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Introduction 

I have been asked to address as a central banker; what is the outlook for inflation and how 
will central bankers react? My first limitation in answering is that I am not a real central 
banker. Rather, being at the BIS, I rather fear that I am in some combination of the tourist 
business and the think-tank business, which is not quite the same thing. The second 
limitation is that there is no common view across central banks about either of these 
questions. And the third limitation is closely related to the second; profound structural 
changes in the economy could well be affecting the answer to both questions leading to still 
further uncertainty as to what to say.  

Concerning forecasts of inflation, it seems clear (for reasons I will expand upon below) that 
the global inflation process has changed significantly in recent years making forecasts 
increasingly hazardous. As for the reaction of central bankers, already conditional on what 
might or might not happen to inflation, they are likely to be influenced by the fact that the 
transmission mechanism of monetary policy may also have changed significantly in recent 
years. In particular, the build-up of asset prices and associated debt levels could imply a 
stronger reaction, and potentially a non-linear one, to tightening policy than standard models 
might indicate. It is uncertainties about such matters that lie at the heart of divergences of 
views, even within the central banking community. 

Nevertheless, subject to all these limitations, let me address the questions addressed to me. 
Needless to say, I speak only for myself. 

1 Inflation: where to from here? 

Before turning to the uncertainties of the analytics, let me make an obvious point. We do 
have a Consensus forecast (Graph 1) which shares the endearing if disquitening 
characteristic of the forecasts of many other macroeconomic variables; that is short-term 
extrapolation followed by mean-reversion. Thus, inflation is currently rising and the 
Consensus expects it to rise a little more, before declining to more acceptable levels in 2006. 
Graph 2, however, provides another interesting observation. These forecasts are historically 
quite inaccurate, and they tend to fluctuate a lot over time. This observation leads one to ask 
what underlying issues might explain the significant degree of uncertainty seen today about 
where inflation is heading? My personal view is that we are today in a kind of horse race, 
with the horses being two sets of powerful but opposing economic forces, one leading to 
inflation and the other to deflation. And, with the race so close, the fact that views should shift 
about which horse has the advantage is by no means surprising. 
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Graph 3 

 
 

On the one hand, there are both shorter-term and longer-term forces pointing in the direction 
of higher inflation. Shorter-term indicators would be the narrowing of output "gaps" in a 
number of countries, particularly in the English-speaking world, the rapid rise in commodity 
prices (especially crude oil and, even more, such refined energy products as petrol), and 
early evidence of some shift upwards in inflationary expectations. Combined, in the United 
States, with a perception of some decline in the rate of growth of productivity, this has led 
some commentators to become more pessimistic about the near-term outlook for inflation. 

There are also longer-term indications pointing in the same direction, assuming that we 
accept (even in part), Milton Friedman's famous dictum that "Inflation is always and 
everywhere a monetary phenomenon". Graph 3 shows how extraordinary and extended has 
been the process of monetary easing in the industrial countries over the last 15 years. Real 
interest rates in the G10 have been trending downwards for many years, and especially so 
since around 1998. Given that perceptions of real growth potential were being gradually 
revised up over the same period, this implies (in Wicksellian terms) that the gap between the 
"natural" or neutral rate of interest, and the "financial" rate, has been continuously widening. 

Graph 4 also illustrates the evolution of monetary conditions in industrial countries, but 
extends the analysis to emerging market economies as well. Low real interest rates in the 
industrial countries have been associated with rapid monetary and (not shown) credit 
expansion. This in turn has led to downward pressure on the currencies of industrial 
countries against those of emerging market economies. Clearly, the United States has been 
at one end of this spectrum, with most Asian economies (especially China), being at the 
other. However, confronted with these upward pressures on their currencies, most emerging 
market countries have decided to resist them. They have done so by overt intervention in 
foreign exchange markets, hence the explosion of reserves noted in Graph 4, but also by 
easing monetary policy. The upshot is that real policy rates in the major industrial countries 
have been zero for some years, and the same is true for the major Asian countries. This is 
another quite valid reason for expecting that global inflationary pressures must eventually 
increase. 
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Graph 4 

 
 

On the other hand, there are equally compelling reasons to expect global inflation to remain 
quiescent, or even to decline further into overt deflation. They are the same forces referred to 
by many commentators in trying to explain why inflation has remained so low, for so long, in 
the face of the forces for higher inflation that I have just mentioned. Before turning in more 
detail to the nature of these forces, it is worth citing the empirical evidence indicating that the 
inflation "process" seems in recent years to have changed in a significant and disinflationary 
way. Much of this empirical evidence has been drawn from papers prepared for our annual 
Autumn Economists' Meeting in Basel, scheduled for the end of this month: 

1 the pass-through of energy prices, commodity prices and exchange rates to domestic 
prices has fallen significantly in most countries 

2 domestic "gaps" are less important in explaining changes in domestic inflation  

3 in many countries, inflation has been consistently over-predicted 

4 inflation (treated as a time-series) is less persistent and more mean-reverting. 
Upward shocks to prices increasingly have only temporary effects 

5 the slope of the short-run Philips curve has fallen, implying more stable inflation in the 
face of excess demand, but also a higher "sacrifice ratio" should disinflation be 
required 

6 inflation expectations seem more stable around a low level. 

How can these empirical developments concerning inflation be explained? Three possibilities 
suggest themselves. Two of these are "real", increased competition internationally and 
domestically, while only one is "nominal"; that is emanating from the behaviour of central 
bankers. 
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The first of the real forces has been the sharp increase in globalisation and global 
competition. The most obvious manifestation has been the relentless downward pressure 
on the price of manufactured goods and the emergence of similar trends in the price of 
tradable services. The underlying reasons for this include the reintegration into the global 
economy of the previously socialist economies, in particular China and the countries of 
Eastern Europe, as well as many others including India, and the facilitating influence of 
modern communications technology. In effect, there has been a vast expansion in the supply 
of global labour which has lowered the prices of products which embody that labour. 

However, the effects of this phenomenon extend well beyond lower product prices. 
Consistent with the theorem of factor - price equalisation, the cost of labour in the industrial 
countries has also been under downward pressure as the demand for such labour has 
softened. In the United States, for example, the number of people employed has only just 
surpassed the pre-recession peak set almost four years ago. Expanded possibilities for 
labour migration (especially in North America and most of Europe), as well as the capacity to 
move whole factories to lower cost production areas, have further contributed to the 
downward pressure on wages. It is significant that in the OECD countries, the labour share of 
factor income has been trending down for some years (Graph 5). Finally, it is worth noting 
that, in a number of countries, there remains a large pool of fixed capital put in place during 
earlier "boom" periods; one thinks in particular of Germany, Japan and South-East Asia. 
Excess capacity of this sort is also exerting a disinflationary influence.1 

 

Graph 5 

 

 

The second, real force having disinflationary implications has been increasing domestic 
competition in the industrial countries. In Europe, steps to deregulate the labour market 
lowered estimates of the natural unemployment rate by almost one full percentage points 
between 2000 and 2004.2 In addition, product deregulation and privatisation (utilities and 
telecommunications, for example) have had a significant influence in many industrial 
countries. Finally, advances in productivity, especially in the retail and wholesale trade 

                                                
1
 This overhang helps explain why global investment (ex China) has been so weak in spite of a sharp increase 

in the share of profits in factor incomes and a marked recent decline in the K/L ratio, due to EMEs. 

2
 See ECB Monthly Bulletin, August 2005, pp 46-49. 
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sectors, have been remarkable as has been the increasing market power of many 
"assemblers". Companies like Wal-Mart, Tesco, Carrefour and General Motors are all 
insisting that their suppliers provide higher quality at lower prices. This provides a further 
incentive for productivity increases all the way down the value-added chain.  

Against the background of these ongoing positive supply shocks, the credibility of central 
banks intent of keeping inflation low has been significantly enhanced. Whatever the degree 
of support that may have been provided by these real forces, the central bankers delivered 
on their promises. The upshot is that expectations for future inflation seem increasingly 
anchored in the target rates for inflation, explicit or implicit, being pursued by the monetary 
authority. In effect, we have a virtuous circle here which manifests itself in a more stable and 
flatter short-term Philips curve, and a level of inflation which demonstrates less "persistence" 
when shocked upwards, by whatever factors. 

To summarise, we have a horse race. A number of powerful factors are acting to push 
inflation up, and an equal number down. While it may be impossible at this point to predict 
the winner, there is also a disquietening aspect of this balance of power, given the strength 
of the opposing forces behind it. To use an analogy, putting on the handbrake of a car rolling 
down an incline is one thing, but doing so at high speed is quite another. Clearly the potential 
for instability is much enhanced.  

2. Inflation - how will central bankers react? 

In light of my stated inability to forecast, let me speculate on two possibilities. The first is that 
inflation rises, and the second is that the inflations stays low or even falls further. What will 
central bankers do? 

In the case of rising inflation, I have no doubt that central banks will resist through tighter 
monetary policy. The principal lesson of the 1970s was that letting inflationary pressures get 
entrenched only led to much bigger problems further down the road. My conviction is further 
supported by the recognition that the rise in energy prices over the last few years is demand 
rather than supply driven (China and India dominate Katrina), and that it looks likely to be 
relatively long lasting. Indeed, such considerations are even leading many central banks that 
target "core" inflation to question their basic operating procedures. If the objective of leaving 
out certain components of the CPI (or PCE) is to extract "volatility" and improve the signal 
concerning underlying headline inflation, it is not clear this purpose is best served by 
removing energy prices. They are not volatile, rather they seem to have been just heading 
up. 

Nevertheless, I would add that the extent of monetary tightening will also be conditioned by 
the reality of another major structural change in the global economy; namely financial 
liberalisation and the associated expansion of credit, debt, asset prices and fixed investment 
in favoured sectors (Graph 6). These developments imply that the transmission mechanism 
might well have changed, and that the response to monetary tightening could be different 
from the past. Consider, for example, the possible impact in currently fully-priced markets of 
a sharp increase in bond rates, mortgage rates, credit spreads and the price of volatility. 
Consider too the effect of an associated sharp decrease in housing prices. The possibility of 
such non-linear responses must help explain in part the "measured" tightening of the Federal 
Reserve and the careful preparation of the Bank of Japan for an eventual withdrawal from 
"quantitative easing". In such an uncertain environment, the possibility of policy mistakes 
must be enhanced leading to slower growth than anticipated.  
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Graph 6 

 
 

Suppose in contrast that inflation stays low or even falls further. In my judgement, this will 
pose much more difficult questions for policymakers than the simple return to overt inflation 
an old enemy. On the one hand, there will be a natural tendency to restrain from tightening. 
No doubt central bankers will be strongly encouraged in this regard by politicians and the 
general public alike. On the other hand, central banks concerned with incipient inflation 
"pressures" might still see the need to cut these off. Note that, in the United States, the Fed 
started raising rates in 2004 in the face of declining capacity gaps, even though they still 
remained relatively wide. Moreover, there seems to me to be a growing (if certainly not 
universal) sentiment among central banks that policy rates as low as seen in recent years 
are "unnatural" in Wicksellian terms. That is, even absent inflation, they have the potential to 
create other mischief as well. In effect, low policy rates can contribute materially to financial 
excesses in a liberalised financial system that are likely to create "bust" conditions after the 
initial "boom". This kind of logic implies that policy rates ought to be returned to more normal 
levels, regardless.  

While this might be what some central bankers might like to do, will they actually do it? That 
is a hard call. More traditional Keynesian thought is still predominant in central banking 
circles, and proponents would evidently hesitate to raise rates in the face of low growth and 
still high unemployment. Political pressures, and pressures from those benefiting from the 
leverage allowed by low rates would certainly support this position. Yet, and I will finish with 
this, as we observe ever more episodes of financial excess globally, there will be a growing 
constituency for a more pre-emptive approach to monetary policy, and perhaps regulatory 
policy as well. I have in fact recently published a paper (link) on this topic entitled 
"Procyclicality in the financial system: do we need a new macrofinancial stabilisation 
framework". But to take you through the main thoughts there, would take at least another 
lecture. 


