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PART 1: FIVE STRUCTURAL CHANGES IN THE NEAR FUTURE 

This essay challenges the consensus view that inflation will fall back to its pre-pandemic 
lows once supply chain shortages have been overcome. We agree with the consensus that 
today’s shortages will indeed be resolved, especially given the ingenuity of the private 
sector to reinvent itself and to create new supply chains if and when needed. This will cause 
inflation temporarily to fall back to a level that, while low, will be somewhat higher than 
that of the pre-Covid years. But we do not believe that longer-term inflation will revert to its 
previous lows. Starting in mid to late 2022, five structural changes will begin to kick in that 
will drive inflation to between 4% and 6% in the years following 2022. These changes will 
impact inflation for decades. 

Because of these developments, the Fed will not be forced to raise short-term rates 
significantly before the end of 2022. It and the market will be comforted by the reduction in 
inflation following the end of shortages. But soon thereafter, the Fed will be forced to 
recognise that a new and higher inflation regime is here to stay. Short- and longer term 
interest rates will rise. Investors will demand and get a higher inflation premium which will 
be appropriate by early 2023. However, higher rates will pose considerable risks to the 
markets and to the economy. 

The principal economic risk is the danger that higher rates imply for an economy whose 
housing and corporate sectors are hugely over-leveraged, a situation largely due to the 
Fed’s misjudged policy of “cheap money forever”. Fed Chairman Powell’s failure to have 
stressed the linkage between cheap money and exploding leverage is both astonishing and 
irresponsible in our opinion. 

Concept of “Inflation Regimes” 

It is useful to think of different regimes of rising or falling inflation. As Figure 1 shows, the 
period 1955-1966 witnessed benign inflation. Things were very normal. Then came the 
terrible regime of 1967-1983 when inflation soared for two different reasons - firstly, 
excessive aggregate demand generated by financing the Vietnam War and, secondly, the 
twin OPEC crises of 1973 and 1979. As for the war, it was very unpopular and politicians 
dared not tax citizens to pay for it. The result was what is known as “guns-and-butter” 
inflation, i.e. excess aggregate demand in a classic Keynesian sense. Then, as soon as the war 
ended, the OPEC cartel caused the price of oil to rise from $3 per barrel to $10 in 1973, and 
then from $10 per barrel to $33 in 1979. As a result, the inflation regime of 1967-1983 was 
the worst in modern US history - CPI inflation rate rose from 2.5% to 14%. 
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Thereafter, inflation gradually fell back from 14% to 1.5% by 2020. The disinflation of 
1983-2020 was initially driven by the extremely stringent monetary policy of Fed Chairman 
Paul Volcker which caused the deep recession of 1980-1982. In the years that followed, 
disinflation was reinforced by ever-increasing Asian competition, the collapse of the power 
of labour unions, and by the role of the Digital Revolution in enabling a degree of cost-
cutting and innovation not witnessed since the previous Industrial Revolution of 1885-
1915. Larry Summers and others would cite “secular stagnation” as a further cause of 
disinflation throughout this period. [In the case of secular stagnation, the demand curve 
shifts outward more slowly than it otherwise would, thus depressing price increases.] But 
we have problems with Summers’ concept, for reasons discussed in previous essays. 

We argue here that this lengthy disinflationary regime will be followed by a new regime 
that will see inflation rise for five reasons. 

PART 2: ANALYSIS OF THE FIVE STRUCTURAL CHANGES 

First, there will be excess aggregate demand due to increasing fiscal irresponsibility. 
Second, there will be the role of demography in reducing the size of the productive sector 
relative to a fast-growing unproductive sector. Third, there will be a rise in labor costs as 
workers regain the share of national income they lost in the past four decades. Fourth, there 
will be considerable new costs to businesses due to coping with climate change. Fifth, there 
will be analogous new costs in coping with ransomware and cyber-attacks on government 
and business. 



1. Excess aggregate demand 

Figure 2 shows the Federal deficit as a share of GDP, highlighting that recent deficits have 
been the highest in many decades. More generally, we see that the size of deficits has been 
trending upwards over time. This partially reflects the fact that, with low interest rates and 
low debt-servicing costs, deficits have become less burdensome and thus more acceptable 
than they used to be. 
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Furthermore, the new MMT has convinced many that “deficits do not matter”. Politicians 
love such statements since ever greater deficit spending permits them to buy more and 
more votes. Just consider that, in the current year of rapid growth and fast-declining 
unemployment, the US is incurring a staggering deficit of 13.4% of GDP, and no one seems 
to care - not the markets, not the Fed, not the press, and not the politicians. The prospect of 
a free lunch has blinded everyone. Meanwhile, it was precisely excessive government debt 
that has finally bankrupted the nation of Lebanon - a textbook example of why deficits do 
matter and why there is ultimately no free lunch. 

What bothers us most is that the long-term increase in the size of deficits as a percent of 
GDP has been rising for decades before the demographic crisis described below kicks in. 
This demographic crisis will cause Federal spending on entitlements to soar, as some $145 
trillion of unfunded liabilities must be paid. [This is the present value of these liabilities.] 
And this process will begin soon, as the so-called “trust funds” for Social Security and 
Medicare run out of money. Might benefits be scaled back? No. As President Clinton sagely 
observed, “benefits once granted can never be rescinded”. 

All in all, we fear that the combination of resurgent private sector demand and ever growing 
government demand will create excess aggregate demand of the kind that is axiomatically 
inflationary, ceteris paribus. Analytically, the aggregate demand curve for goods and 
services will shift outward more rapidly than the supply curve. Prices will rise. 



2. Demography 

Given citizens’ ever-growing demands on the public purse, and today’s lack of concern 
about rising national debt, the debt crisis we foresee would be bad enough. But it is 
demography on top of all this that ensures a much worse debt crisis. The demographic crisis 
we have in mind transcends the gradual increase in the average age of Americans - a trend 
long recognised. Rather it centres on two quite different developments, the second of which 
has caught everyone completely off guard. 

First, there are the obvious increases in the number of elderly whose benefits must be 
funded, and whose life expectancies will rise. Second, there has been an astonishing drop in 
the birth rate of Americans. 

One way to understand this is to realise that elderly people are economically unproductive, 
whereas working people are productive. The two developments just cited imply that there 
will be ever fewer productive workers baking the economic pie (GDP), whereas there will 
be ever more retirees who demand and consume the pie. Since supply growth is a strict 
function of workforce growth, lacklustre workforce growth implies that the supply curve 
will shift outward more slowly than the aggregate demand curve will. The latter will be 
driven outward by the growing demands of both productive and unproductive citizens. All 
this amounts to a serious inflationary development. 

Of course, any such “gap” can be filled by increased imports. But increased imports pose 
problems of their own. This is because any increase in the trade deficit on current account 
must be matched by a corresponding increase in those net foreign capital inflows that 
finance the current account deficit. This follows from the mathematical identity of the 
capital account = current account, as discussed in past essays. The need to attract even 
greater net capital inflows to finance a growing current account deficit usually puts 
downward pressure on the dollar. This too is inflationary because a weaker dollar implies 
higher import prices which are passed on both to manufacturers who utilise imported 
goods in producing widgets, and to consumers who purchase goods made overseas. 
Analytically, as producer input costs rise, the supply curve shifts backwards for reasons we 
have stressed in the past. This is inflationary, as is the fact that consumers buying imports 
will have to pay an “import tax” caused by a weaker dollar. Prices of imported marmalade 
will rise accordingly. 

To be sure, there will be mitigating factors as regards US workforce growth. First, increased 
immigration will soften the blow of a shrinking domestic workforce - assuming Americans 
remain open to immigration, and assuming that the immigrants are themselves productive. 
Second, there will be increased automation with robots replacing certain kinds of jobs. 
Third, the reduced physical demands of contemporary “work” allong with new possibilities 
of working from home may cause a growing number of retirees to re-join the workforce. 

But overall, economists feel that workforce growth will be inadequate. Robots will be 
helpful, but they are more useful in the manufacturing sector than in the faster-growing 
service sector. Indeed, despite immigration and automation, workforce growth has already 
slowed down. And the US is not alone in this regard. China, too, is very worried about this 
same problem and views its demographic problems as first and foremost among its 
domestic problems. But, unlike us Americans, they are doing something about it. 

Analytically, what we are saying is that a slowdown in workforce growth will cause the 
supply curve for goods and services to shift outward more slowly over time than it has in 
the past, and more slowly than the demand curve will shift outwards. This will prove 
inflationary. 



3. The increasing power of labour 

The share of National Income going to labour versus capital between 1981-2020 has shrunk 
from a historical average of 65% to 57% today, according to national income and product 
statistics. For several different reasons, labour in coming years will largely regain its 
traditional share at the expense of shrinking returns to capital. What exactly will cause this 
to happen? 

First, there will be the shortage of workers relative to demand for the two reasons just 
discussed. This shortage is already beginning to manifest itself in several areas. Consider 
healthcare. The American Medical Association predicts a future shortage of some 350,000 
doctors by 2035, and this is already causing a “rationing” of health care as wait-times to see 
a doctor grow incessantly. Also, consider the difficulty noted by the CBO in finding enough 
workers to undertake President Biden’s infrastructure project. Skilled labour is in 
increasingly short supply - try hiring a welder or electrician or plumber. Doing so takes 
forever. Wages of such blue collar workers are rising steadily, and this is not due to the 
recent covid crisis. Its roots are structural. 

Furthermore, regardless of whether Biden gains approval for his infrastructure bill, the 
nation’s roads, bridges, and tunnels are all deteriorating at an accelerating rate. In this 
regard, stories abound about the difficulty of finding enough skilled workers to make the 
necessary repairs. And wages keep rising. Such shortages will grow during coming decades. 
All this means higher wages, and higher wages are inflationary as they shift out the demand 
curve. [The higher your income is, the more ice cream you can order at a given price of ice 
cream.] 

Second, there is the much more subtle story of the interrelationship between the returns to 
capital and labour. This happens to be an “invisible hand” story so it is very little 
understood. During the 1981-2020 era, average real wages stagnated while average 
corporate profits exploded. This reflected the unprecedented reality whereby the owners of 
capital saw their share of national income rise from the usual 35% up to 43%, implying that 
the share of income going to labour fell from a traditional 65% down to 57%. Recall that the 
two shares must add to unity. 

The cause here was the transformation of the corporate sector from a textbook competitive 
economy in 1981 into an oligopolistic and monopolistic economy by 2015. With perfect 
competition, the percentage of “monopoly rents” in the total returns to capital is 0%. In 
1981, it was 2% according to important new research from Professor Mordecai Kurz at 
Stanford. It rose to some 92% by 2020. 

What matters is that the share going to capital will now start falling back as government 
after government has caught on to what has happened - and take strong actions to counter 
it. Here in the US, President Biden on 8 July came out swinging in his Executive Order 
mandating reforms to reduce excess returns and make the US much more competitive than 
it has become. This development will automatically benefit workers since labour will 
recoup any reductions in private sector returns to capital. 

The result: Higher wages which are inflationary. Analytically, two developments occur 
here. First, the demand curve is driven outward as workers will have more disposable 
income from higher wages. Second, higher labour costs (like any other cost increases) shift 
the supply curve backwards. Both developments are inflationary. We believe the role of 
labour shortages and rising labour costs will be very important in driving future inflation 
higher. Yet this is rarely discussed. 



4. Higher costs of global warming 

Much is unknown about the true threat posed by global warming. What we do know 
however is that rising sea levels and erratic weather conditions are wreaking increasing 
havoc throughout the country. The “heat dome” that recently blanketed the US Pacific 
Northwest and Western Canada caught every expert by surprise. After all, how might 
melting icebergs and rising sea levels possibly cause a heat dome that will lead to drought, 
forest fires, and economic destruction? No one apparently expected this. 

What is certain is that both coping with such disasters and attempting to prevent them in 
the future will be extremely expensive. Businesses and consumers will have to bear the 
costs of doing so, whether directly or indirectly. These new costs will shift the nation’s 
supply curve backwards, and will prove inflationary. 

5. Higher costs from cybersecurity measures 

Exactly the same story holds true for the costs of coping with and preventing ransomware 
and cyberattacks in the years ahead. Higher costs will drive up inflation. What is 
unfortunate about structural changes 4 and 5 is that the money that will be spent is 
unproductive. That is, it will not raise productivity. And raising productivity is a proven way 
to fight inflation. 

Summary 

We have identified some eight changes in the location of future supply and demand curves. 
All eight suggest that inflation will rise as a new regime sets in. This is not to say that there 
are no disinflationary developments on the horizon. There are. Advances in robotics and AI 
on their own will shift the supply curve outward, just as have many other developments 
stemming from the Digital Revolution. But these advances will be more than offset by the 
impact of the inflationary structural changes lying ahead. In the preceding analysis, we have 
mainly been concerned with the net impact of these developments, and they are inflationary 
when taken all together. 

The regime change story here runs even deeper than that sketched above. For two decades, 
I have identified Digital Revolution cost-cutting as a principal cause of the great disinflation 
of the 1983-2020 period. I continue to do so. Sceptics of the future disinflationary power of 
digital technologies should take note of how a single new technology - Zoom - permitted 
some 44% of economic activity to continue throughout the pandemic crisis. This has 
changed the world forever, and its ultimate impact in transforming where and how we 
work is only now being understood. Thus I continue to expect technology to prove 
disinflationary, insofar as it goes. 

But, whereas the non-technological disinflationary structural changes of the past 30 years 
reinforced disinflation (the rise in Chinese competition and the retailing revolution due to 
the rise of Wal-Mart and Amazon), tomorrow’s structural changes will offset technology 
gains. This asymmetry implies a serious inflationary regime change. 

PART 3: FORECAST INFLATION 

We believe that today’s 5% to 7% inflation rate will fall back to 2% to 3% by mid-to-late 
2022, as Covid shortages disappear. The market will continue to focus on this story, and will 
not focus on the adverse developments we have identified above. 



But, in 2023 and beyond, the market will shift its attention to these new developments. 
“Sticky” and rising wage costs along with stubbornly high commodity costs will trigger this 
shift in attention. And this will finally alter market expectations of inflation, and will lead to 
higher interest rates. All in all, today’s high inflation rate will fall back to about 2.5% by late 
2022, slightly above its 2020 level of 1.75%. Thereafter, the developments we have 
identified will attract the attention of investors, and will cause inflation to rise up to the 4% 
to 5% range we foresee. This is when both short and long term interest rates will rise 
significantly. As for long-term rates, investors will demand an appropriate inflation 
premium. As for short-term rates, the Fed will finally have to do its job. 

There is another reason not to be alarmed by inflation in the immediate future - the 
prospective behaviour of GDP growth. Today’s extremely rapid growth in output reflects a 
very rapid recovery rate from the Covid crisis. This rate will naturally slow down as the 
recovery rate slows down, and as near-full employment is achieved. 

But, it will slow down more than expected because of the large negative stimulus of a fall in 
the fiscal deficit from this year’s 14% of GDP to next year’s 4%, as currently predicted. We 
do not believe that either policy makers or the market have properly factored in the distress 
that this negative GDP stimulus could cause. 

Given its obsession with the Fed’s every move, the market risks forgetting that it was fiscal 
stimulus that got us through the Covid recession and caused a booming recovery. Just 
contrast the strong recovery in the US with the slower recoveries of nations that adopted 
more conservative fiscal policies. 

The market will interpret this adverse GDP shock as bullish for bond prices. For this and the 
other reasons we have given, we do not see a credit market rout anytime soon. The Powell 
Fed will also see this sharp slowdown in growth as reinforcing its absurd view that inflation 
is dormant forever, a view that the Fed has made no effort to justify despite the contrary 
lessons of history (recall Figure 1). 

Caveat: A deficiency of this essay is its failure to take into account “one off” developments 
such as a return of Covid-19, a future oil shortage, or a major cyberattack that could derail 
the scenario we have portrayed. We simply do not know how to include these in our 
analysis. 
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