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Past inflation misses are not “bygones” to US households

Source: BEA, University of Michigan, UniCredit Research

■ Our Chart of the Week shows that, in the US, the trend decline in household long-term inflation expectations
has been closely associated with cumulative past inflation “misses” of actual PCE inflation relative to the Fed’s
2% target.1 There is real concern that the current inflation-targeting regime – employed by central banks all over
the world – where past inflation misses are treated as “bygones”, has led to a de-anchoring of inflation
expectations at a permanently lower level. It’s important because household inflation expectations are widely
seen as playing a key role in determining future actual inflation, through wage and price setting. Low expected
inflation also reduces the Fed’s policy space to cut the short-term nominal interest rate sufficiently to support the
economy, particularly when the equilibrium real rate (or “r-star”) is already historically low.

■ The Fed is currently in the middle of a review of its monetary-policy framework and tools, known as Fed Listens,
which is expected to run until the middle of next year. Many past and current FOMC participants have supported
the need to achieve average inflation outcomes of two percent over time in order to re -anchor inflation
expectations – so-called “make-up” strategies, to compensate for past inflation “misses”. Options include
average inflation targeting (i.e. meet the inflation target over some specified period of time or over the business
cycle) and price-level targeting (i.e. stabilize the price level around a constant growth path). There is – rightly –
concern that a rigid “make-up” strategy would lead to time-inconsistency problems, e.g. following a prolonged
period of below-target inflation, potentially caused by interest rates constrained by the lower bound, it would
require the Fed to adopt accommodative policy to generate an equally prolonged period of above-target
inflation, even if the economy were running “hot” and would not warrant it. Therefore, a more flexible “make -up”
strategy seems likely. Fed Governor Lael Brainard suggested last week that, for example, following five years of
inflation of 1.5-2%, the Fed could target inflation outcomes of, say, 2-2.5% for the subsequent five years.
1

The chart plots a closely-watched measure of US household long-term inflation expectations, produced by the University of Michigan, which we have smoothed
using a 12-month moving average. In the three months to October 2019 it averaged 2.4% – the lowest rate recorded since the series began in 1978. To be sure, the
level is not particularly informative per se – average responses for inflation perceptions tend to be somewhat higher than published inflation data – but the level
relative to the long-run average is and, at 2.4%, the level is now well below the 2001-2007 average of 2.9%.
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■ Given that PCE inflation, currently at 1.3% yoy, has been persistently below the Fed’s 2% target, if the Fed were
to adopt a (flexible) average inflation-targeting regime, it would imply that rates would stay “lower for longer”
than they otherwise would.

■ Like the Fed (and the Bank of Canada), the ECB will likely carry out a broad review of its monetary-policy
strategy. The central bank's definition of price stability (currently "below, but close to, 2%") will almost certainly
be one of the main topics of discussion. With the Fed’s policy review likely to strengthen its commitment to
achieving 2% inflation, the ECB cannot afford to move in the opposite direction.
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