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The difference between price and inflation
For any goods, service, or factor of production (labor or 
capital), the price reflects the relative strength of demand 
and supply. During the U.S. economy’s reopening, demand 
has surged while supply has remained limited. We do not 
have shortages of chips only, but also of commodities, 
labor, and previously owned houses. This is partly because 
the United States has reopened while much of the world 
is facing surges in Covid-19 cases and lower vaccination 
rates. Global production is interlinked, and many countries 
can’t meet rising demand from the United States and, more 
recently, from Europe. 

Reopenings across the United States were not synchro-
nized. Some households remain cautious, constrained,  
or reluctant; their willingness to work, enjoy pre-Covid 
activities, or sell their houses remains low. Many service 
providers also remain cautious; they offer their goods 
and services, but with capacity restrictions. Moreover, the 
pandemic induced or enhanced structural shifts. Since 
households and firms are still in the process of trying to 
adapt to the new environment, demand for certain goods 
and services has been unusually — and temporarily — high. 
Fiscal and monetary policy support have also contributed 
to a rise in prices. 

The recent jump in inflation reflects an  
uneven recovery from the pandemic rather 
than a long-term shift

• U.S. job growth has been lower than 
expected even as demand for workers 
remains robust.

• Consumer prices will likely trend higher,  
but the pace of acceleration might cool off, 
in our view.

• The pandemic has intensified the 
downtrends in economic growth and  
risk-free real interest rates.
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Prices bring supply and demand into equilibrium. As the 
prices of goods and services rise more than household 
income, consumers reduce spending. As the increase 
in prices accelerates, confidence indicators have ticked 
down, and real personal spending has slowed in the 
United States. Since the fiscal-fueled surge in personal 
spending in March, real personal consumption has  
moderated.

U.S. retail sales have slowed 
slightly from stimulus-fueled high
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Similarly, when the cost of doing business rises, compa-
nies slow hiring and sometimes capital spending. As the 
labor market tightened, U.S. employment growth has 
slowed. Business investment has been rising but at a 
reduced pace. The pace of real capital expenditure — after 
adjusting for the increase in prices — has recently moder-
ated. Even in housing, where demand has been strong, 
home purchases have dropped as affordability declined. 

As demand responds to higher prices, the pace of those 
price increases slows. The moderation in U.S. activity has 
already started affecting prices. Although prices are still 
trending higher, the sequential rise has eased. Inflation 
is the change in prices. We are not projecting a decline in 
prices. Prices may continue to rise, but the pace is likely to 
slow. This may be enough to reduce the headline inflation 
numbers. Still, we believe this will take time because of 
the continued limits in supply. 

 U.S. personal consumption expenditure has moderated 
(US$ billions, chained, seasonally adjusted annual rate) 
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Wage inflation and labor market demographics
Despite strong demand for labor, employment growth  
has so far been lower than expected. The labor market 
participation rate has stagnated. The distortionary  
impact of fiscal stimulus, especially unemployment  
programs, is one factor behind the slow recovery in jobs. 
Still, there are other factors in play as the pandemic 
changed the way we live and work. The labor market 

might be tighter than previously thought if supply is more 
limited than before the pandemic.

There was broad-based recovery in the labor market 
across different age groups when the economy initially 
reopened in the second quarter of 2020. However, a few 
months after the early reopening, employment growth 
across groups started to diverge. The recovery in the 
20–24 age group, for example, stalled without completing 

U.S. existing and new home sales have rebounded, but the pace  
has moderated 
(Millions, seasonally adjusted annual rate)
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U.S. employment varies by age 
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the initial V-like bounce. It is likely that more individuals 
chose to go to, or stay in, college relative to normal 
times. Employment among the youngest age group fully 
recovered and now remains at pre-Covid levels. Many 
of these teenagers are newcomers to the labor market 
and, hence, were not laid off during the pandemic. As a 
result, they were not eligible for extended and expanded 
unemployment benefits. With wage rates rising, they are 
vigorously entering the labor market. Rising wages are likely 
to disincentivize these young individuals from going to 
college. Compared with the period after the global financial 
crisis, we believe job recovery for individuals age 16–19 and 
20–24 will likely be faster.

The employment growth in the 55+ age group has been 
meager since the initial bounce after the economy 
reopened. This is significant because job growth for 
adults age 55 and older was on an uptrend before the 
pandemic. Currently, these individuals are more likely  
to transition to retirement amid a lackluster work 
environment, being among the most disincentivized 
by stimulus checks and the expanded unemployment 
benefits they can get by collecting benefits as they  
approach retirement age. A strong housing market 
allows many to downsize and lock in the capital gains 
from selling a house. Many people in this age group 
are not likely to come back to the labor market, in our 
view. Further, Covid-19 has disproportionately af-
fected older individuals. Deaths of those 60+ account 
for approximately 87.4% of all deaths due to Covid-19 
in the United States since the start of the pandemic, 
according to data from Health Equity Tracker, which was 
developed by the Satcher Health Leadership Institute at 
Morehouse School of Medicine.

The drop in participation rates was more significant for 
adults age 65 and older. The participation rate for people  
in retirement — and, hence, those collecting Social Security 
benefits — had risen in 2018 and 2019 amid a strong labor 
market. The current participation rates are not too different 
from the average of the last decade. Healthy individuals  
in this age category can return to the labor market as 
unemployment benefits expire and wages rise. However, 
some of the changes induced by the pandemic can hinder 
job participation. Soon after the start of the pandemic and 
work-at-home policies, there was a large migration within 
the United States. People moved not only to cheaper 
places, but also to places closer to their families. Since 

the care of children and elderly became an issue, house-
holds started depending on their extended families. Some 
people over 65 became caregivers and are not likely to 
return to the labor market for a long time, if ever.

All these changes are transitory. They reflect the 
adjustment the U.S. economy has been going through. 
If people work less, they earn less, and in the end their 
consumption capacity declines. As the cost of labor rises, 
firms hire more carefully and invest in technology to reduce 
their reliance on labor. In this new and steady state, the  
demand for labor declines. In the post-Covid environment, 
we expect the rising cost of labor and households’ willing-
ness to work from home to result in new work schemes in 
which more people will be working from home but with 
less pay, in real terms, compared with the pre-pandemic 
environment. This is a very gradual process and is not likely 
to go smoothly. However, it is disinflationary.

The life cycles of consumption, savings, and prices
Demand is the key determinant in the sustainability of 
price increases. Without strong demand for goods or 
services, higher prices cannot be sustained. At the macro 
level, the relative balance between net savers and net 
consumers determines sustainable consumer price and 
asset inflation over the long run.

There is a life cycle pattern in consumption and saving. 
When people retire, they do not have labor income 
and, hence, rely on their own savings and what the 
government saved for them. They are “net consumers” — 
they consume more than they produce or earn. Similarly, 
children are net consumers. They consume without any 
savings. On the flip side, most of the working population, 
if not all, are “net savers.” They save for precautionary  
reasons — for their retirement, rising healthcare needs, 
and children’s education — or to pay down mortgages, 
which is essentially saving.

When the share of net consumers in an economy rises, 
demand for consumption is more robust. On the other 
hand, as the share of net savers in an economy increases, 
demand for savings (that is, assets) is stronger. Histori-
cally, the relative shares of net consumers and savers 
were stable, but with the improvement in healthcare, life 
expectancy has increased, and the retirement period has 
been extended. As the duration of retirement increased, 
the need for further savings rose. 
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At the same time, the fertility rate has fallen, reducing the 
share of net consumers in an economy. This combination 
has increased not only the share of net savers but also the 
amount of required savings per individual. As the desire 
to save increases, the prices of assets rise. That is, there is 
an asset price inflation. Strong desire to save can sustain 
higher debt levels as one person’s debt is another’s asset. 
Conversely, if the desire to consume increases, the prices 
of consumption goods and services rise. That is, there is a 
consumer price inflation.

There are various — albeit imperfect — ways to measure 
the relative share of net consumers or savers in an 
economy. The dependency ratio is one such method. 

It is a measure of dependents age 0–14 and over age 65 
compared with the total population age 15–64. The global 
dependency ratio has been declining. As the dependency 
ratio declines, there are relatively fewer consumers and 
more savers in an economy. This dynamic, which is not 
independent from declining fertility rates, has added to the 
downtrend in growth rates and, more importantly, in inter-
est rates. As the desire to save rises, interest rates decline. 
Lower interest rates can sustain higher debt levels.

Trends in aging and interest rates
The pandemic has intensified the downtrends in  
economic growth and risk-free real interest rates.  
While the world is likely to enjoy high growth rates as  

The global dependency ratio has been declining 
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U.S. population growth has dipped over the last few years 
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the normalization of life continues — without a major 
change in fertility rates or in life expectancy — the growth 
rate will materially slow once the economic adjustment 
comes to an end. Since the pandemic took more lives of net 
consumers, it also enhanced the disinflationary trend. These 
forces are likely to reinsert themselves once the supply dis-
tortions ease and the world learns to live with the virus.

Historically, high inflation periods in the United States  
and elsewhere coincided with a relatively high and rising 
share of net consumers. In 1970, the U.S. median age  
was less than 20, whereas the median age is now just  
a tick below 40. The central banks can pump money  
into the economy, but the money does not go far without 
people willing to spend. But in an aging society, central 
banks can generate asset price inflation amid strong 
desire to save.

High inflation periods tend to be triggered by the  
devaluation of domestic currencies. While this can be  
considered as a necessary condition, it is not a sufficient 
one. In the current low-growth global environment, we 
believe the United States still looks better than its major 
counterparts, and demand for its assets continues to 
grow. The U.S. dollar is likely on a gradual uptrend, in 
our view. This is in sharp contrast with the 1970s, when  
the United States left Bretton Woods and the dollar 
massively depreciated. 

Biden and fiscal policy
There has not been much progress on U.S. President Joe 
Biden’s agenda items. With razor-thin majorities in both 
houses of Congress, the administration has little room for 
error. The first Biden package surprised to the upside and 
quickly became law, but as a consequence, some moder-
ate Democrats have moved away from the pact. Rising 
concerns over high inflation seem to have started to 
dominate the discussions. President Biden and a biparti-
san group of senators reached a preliminary agreement 
on an infrastructure package; more recently, fractures 
have appeared on both sides of the aisle. 

In addition to the bipartisan infrastructure plan, there is a 
second reconciliation bill being negotiated. The $3.5 trillion 
package is intended to focus on the Democratic Party’s 
priorities beyond infrastructure. Several key Senate 
Democrats have shown their support for the infrastructure 
plan conditional on this larger reconciliation package. That 
said, some moderate and key Democrats are unlikely to 
support large tax hikes. The conditional approach that links 
partisan and bipartisan efforts also increases the prob-
ability of having no deal at all. On balance, the packages 
that are being debated can pass, but the size will probably 
shrink. In the medium term, the role of government might 
continue to rise, but the odds of a seismic shift remain low. 

Conclusion 
There are several factors at work in determining the  
U.S. inflation outlook. The medium- to long-term 
outlook is driven by demographic factors and can be 
catalyzed by policy errors and/or credibility issues. The 
rising share of population with a high willingness to save, 
relative to consume, is disinflationary. Although large  
fiscal deficits and accommodative monetary policies 
can be associated with high inflation, the ability of 
other sectors or economies to finance these deficits 
determines the path of inflation. In this low-growth 
world, the United States — with its ability to generate 
higher growth and technology — has been successful  
in drawing capital and financing its current account or 
fiscal deficits. With no credibility issues in sight, there 
does not seem to be a trigger for higher inflation.

In the near term, inflation will continue to reflect  
supply and demand mismatch due to uneven  
openings across the global economy. In consumer 
goods and services, we expect prices to continue to 
rise in the sectors that are gaining from reopenings  
but at a reduced pace. At the same time, base 
effects will be fading out over the next year, so the 
acceleration in CPI inflation is likely to ease.
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