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(A) Knowing the enemy:  the nature of inflation 

 

(1) Relative price changes are the means by which a market economy re-allocates capital and production from sectors characterised 

by over-supply to sectors characterised by excess demand (Adam Smith’s “invisible hand”).   

(2) Inflation is a sustained rise in the general price level for all goods and services.  Source of inefficiency because generalised price 

increases may make it harder to discern increases in the relative price of individual goods and services (price signals get lost in 

the generalised “noise” of inflation), weakening price signals and leading to misallocation of resources.   

(3) Price stability is usual objective for government policy, but may not be inflation rate of zero.  Defined as low but positive rate of 

inflation (0-3%).  Rationale:  Can be hard to cut prices and especially wages in absolute terms even during a downturn, leading 

to widespread overproduction and unemployment during periods of slow growth as economy struggles to adjust (1930s Great 

Depression).  Policy aims to compensate through low but positive inflation rate, enabling producers and employers to cut 

relative prices and wage rates surreptitiously by freezing them or adopting increases below the rate of inflation.   

(4) Modern central banks all targeting low but positive rates, including Federal Reserve (1.5-2.0%), European Central Bank (below 

but close to 2.0%), Bank of England (2.0% +/- 1.0%), People’s Bank of China (<3.0%), Reserve Bank of Australia (2-3%) and 

Reserve Bank of New Zealand (1-3%).   

 

(B) Knowing the enemy:  the causes of inflation 

 

(1) “Inflation is always and everywhere a monetary phenomenon” (Milton Friedman).  Systematic price increases can only persist if 

government accommodates them with increases in the supply of money; otherwise rise in prices for some items cuts real 

spending power and forces consumers to cut expenditure on others, leading to offsetting price falls.  Inflation is only possible if 

the money supply grows consistently faster than the real output of the economy (too much money chasing too few goods).  

Policy conclusion:  government chooses rate of inflation, and can control inflation by limiting increases in the money supply.   

(2) Inflation as economic equivalent of “friction” in a mechanical system.  Inflation starts with “bottlenecks” in the economy where 

too much demand runs up against constraints on supply (shortages of skilled labour, limitations in the transportation and 

distribution system, shortages of raw materials).  Price increases spread out from the bottleneck to the rest of the economy in a 

“ripple effect” so that increases in relative prices become increasingly generalised.   

(3) In practice, the inflationary process is a mixture of monetary and frictional factors.  Inflation begins with bottlenecks emerging 

in specific areas but spreads to the rest of the economy when loose monetary policy accommodates rather than restricts price 

increases.   

 

(C) Inflation in one country:  wage-price spirals 

 

(1) Between 1945 and 1990 inflation was largely a national phenomenon and skill shortages in the labour market were the most 

common source and propagator of inflation.  Unionised workers would push for compensating wage increases to offset any rise 

in the inflation rate, in turn adding to cost pressures, creating the infamous “wage-price” spiral.  The spark might originate in 

other parts of the economy (Johnson administration’s spending on the Vietnam War, the oil price shocks of 1973-74 and 1980-

81) but it was the power of the labour unions to secure compensating wage increases that ensured “temporary” price increases 

became “entrenched”.   

(2) Central banks learned to respond to increases in inflation by raising interest rates to reduce demand within the economy, 

boosting unemployment rate, curbing wage pressures, and thus breaking the wage-price spiral.  After inflation rates rose steadily 

through much of the 1970s, Fed Chairman Paul Volcker ushered in the Great Disinflation of the 1980s and 1990s by raising US 

interest rates to 15% in 1982, driving the unemployment rate up to 11% by the end of the year (“sado-monetarism”).   

 

 

(D) Inflation in a globalised world:  raw materials 

 

(1) Labour shortages and wage rises have become much less important to the inflationary process in the 1990s and 2000s:   

(a) Union power broken by the Reagan and Thatcher administrations (federal air traffic controllers strike in 1981, miners 

strike in 1984).   

(b) Unions further weakened by structural shift from economies based around heavily unionised manufacturing to service 

industries which are more difficult to organise.   

(c) Mass immigration into the United States, United Kingdom and European Union has eased labour shortages for both 

skilled workers (Indian software engineers, Australian doctors) and unskilled ones (Mexican farm labourers, Polish 

construction workers).   
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(d) Trade liberalisation through the reduction of import tariffs and the elimination of other non-tariff barriers has fostered the 

creation of a global supply chain and manufacturing system.   

(e) Outsourcing and offshoring of low-value added tasks to developing economies has helped businesses in the advanced 

industrial economies control costs, especially labour costs, and limited bargaining power of manufacturing and service 

sector workers.   

(f) China’s integration into the world economy has added a huge manufacturing capacity and workforce of perhaps 150 

million urban workers in Guangdong and other eastern provinces to what has become a world manufacturing system and 

world labour market, diminishing the bargaining power of developed country workers further.   

(g) Even as inflation rates have risen around the world during 2004-2008, wage increases have remained “contained”, 

suggesting workers in western economies have lost bargaining power and can no longer secure compensating raises.   

(2) Raw materials have replaced labour shortages as key inflation-generating bottleneck in the world economy:   

(a) Massive investment during the last commodity boom (1970-1985) led to emergence of systematic excess capacity across 

most of the commodity complex (crude oil, copper, aluminium, steel, power generation, freight) which depressed prices 

and returns for almost two decades (1985-2003) and led to a drought in new investment.  Excess capacity inherited from 

the 1970s and 1980s has only now been reabsorbed.  But because there was little financial incentive to invest in new 

capacity during the 1990s and early 2000s, there is now a dearth of new capacity coming onstream in the near term, 

despite surging prices and profits.   

(b) Generational change at the top of oil and mining companies, with MBAs taking over from engineers:   

(i)  Focus has shifted from output maximisation and cost control to marketing, pricing and return to shareholders.   

(ii)  Strategy centres on consolidating industries around smaller number of firms with greater pricing power versus 

customers, ending previous fragmentation.  Competitive industries with little or no pricing power give way to 

oligopolies with better returns.   

(iii)  Disciplined approach to investment sequences expansions carefully and avoid the emergence of over-capacity 

and downward pressure on prices.   

(iv)  Production by consolidated super-majors becomes more responsive to short-term changes in demand as 

miners and steel companies adjust output quickly and aggressively to any drop in consumption in order to protect 

high price/high profit environment and prevent build up of inventories.   

(v)  Often cheaper to grow through acquisitions rather than investment in new production capacity (“drilling for oil 

in the stock market”).  Growth in physical production system has been more limited than in earlier periods despite 

price surge.   

(c)  China’s rapid industrialisation (especially from 2004 onwards) produces surge in demand for capital goods and consumer 

items that are highly intensive in raw materials.   

(d)  Freight and other transportation bottlenecks emerge as ocean shipping and port facilities struggle to cope with increased 

international trade and raw materials flows (especially for iron ore, coal and alumina).   

(e)  Belated response by energy, mining and shipping companies to capacity problems is intensifying the pressure on raw 

materials.  New oil refineries, mines, rail systems, bulk carriers and LNG facilities all use huge quantities of steel and other 

materials – adding to the pressure on basic inputs.   

(3) Price increases gradually spreading from raw materials (oil, copper, iron ore, steel, wheat) to consumer items (gasoline, flour, 

bakery items, educational services) as manufacturers struggle to absorb cost increases and begin to pass them on to consumers in 

order to protect profit margins.  Record export earnings are also driving up inflation rates in commodity producing states (Saudi 

Arabia, Australia).   

 

(E)  In a global economy, inflation is a global rather than a national problem, and requires global rather than national response.   

 

(1) Inflation rates (both headline numbers and core rates excluding food and energy items) troughed in 2003 and have been on 

steady uptrend for five years.  Inflation now above target and rising throughout the United States, United Kingdom, Eurozone, 

China, Australia, New Zealand, Scandinavia, Russia and Saudi Arabia.   

(2) Labour markets are still somewhat segmented by visas and work permits ensuring wage rates reflect conditions in national 

economies.  Wages are not (yet) fully determined in a global labour market.  But commodity markets are almost fully liberalised 

and prices are set worldwide.  As the source of inflation has shifted from the labour market to commodities, inflation has 

become a global rather than a national phenomenon.  Inflation is now being transmitted from one economy to another through 

the trading system in raw materials and manufactured items.   

(3) Commodity demand in the United States is slackening owing to a combination of high prices forcing conservation, plummeting 

construction activity and slowing manufacturing demand.  But commodity demand (and hence prices) remains high because 

strong growth in China is more than offsetting weakness in the United States.   

(4) The United States and can no longer fully control its own inflation rate.  Because all countries draw on the same (global) pool of 

commodity resources, raw materials prices and hence inflation are likely to continue trending higher around the world, until 

China’s growth rate and appetite for commodities slows, even if the United States and Western Europe skirt the edges of 

recession.   

(5) The same problem now besets central banks in all the advanced economies.  Inflation remains above target and is rising in all of 

them, but originates from international commodity prices rather than local wage pressures.  The only way to curb it with 

national monetary policy would be to push interest rates to punishingly high levels and initiate a severe recession (so that falling 
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wages and prices for non-traded non-commodity items would offset the continued surge in the cost of energy, materials and 

imported manufactured items).  No central bank is ready to take such a severe approach.  Most prefer to minimise the rise in 

inflation by stressing that it is due to “short-term” factors that should be reversed over time once the economy slows and 

commodity prices stabilise, choosing instead to focus on the need to cut rather than increase interest rates to support growth.   

 

(F) Commodity prices will continue to rise in the short term until the increase in global inflation draws a response from central 

banks, especially in China.   

 

(1) Contrary to the speech given yesterday by Federal Reserve Vice-Chairman Donald Kohn, there is no reason to think that 

commodity prices or inflation will stabilise in the short-to-medium term.  Energy and commodity prices are being driven by two 

factors that will ensure they are largely insulated from any slowdown in the United States:   

(a) Strong demand from China which is offsetting slower commodity consumption in the United States and 

(prospectively) in Western Europe.   

(b) Strong investment inflows as institutional and private investors re-allocate funds from large and liquid but under-

performing equity and bond markets to small, illiquid but out-performing commodity assets, which is having an 

outsized impact on commodity prices.   

(2) Even as the US economy slips into recession, prices for crude oil and a range of other commodities have continued to soar, and 

that trend looks set to be extended.  Until China’s commodity appetite slows, or investors lose their enthusiasm for commodity 

futures, price increases fuelling inflation will continue.  Neither appears likely in the next few months.   

(3) The global economy has shifted into a period of perceptibly faster inflation.  For the time being none of the major central banks 

appears ready to push back by raising interest rates to curb growth.  In fact, interest rate reductions in the United States and 

United Kingdom appear designed to stimulate otherwise slumping demand.   

(4) Higher commodity-driven inflation will make bonds less attractive, and spur further allocation of investment funds into 

commodity futures, intensifying upward pressure on prices still further.   

 

(G)  Thinking about the inflation end-game:  H2 2008 

 

(1) In a globalised economy, capacity constraints are global rather than national.  The speed limit for global growth is set by the 

availability of adequate raw materials and transportation capacity.  Bottlenecks in the extractive and transportation industries 

drive inflation rates worldwide.  It makes no sense to focus slower growth at national level in the United States and Western 

Europe leading to “slack” emerging in local labour markets and manufacturing industries if China continues to grow rapidly and 

put pressure on the availability of energy, mineral and port terminals.  They are all drawing from the same resource “pool”.  Nor 

does it make sense to talk about China “picking up the slack” created by a slowdown in the United States because there is no 

slack in the global economy.   

(2) The Federal Reserve, Bank of England and European Central Bank are (largely) powerless to control commodity-driven 

inflation within their own economies.  The only way to return inflation to target levels would be to engineer deep local 

recessions in which massive unemployment and sharp falls in the prices of non-traded items and non-energy intensive items 

offset the continuing upward pressure from internationally traded energy and commodity items.  This type of “shock therapy” 

remains extremely unattractive and is not under serious consideration at present.  Central bankers prefer to minimise the 

inflation problem by suggesting it is limited to a few items or will prove short-lived in an effort to anchor expectations and 

prevent demands for compensatory wage increases.  Like Mr Micawber, the central banks hope something will turn up to solve 

the problem for them.   

(3) In the short-term commodity prices and inflation will continue to accelerate.  Fed Chairman Kohn has pointed to the forward 

price curve as a reason to think that oil and other commodity prices will stabilise near current levels, but that is probably a 

misunderstanding about the nature and function of forward futures prices (which are not good predictors for future spot prices).  

While Kohn hopes energy prices might be stabilising, crude oil prices for nearby months have started to settle above $100 per 

bbl and many in the market are now targeting $105-107 in the next few months.  Copper prices are approaching the peaks set in 

May 2006.  Primary aluminium prices have broken into new ground above $3000.  Iron ore producers have secured a 70% 

increase from the steel industry, which is in turn busy raising the prices which it charges to its own customers to pass on the 

cost.   

(4) Until global growth slows, especially in China, either of its own accord or because the central banks start tightening monetary 

conditions to push back against inflation, commodity prices will continue to rise, and inflation will intensify.   

(5) But various processes are already in train which suggest that the end-game for global growth, inflation and commodity prices is 

now starting to emerge:   

(a) As it becomes clear that inflation is persistent and worsening, it becomes increasingly difficult for central banks to ignore 

the problem.   

(b) Accelerating price pressures present an increasing challenge to the competitiveness of China’s exporters and its internal 

social stability.  After boosting interest rates and raising reserve requirements through 2006 and 2007, the government 

switched to a system of comprehensive price controls in autumn 2007 and early 2008 to hold the inflation rate down.  But 

the controls have bottled up rather than eliminated inflationary pressures and their effectiveness has been limited.  

Consumer prices are now rising at more than double the central bank’s target rate of 3.0%.  The controls are also creating 

more distortions in the economy.  Controlled gasoline and diesel prices have done little to encourage consumers to 
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conserve increasingly expensive crude oil imports, and are undermining the profitability of the refining industry.  

Similarly, there is a growing contradiction between controlled electricity and domestic coal prices and the rising price for 

China’s coal on international markets.  The coal companies’ preference for exporting rather than supplying domestic 

power companies played a key part in the power shortages during the recent snow and ice storms.   

(c) After insisting last year that the economy was not “overheating” (an emotive word in China), the government has edged 

closer in recent weeks to admitting that the economy is growing too fast and will have to slow.  Sooner or later, the 

government will have to replace or complement the current system of price controls with measures to hike domestic 

energy prices and slow the pace of growth in the manufacturing and real estate sectors.  Rising prices will probably force 

the government’s hand in H2 2008.   

(d) It remains possible the housing-driven slowdown in the United States will spread to Western Europe and translate into 

slower growth in China as falling consumer demand in North America and Western Europe cuts the demand for China’s 

manufactured exports.  Again the effects are most likely to make themselves felt from H2 2008.  So far the fallout from 

problems in the US housing market has been limited.  Homebuilding has slowed but commercial construction activity has 

held up well.  Consumer spending has slowed but is not yet falling and business investment expenditure has remained 

strong.  Exports have risen but import volumes from China and elsewhere are only down marginally.  But there are good 

reasons to think that the full impact of the crisis has not been felt yet and will only become apparent later this year.  

Commercial construction activity is still being buoyed by orders originally placed in 2006 and early 2007 before the 

banking crisis broke.  As those orders are completed, there are no new ones coming through to replace them, so 

construction volumes look set to fall as the year wears on.  Corporate profits have started to fall which will lead to a 

squeeze on investment spending later in the year.  And as household debt problems and default rates continue to mount, it 

looks likely that consumer spending will fall later in the year.  There are good reasons to think that the full impact of the 

crisis will not be felt until H2 2008.  Moreover, the slowdown is likely to spread to the United Kingdom and Western 

Europe, but only slowly.  Again, the impact is likely to be more apparent in H2.  The full impact of slower growth in 

North America and Western Europe on China’s growth rate will only be evident later in the year.  If China’s export-

oriented economy started to slow in response, it would curb the appetite for raw materials and probably lower commodity 

prices and inflation rates worldwide.   

 

Bottom line:  The global economy looks set to enter a period of stagflation throughout H1 2008 and extending into H2.  Central banks 

seem set to accommodate rather than push back against commodity-driven inflation.  The Fed’s inaction, in particular, will also produce a 

further devaluation in the USD, which will add to upward pressure on prices.  An environment characterised by stagflation and a 

weakening dollar is highly favourable to further increases in commodity costs.  Investors will continue to favour commodities as an asset 

class rather than inflation-hit bonds.  Commodity prices are already pushing higher across the board and look set to establish new peaks 

during the next few months.  But the backdrop is likely to change in H2.  If the slowdown spreads from the United States to Western 

Europe and China, commodity demand and hence prices and inflation will moderate.  If not, the continued surge in prices and inflation 

must eventually draw a response, crucially from China.  One way or another, the global economy has hit the limits (and gone beyond) its 

capacity for non-inflationary growth.  Global growth (and commodity demand) will have to slow in the next six months if inflation is not 

to rise to levels last seen in the 1970s (undoing 25 years of progress).   


