
“The Fed’s Big Inflation Fight” 

Notes for comments by William White1 

 

It is an honour to have been invited to participate in this distinguished panel, 
particularly with my old friend from BIS days, Don Kohn. 

I want to make a few comments looking back in time, since what central banks 
have done in the past conditions what might happen in the future. But I will spend 
most of my time focussing on possible policy responses looking forward. 

Looking back, I would first contend that the Fed and other central banks must 
bear significant responsibility for the recent rise in inflation. Against the 
background of a massive increase in the US government deficit, the Fed gave us in 
addition  

  -a sharp reduction in interest rates 

-the Fed balance sheet went from $4 trillion to almost $9 trillion 
(23% of GDP 

  -M3 rose 42% (Dec 2019-May 2022) 

You don’t have to be a “monetarist”, to see the potential for mischief here. 

Looking further back, as Don knows, I have been worried for years that the Fed’s 
highly stimulative monetary policy would have other unwelcome side effects, not 
least that it might eventually lead to financial instability. As I will note in a 
moment, I think we could be on the verge of seeing the emergence of serious  
problems in the financial sector.  

But let me turn now , not to financial issues, but to some issues concerning the 
real economy. I think a long-standing failure of the Fed and other central banks 
has been to underestimate the importance of supply side shocks in explaining 
macroeconomic outturns2. 

 
1 Panel discussion at the American Enterprise Institute, 25 October, 2022. 
2 This failure is but one example of a much bigger failure, not economic but philosophical. Central banks have 
fundamentally misunderstood the nature of the economic system. They assume it is understandable and 



-during the “Great Moderation” the Fed and others attributed low 
and stable inflation to their own, wise policies of demand 
management. In reality, it reflected positive supply shocks 
(globalisation and demographics). Easy money policies prior to the 
“Great Financial Crisis” in fact contributed both to its magnitude and 
duration3. 

-during the initial phase of the pandemic, the Fed failed to see how 
much Aggregate Supply had been reduced by illness and lockdown 

-later, the Fed said these influences would only be “transitory” and 
they were wrong again. 

I am stressing these supply side mistakes in the past, because I fear the Fed and 
other central banks are likely to make similar mistakes in the future.  

Looking forward, I see a whole host of negative supply side shocks that should 
heighten concerns about inflation. 

-unwinding of pre-pandemic resource misallocations: death of 
“zombies” and other companies dependent on cheap financing; more 
concentrated industries (due to M and A) can raise prices. 

-post-pandemic hysteresis”: downturns always leave scars, but this 
could be worse because of; restructuring for “resilience”; long covid; 
and China’s zero covid policy. 

-demographics: Goodhart and Pradhan in “The Great Reversal”. 
Pensioners don’t produce but they do consume. 

-climate change: mitigation requires writing off existing supplies of 
fossil fuels; adaptation and collateral damage will cut off ports, 
interrupt supply chains etc. 

-secularly high commodity prices (food, energy and especially metals) 

 
controllable. It is not. Rather it is a complex, adaptive system (studied by many other disciplines) whose 
governance demands application of a whole different set of principles.  
3 On this, I stand behind the remarks made by Cladio Borio and myself at Jackson Hole in 2005. 



-deglobalisation (or al least reallocation) aggravated by geopolitical 
tensions 

While many are used to the word “stagflation’, implying that demand falls 
automatically when prices rise due to a supply shock (terms of trade losses in 
Advanced Market Economies in the 1970’s), it seems to me that many of these 
new  shocks imply rising investment and demand going forward.   

-new supply chains (for resilience or in response to geopolitical 
exigencies will require new investment) 

-Goodhart and Pradhan argue that fewer workers mean higher real 
wages and more investment to replace labour with capital 

-mitigating climate change means new investment in solar, wind, 
efficient grids etc. Adaptation means investment for relocation, flood 
barriers, stronger buildings etc. In effect, the rate of return on such 
investments has risen sharply. 

And it is also important to note that government expenditures are likely to be a 
big part of this investment. Moreover, this spending will come on top of more 
military spending to respond to geopolitical tensions, and possibly more social 
spending to reduce inequality and support “inclusiveness”. Big government is 
back, but its finances are increasingly shaky. 

If my concerns are valid, we face stronger aggregate demand due to a need for 
higher investment, at a time when supply potential will be falling. This is a recipe 
for higher inflation unless consumption can be reduced somehow. This leads on 
to the obvious policy question. How might this be done? 

The title chosen for this panel “The Fed’s Big Inflation Fight” clearly indicates 
monetary policy has a role to play: “Higher for longer” to coin a phrase. But as 
Desmond’s introductory comments indicate, there could be severe downsides to 
this. Stimulative monetary policy, not just over the last two years but over 
decades, has created a whole host of distortions especially with respect to 
finance. 



-global debt ratio (IIF) rose from 280% of GDP in 2008 to 360% in 
2021, with Emerging Market Economies much involved. Now we 
have a truly global debt problem. 

-McKinsey Global estimates that only 7% of total measured assets are 
productive assets (infrastructure, Machinery and Equipment, 
intangibles). A massive, inverted financial pyramid. 

-the quality of debt has declined (corporate bonds clustered around 
BBB and loans “covenant lite”; 50% of Low Income sovereigns “in or 
close to debt distress”) 

-there has been a sharp increase in the size of the non-bank financial 
institutions sector relative to banks in the last two decades. Much of 
this activity is non-regulated and suspected of being highly leveraged. 

-the “everything bubble” for asset prices, including property 

- the functioning of financial markets (“flash crashes”, anomalies, 
absence of liquidity), made worse by the use of derivatives and 
leverage. Most recent problem with LDI in UK, but the US Treasury 
market has seized up repeatedly in recent years. Also worries about 
similar problems in the corporate bond market in Europe and the 
market for JGBs in Japan.   

If the Fed has to tighten much further, and then has to maintain that tightness, it 
seems to me to be very likely that something will come unstuck in the financial 
markets of AMEs. As well, the associated strength of the US dollar raises all sorts 
of problems for EMEs, especially those that have borrowed heavily in US dollars.  

In light of all this, the Fed must raise rates carefully. Moreover, it should be 
particularly careful with respect to Quantitative Tightening. A recent article by 
Viral Acharya and Ragu Rajan makes a convincing case that banks adapted to QE 
by expanding their liquidity backstops to many clients. In effect their demand for 
excess reserves has risen sharply and it will take time for them to roll this back. 

 But this raises a much broader question. If we relied too much on easy money to 
stimulate demand, could we now be making the same mistake by relying on 
monetary policy when restraining demand. This seems a particularly relevant 



question if we actually want to  encourage investment (or at least some kinds of 
it) while discouraging consumption. Monetary tightening would seem particularly 
limited in achieving such contrasting goals. 

Perhaps fiscal policy should play a larger role in constraining consumption. There 
are natural candidates to do this in the US. 

  -introduce a VAT 

  -higher “sin” taxes 

  -sharply reduce tax expenditures, especially mortgage deductibility 

  - a tax on fossil fuels 

  -with rebates/subsidies for the needy 

Relying on monetary policy alone also raises government debt service charges, 
especially in light of QE which has sharply reduced the duration of the US 
government debt. Such a deterioration in the fiscal situation has the potential to 
raise market concerns about fiscal dominance given that that the debt ratio 
already stands at post-War record levels4. Moreover, these concerns were already 
aggravated by the joint expansion of the Federal debt and the size of the Fed’s 
balance sheet during the pandemic. Should such concerns feed back into still 
higher interest rates, an explosive (or at least non-linear) outcome might be the 
result.5  

Arguably, such a process started to unfold in the UK gilt edged market after the 
Truss Mini budget. While the Bank of England intervention was in response to 
fears of financial instability (financial dominance) rather than the desire to finance 
the UK government (fiscal dominance), it still left the commitment to price 
stability looking very shaky. Larry Summers recently expressed concerns about  
“reputational contagion” affecting other countries outside the UK. He is right. 

 
4 Of course this is the underlying problem. Using intergenerational accounting techniques pioneered by Larry 
Kotlikoff, the Cato Institute estimates that in most advanced countries, the expenditure commitments of 
governments fall well below legislated tax revenues. Cutting expenditures means breaking those commitments 
which could well have social and political implications. 
5 As rates rise, the Fed will suffer mark-to-market (albeit revealed only in a footnote) losses with the market value 
of longer-term assets falling. As interest paid on overnight liabilities rise, above the receipts from longer term 
bonds, the Fed will also suffer operational losses that will increase the Government’s deficit. It is an open question 
whether this will further contribute to fears of fiscal dominance. 



All by way of saying, there are many reasons to believe consumption will have to 
be reduced to help avoid enduring inflation and that both monetary and fiscal 
policy have a role to play.  Evidently, none of this will be politically popular. 

-voters must be convinced of the stark reality of the situation. We are 
transitioning from an “age of abundance” to an “age of scarcity”. 
Moreover, there are no painless answers. Convincing people of this 
reality is not helped by the fact that the fruits of abundance were 
wasted by the same people now urging restraint. 

-the wealthy and powerful must be convinced it is in their own 
interest to make sacrifices (recall Walter Scheidel’s “The Great 
Leveller: Violence and the History of Inequality”) 

-politicians must learn to lead again in pursuit of the public’s best 
interests, not their own personal interests (ie getting re-elected as an 
end in itself).  

Sadly, but I think realistically, none of this is likely to happen. Whether the future 
holds depression and deflation, or high and lasting inflation, or both in one order 
or another, remains to be determined.  

    


