetary stimulus has been equally breath-taking. In numerical terms, the Fed’s 
balance sheet has almost doubled during the pandemic to nearly $8tn. That 
compares with the 2008 crisis when it only increased by a little more than $1t, and 
then increased another $2tn in the subsequent six years.

If the fiscal deficit and Fed’s balance sheet expansion are combined, they amount 
to around 30% of GDP in 2020. Our forecasts see it remaining above 20% in 2021. 
In effect, the US administration has argued that the risks of doing too little far 
outweigh the risks of doing too much.

Figure 2: Fed Reserve Bank Balance Sheet $bn
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Figure 3: Fiscal and monetary stimulus
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Given the epic proportion of both monetary and fiscal stimulus, it is no wonder there 
has been an explosive spike in money supply. And as the following chart shows, a 
spike of this magnitude has, for the last 200 years, coincided with a similar spike in 
nominal GDP. Note that the money supply growth following the 2008 crisis does not 
stand out from the surrounding years. This is what makes the response to today’s 
crisis so different. The coordinated monetary and fiscal response has practically no 
parallel in US history. This will only be exacerbated by further legislation for 
infrastructure spending currently moving through Congress.
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Figure 4: A spike in nominal GDP usually accompanies a spike in money supply
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Another key difference between today and the 2008 crisis is that real disposable 
incomes have hit all-time highs in the US in spite of the severe recession. Indeed, 
direct stimulus helped boost incomes more than 5% in 2020 compared with 2019. 
This compares with 2009 when incomes fell 1% relative to 2008.

Figure 5: Real Disposable Personal Income per Capita (seasonally adjusted in 
chained 2012 dollars)
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With less ability to spend their extra cash, Americans have saved. In fact, US savings 
rates have hit levels not recorded in more than seven decades of available data. At 
its peak in April 2020, more than a third of disposable income was being saved. Even 
the lowest savings rate during the pandemic, 13%, was still above any level seen 
since the early 1980s. As a result, the total amount of excess savings has reached 
over $2tn, or more than 10% of GDP.
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Figure 6: Personal Saving Rate (SA, %)

0

5

10

15

20

25

30

35

40

1959 1967 1975 1983 1991 1999 2007 2015

Source : BEA, Deutsche Bank

Figure 7: 1960s output gap and inflation
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Figure 8: Household saving has boomed
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Consumers will surely spend at least some of their savings as economies reopen. 
This raises the very real spectre of consumer-driven inflation. To judge the impact 
on the economy, assume that 25% of the increase in savings is spent over the next 
18 months. This spending, along with the full passage of the Biden Jobs and 
Families plans, will be enough to push GDP to more than 5% above potential by the 
latter part of 2022 (assuming a “high growth” scenario). In turn, this would move the 
output gap to the highest level since the mid-1960s.

Consistent with this move in the output gap, we would expect the unemployment 
rate to dip to between 2% and 3%. That is about 2 percentage points below 
consensus estimates of the natural rate of unemployment, around 4.5%. The last 
time unemployment fell that far below the natural rate was in the mid-60s (which 
was then around 5.5%). An overheating economy was quickly followed by a sharp 
run-up in inflation, amidst strong pressures on government spending. We believe 
it is entirely possible, if not likely, that this degree of overheating will be enough to 
induce a similar substantial and sustained overshoot of inflation over the next 
couple of years.

Already, there are initial signs that aggregate demand is far in excess of potential 
supply. Even with our economists’ base case scenario, the imbalance of demand 
and supply could send the output gap above a positive 2% level, its highest in over 
two decades. In a high-growth scenario, it could hit positive 5.5%, the highest since 
the mid-1960s.
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Figure 9: US output gap (plus projections) as a proportion of potential GDP (%)
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Rising oil prices could compound any consumer-driven inflation. Indeed the price 
of oil has haunted the Fed before. A series of oil shocks contributed to the ratcheting 
up of inflation during the 1970s, but the Burns Fed chose to focus more on the CPI 
excluding oil. Then it excluded surging food prices and the idea of “core” inflation 
took shape. Subsequently, more and more items were excluded. Eventually, 
however, the Fed recognised that all the supposed transitory sources of inflation 
had spread everywhere and double-digit inflation had leaked into the “core”.

Is the Fed making the same mistake again by justifying its extremely patient 
approach on the basis of transitory inflation? That question is being asked just as it 
risks being caught in today’s political mood and supporting the administration 
rather than leaning against the macroeconomic implications of its actions.

Human biases are also feeding the “transitory” narrative. Just one example regards 
inflation expectations. These have proven near impossible for economists to model. 
Hence, the profession will overweight the bottom-up micro components – they are 
easier to predict. Furthermore, model-based analyses find it difficult to predict the 
turn in inflation if prompted by a paradigm shift that raises expectations.

With a few years of very low inflation expectations behind us, we are ill-prepared for 
a dramatic shift. That is especially the case as many asset prices today rely on the 
monetary policy support of low rates and abundant liquidity that has been a 
hallmark of the post-2008 world.

Already, many sources of rising prices are filtering through into the US economy. 
Even if they are transitory on paper, they may feed into expectations just as they did 
in the 1970s. The risk then, is that even if they are only embedded for a few months 
they may be difficult to contain, especially with stimulus so high.
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Figure 10: A jump in inflation expectations
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How will the Fed react to inflation?

As we recover from Covid, we expect the Fed to stick to its widely and repeatedly 
advertised current policy stance of unchanged interest rates for some time to come, 
even in the face of a significant inflation overshoot as the economy returns to full 
employment. This means the economy will be allowed to “run hot” before policy is 
tightened significantly. Previously, the Fed has raised rates by several hundred 
basis points or more by that time in a tightening cycle. However, there are several 
reasons why we expect the Fed to be much slower to act this time around.

First, the Fed expects the current rise in inflation to prove temporary. It will take 
considerable time just to establish that what we are seeing is a more persistent step 
up in inflation.

Second, under its new average inflation targeting framework, the Fed has made it 
clear that it will need to see realised progress towards a desired overshoot of their 
inflation target, rather than simply forecasts. This gives the Fed a greater cushion 
to be patient. 

Third, the political environment has shifted toward pressuring the Fed to err in the 
direction of delaying policy tightening and its inevitable negative impact on 
economic activity and employment. While the Fed is an independent institution, its 
leadership, up for reappointment next year, could not totally ignore the very dim 
view the Administration and Democratic Congress would take of a shift toward a 
more pre-emptive policy stance in the next year or two. Unlike the early 1980s, 
when Reagan supported the Volcker Fed’s putting the economy through a wringer 
to quell inflation, that problem is today viewed as much less important than 
unemployment and the broader goals of achieving greater equality in income and 
wealth. Indeed, we expect upcoming new appointments to the Fed Board of 
Governors to reflect a greater sensitivity to these shifting priorities. 

The Fed’s move away from pre-emptive action in its new policy framework is the 
most important factor raising the risk that it will fall well behind the curve and be too 
late to deal effectively with an inflation problem without a major disruption to 
activity. Monetary policy operates with long and variable lags, and as we have 
noted, it will also take time to recognize that inflation has actually overshot 
excessively and persistently. As inflation rises sustainably above target, forward 
looking expectations are likely to become unanchored and drift higher, adding 
momentum to the process.
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By this point, the Fed will likely be moved to act, and when it does the impact will 
be highly disruptive to the markets and the economy. In the past, the Fed has not 
been able to reverse a sustained run-up in inflation without causing a recession and 
potentially large increase in unemployment. Being behind the curve when it starts 
will make the event that much more painful. Rising interest rates will also cause 
havoc in a debt-heavy world, leading to financial crises especially in emerging 
markets. If the Fed lets up and reverses rate increases in response to rising 
unemployment and other economic pain as occurred during the 1970s, inflation 
could back up again, leading to a repeat of the stop-go economic cycles that 
occurred during that period. 

Depending on the timing of this potential inflation scenario, the 2022 midterm 
elections could be crucial. A surprisingly strong showing on the Democratic side 
could even pave the way for modifying the Federal Reserve Act to raise the inflation 
objective. This discussion has been brewing in academic circles for some time, not 
the least as a way to enhance the Fed’s power to move interest rates into negative 
territory when needed. But such a move could damage the Fed’s inflation fighting 
credibility. It could also lead to still higher inflation over time and ultimately 
intensifying the kind of boom-bust cycle experienced during the 1970s. 

In brief, the easy policy decisions of the disinflationary 1980-2020 period appear to 
be behind us. 

This transition has arrived just as longer-term forces are also 
becoming more inflationary

The short-term factors pushing inflation higher are being amplified by longer-term 
structural forces which are also becoming more inflationary.

The first of these is demographics. Over the last 40 years, the integration of China 
and other emerging markets into the global economy has effectively meant that 
hundreds of millions of cheap workers have been absorbed into the global 
economy. In turn, this put downward pressure on wages and prices in the 
developed world.

The integration process has now matured. In the years and decades ahead, the size 
of the working-age people is set to decline both in absolute terms and relative to the 
overall population. This will occur both in advanced economies and in China. A 
scarcity of workers will pressure wages upwards and, in turn, prices of goods and 
services. Any political moves to redistribute from the rich to the poor could also 
support such a move.
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Figure 11: The working age population in the more-developed world and China
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Another factor nudging up inflation is waning globalisation. We must say that 
globalisation itself has arguably been the major economic story of recent decades. 
Indeed the last 50 years have seen global trade more than double as a share of GDP, 
from 27% in 1970 to 60% in 2019 just before the pandemic. But this trend of 
upwards growth is unlikely to continue. In fact, it stalled in the 2010s, as the political 
climate moved increasingly towards protectionism. Furthermore, the pandemic 
has placed global supply chains under fresh scrutiny. Both countries and 
corporates are keen to ensure the resilience of key inputs, particularly amidst rising 
geopolitical tensions.

The desire for resilience means there will likely be a bias towards investment in 
home production, especially in critical sectors, such as personal protective 
equipment, drug manufacturing, and semiconductors. The likely result is higher 
production costs. These will eventually be passed on to the consumer. 
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These inflationary structural forces are growing just as the 2020s looks set to be the 
decade of major climate and sustainability investment. This is likely going to be a 
negative supply shock and prompt wide-scale fiscal spending to reengineer 
greener economies. It seems likely that policymakers will increasingly try to price 
externalities which will increase business costs and ultimately lead to inflation as 
they are passed on to consumers. 

Figure 12: Global trade as a proportion of GDP
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Conclusion

We worry that inflation will make a comeback. Few still remember how our 
societies and economies were threatened by high inflation 50 years ago. The most 
basic laws of economics, the ones that have stood the test of time over a 
millennium, have not been suspended. An explosive growth in debt financed largely 
by central banks is likely to lead to higher inflation. We worry that the painful lessons 
of an inflationary past are being ignored by central bankers, either because they 
really believe that this time is different, or they have bought into a new paradigm that 
low interest rates are here to stay, or they are protecting their institutions by not 
trying to hold back a political steam roller. Whatever the reason, we expect 
inflationary pressures to re-emerge as the Fed continues with its policy of patience 
and its stated belief that current pressures are largely transitory. It may take a year 
longer until 2023 but inflation will re-emerge. And while it is admirable that this 
patience is due to the fact that the Fed’s priorities are shifting towards social goals, 
neglecting inflation leaves global economies sitting on a time bomb.

It is a scary thought that just as inflation is being deprioritised, fiscal and monetary 
policy is being coordinated in ways the world has never seen. Recent stimulus has 
been extraordinary and economic forecasting, which is difficult at the best of times, 
is becoming harder by the day. Fractured politics amplifies the problem. Needless 
to say, the range of global outcomes over the coming years is wide.

When central banks are eventually forced to act on inflation, they will find it 
themselves in a difficult, if not untenable, position. They will be fighting the 
increasingly-ingrained perception that high levels of debt and higher inflation are a 
small price to pay for achieving progressive political, economic and social goals. 
That will make it politically difficult for societies to accept higher unemployment in 
the interest of fighting inflation.

Eventually, though, any social priorities that policymakers have will be set aside if 
inflation returns in earnest. Rising prices will touch everyone. The effects could be 
devastating, particularly for the most vulnerable in society. Sadly, when central 
banks do act at this stage, they will be forced into abrupt policy change which will 
only make it harder for policymakers to achieve the social goals that our societies 
need.

Low, stable inflation and historically low interest rates have been the glue that have 
held together macro policy for the last three decades. If, as we expect, this starts to 
unravel over the next year or two, then policymakers will face the most challenging 
years since the Volcker/Reagan period in the 1980s.




