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         Outline

• Quantifying trends and volatilities of inflation.

• Implications of inflation stabilization.

• Causes of  the great inflation and disinflation.

• Could it happen again, and if so, why?
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Inflation a little high for comfort recently

Fed’s
Comfort
zone

Consumer prices (PCE) ex food and energy
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But its been a lot higher…
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Inflation volatilities have plunged globally too
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Why does lower inflation and
especially lower volatility of
inflation matter?

• Anchoring of expectations

• Inflation risk premium and real
interest rates
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Inflation expectations anchored at low level
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Real interest rates have trended lower
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What caused the great inflation
and disinflation?

• Accommodative monetary policy in the face
of inflationary demand and supply shocks

• Monetary tightening and behavior
consistent with a rules based policy



14

-10

-5

0

5

10

15

20

25

30

1970 1975 1980 1985 1990 1995 2000 2005

-10

-5

0

5

10

15

20

25

30

United States

Germany

United Kingdom

Japan

% %

Source: DB Global Markets Research

Monetary policy consistency

Deviations from Taylor Rule



15

-10

-8

-6

-4

-2

0

2

4

6

8

10

12

1965 1970 1975 1980 1985 1990 1995 2000 2005

-10

-8

-6

-4

-2

0

2

4

6

8

10

12

Deviation from Taylor rule(output gap)

Deviation from Taylor rule(real time output gap, H-P based)
Deviation from Taylor rule(Orphanides' real time output gap)
Trend in core PCE (rs) 

% %

Source: BEA ,DB Global Markets Research

Trend core PCE inflation and policy rate deviations
from Taylor rule



16

-16

-12

-8

-4

0

4

8

1965 1970 1975 1980 1985 1990 1995 2000 2005

-16

-12

-8

-4

0

4

8
Output gap,Current Data
Output gap,H-P filtered real time
Output gap,Orphanides real time

%%

Source: CBO, Phil fed, Orphanides (2003),DB Global Markets Research

Output gap measures

Note: Measures the percentage deviation of actual from various measures of potential output.
.



17

 

What could cause inflation trend
and volatility to rise again?

•  Politics

•  Demographics

•  Global factors
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 Politics

Source :DB Global Markets Research

Barney Frank
January 2007:

• Fed policy is fair game
again in Congress

• No inflation targeting
on my watch.

•  Fed needs to hold
interest rates down to
allow wages to rise.
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Politics contd.

Source :DB Global Markets Research

• Fed and markets
have learned a lot
over the past four
decades.

• Has gotten Frank to
acknowledge that its
real wages that matter,
not nominal wages.

• May settle for
something less than
formal inflation target.



21

 
Implications of ageing boomers:

• Slower growth of labor force and
potential output

• Massive increase in social
security and health care costs

• Higher interest rates
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Source: Census, DB US Economics Research

Demographics:  Ageing Baby Boomers
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Global factors could cause
inflation trend and volatility to rise

again
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US Net External Debt Growing Rapidly
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China’s inflation edging up
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Wrap-up

• Inflation and disinflation are monetary
phenomena

• Inflation trend and volatility are near a low point.

• Longer-term risks to inflation and rates, largely
to upside, include political, demographic, and
global forces.

• Low and stable inflation expectations do not
afford complacency at the Fed.
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