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Price inflation or demand deflation? 
Chief economist's comment 

Author: Paul Donovan, Chief Economist, UBS GWM, UBS AG London Branch 

• The pandemic was a simple policy problem for 
central banks. There was only one thing to be 
done: the necessary stimulus to support fiscal policy 
solutions. 

• The war in Ukraine is felt mainly as a commodity 
price shock. Central banks have a contradictory 
policy problem: Should they focus on the price 
inflation or the growth deflation consequences? 

• There are both direct price and growth effects, and 
second-round price and growth effects. 

• Central banks should not rush to react to the direct 
inflation effects of commodity prices, as there is 
little they can do about that. 

• Central banks should be concerned if the second-
round wage-cost/price spiral effects emerge. In the 
absence of that risk (which does not seem to be 
happening at the moment), central banks should 
be concerned about the direct growth effect of 
demand destruction and possible labor market 
weakness. 

There was only one plausible policy response to the global 
pandemic: ease policy. The argument was about the right 
mix of fiscal and monetary accommodation (and, to some 
extent, the scale of easing). 

The war in Ukraine impacts the global economy mainly via 
higher commodity prices. There are two opposing policy 
responses to higher commodity prices: easier policy to tackle 
the growth effect, or tighter policy to tackle the price effect. 
Central banks have to pick a side, so which side are they 
likely to pick? 

How much do higher commodity 
prices matter? 

Source: Getty Images 

Globally, pure commodity prices have a weight of roughly 
8–10% of the headline inflation basket. This is using 2019 
data and 2019 price levels. Experiences vary, however. In 
a developed economy, commodity prices will be about 
4% of the inflation basket. This covers the full effect of 
a commodity price—not just the oil a consumer buys, 
but the impact of oil prices on transport costs, electricity 
generation, products that are electricity intensive, and 
others. The oil in your morning cup of coffee is included. 
(Making coffee needs electricity, which may be generated 
by burning oil. Coffee is transported from plantation to 
processor, processor to warehouse, warehouse to store, 
store to home—involving oil at each stage.) The importance 
of commodities is simply calculated by measuring the value 
of global commodity production as a share of global GDP. 

This report has been prepared by UBS AG London Branch. Please see important disclaimers and disclosures at the 
end of the document. 
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Fig. 1: How much do commodity prices matter to 
inflation? 
Relative importance of different commodities to global GDP (2019 values) 

Source: Chartbook of Real Commodity Prices, 1850–2020, David S. 
Jacks, February 2021; World Bank World Development Indicators; UBS 
calculations 

How is it possible that pure commodities are less than 
4% of a developed economy inflation basket, when the 
Bureau of Labor Statistics itself tells us that food alone is 
over 13% of the consumer price basket? As noted in the 
last Chief Economist’s Comment, food is not food. Very 
few people consume commodities in a pure form. In a 
developed economy, only about 20% of what a consumer 
spends on food is actually spent on agricultural commodities 
(somewhat less in the United States). Most of the rest is 
spent on labor costs that occur after the commodity has 
been produced. 

This does not mean that economists can ignore commodity 
prices. The weight may be small, but price moves can be 
large. If oil prices rise 100% (and assuming no profit margin 
squeeze), the global rate of consumer price inflation would 
eventually increase by 2.3 percentage points on average, for 
instance. 

What do commodity price rises 
do? 

Economically, commodity prices operate through two 
channels: higher inflation, and lower growth. 

The inflation channel 

Higher cost inflation rate is obvious—as already noted, if 
the price of oil doubles, the global rate of consumer price 
inflation will rise around 2.3 percentage points. Higher 
commodity prices mean higher costs for all sorts of products 
and services. These costs are either eventually passed on to 
consumers or squeeze profit margins—or of course some 
combination of the two. This is the first-round effect. 

The more important question for central banks is whether 
there are second-round effects. Labor costs are the largest 
weight in the inflation basket. If workers start demanding 
higher wages because of higher prices from the first-
round effect, that may be another and more serious cost 
increase for companies. Companies that have higher wage 
costs may then seek to pass on their increase in labor 
costs with second-round price increases: the wage-cost/ 
price "spiral." Wage costs are also more difficult to reverse 
than commodity prices. 

It is important to note that wage costs are not the same 
thing as wages. Paying someone more money because they 
are working harder is not inflationary, and the company 
has no incentive to raise prices if the additional hard work 
offsets the higher wage rate. The economist who goes from 
working 60 hours a week to 90 hours a week but is paid 
10% more is a force for lower inflation—the employer gets 
50% more economist for only 10% more money. 

Fig. 2: Unit labor costs are not spiraling yet 
Quarter-over-quarter change, latest data available 

Source: OECD 

This means that the focus for the second-round price effects 
is likely to be unit labor costs—how much you have to pay 
to generate a unit of output. As the chart shows, recent 
increases in unit labor costs are not especially threatening. 
However, this data relates to the period before war-related 
price increases, and central banks will need to remain 
vigilant about possible second-round effects. 

It is worth noting that a wage-cost/price spiral requires a 
continuous process of raising wage costs and prices. A one-
off increase in wage costs is a structural readjustment and 
should not be considered an inflation driver. For example, 
the shift to online retail and higher demand for goods 
in 2021 led to a surge in demand for long-haul delivery 
drivers relative to the available labor force. That led to large 
increases in wages. However, that increase in wages has 
brought the supply of and demand for long-haul drivers 
back into balance, and there is no need to do a similar 
increase in wages in 2022. 
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Chief economist's comment 

While the higher cost of living might encourage higher wage 
demands, it may also increase labor supply (depressing wage 
demands). People may take second jobs to support their 
real incomes, and people who have left the workforce (for 
instance, by taking early retirement) may return as they 
find that inflation has eroded living standards dependent on 
non-employment income. Wage costs may also be limited 
as workers start to question job security—which is why the 
growth channel is so important. 

The growth channel 

Lower growth occurs in commodity-consuming areas (net 
commodity producers get higher growth as a result of higher 
commodity prices). Higher oil prices are bad for New York’s 
growth, but good for Texan growth. Again, there are first-
and second-round effects. 

If you are spending more money on food and fuel, you 
have less money to spend on other things, and so demand 
drops (the first-round effect). How much demand will drop 
depends on whether household income is rising, whether 
there are savings available to smooth the consumption 
pattern, and whether consumers can change their spending 
behavior. 

Income is growing more slowly than are consumer prices in 
most major economies today, so that is unlikely to stop the 
demand switching. However, some households have savings 
left over from the pandemic and could use that to smooth 
demand. Unfortunately, the signs are that lower-income 
households, who are more vulnerable to rising commodity 
prices, are less likely to have savings to draw on. 

The most interesting possible shift is that of reducing 
demand for oil. With every oil price spike, consumers have 
been driven to some further fuel efficiency. To produce a 
dollar of GDP in 2022 takes less than half the oil it took 
in 1973 as a result of this efficiency. Japan in the wake of 
the Fukushima disaster has shown the world that energy 
demand can drop sharply in the face of a crisis. The less 
oil we consume, the less an oil price increase will impact 
demand for other products. 

It is possible that the drop in demand for energy this time 
will be even more significant than in previous oil price spikes 
(economists would say that the price elasticity of demand 
for oil has risen). Much of the Fourth Industrial Revolution is 
about increasing efficiency, and several changes have been 
accelerated by the pandemic, allowing for greater efficiency 
than in the past. For instance, why should someone pay 
more money to fuel their car, in order to drive to an office 
they do not need to work in? The International Energy 
Agency estimates that if advanced economies implemented 

working from home for up to three days a week (where 
possible), oil demand could be reduced by 340,000 barrels 
per day. If people are buying less oil, there is less need to cut 
back on non-oil consumption. 

Assuming that there is some reduction in the consumption 
of non-commodity goods and services, there is a potential 
second-round effect. If you are making goods or providing 
services in a sector with falling demand, you may lose 
your job or have increased job insecurity, and have to cut 
back on demand generally (the second-round effect). For 
example, higher food costs may encourage people to eat 
less at restaurants. Less demand for restaurant services 
reduces demand; restaurant workers could lose their jobs. 
Unemployed former restaurant staff spend less, further 
reducing demand in the economy. 

There is little evidence of second-round demand effects 
at the moment. Some sectors were struggling to recruit 
labor at the end of 2021—this is likely to make employers 
more cautious about firing workers, even as demand shifts. 
However, if companies go bankrupt in the face of reduced 
demand or there is an expectation that demand is going 
to be weaker for longer, this second-round effect could 
become more significant in the future. 

How do central banks react? 

Central banks should focus on second-round price effects, 
and first- and second-round demand effects. There is little 
that central bankers can do to influence global commodity 
prices—especially when the price move relates to risk and 
supply concerns. Federal Reserve Chair Jerome Powell would 
struggle to dig an oil well in Washington DC, and European 
Central Bank President Christine Lagarde is unlikely to grow 
wheat in a Frankfurt window box. The only way to directly 
address a commodity supply shock would be to create 
enough of an economic downturn to significantly reduce 
commodity demand. This is unlikely to be acceptable. Such 
an economic downturn means unemployment, and for all 
the focus on price stability we should not forget that central 
banks generally have some kind of employment mandate as 
well. 

Second-round price effects can be tackled by central bank 
policy. Pushing growth below trend, or generally reducing 
demand in the economy, will create spare capacity in the 
labor market relative to the status quo. This does not have 
to mean higher unemployment—bringing labor supply and 
demand into closer balance should reduce wage pressures 
and break the potential for a wage-cost/price spiral. 

In the absence of a wage-cost/price spiral, central banks 
will be concerned to stabilize growth around trend. That 
does not mean that policy remains unchanged. The wartime 
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level of neutral interest rates is certainly higher than the 
pandemic level of neutral interest rates. The challenge for 
central banks trying to manage the demand cycle is that the 
quality of economic data in real time has deteriorated. The 
risk of policy error has increased, which might suggest that 
the prudent course of action would be a slow and steady 
pace of tightening to ensure that demand deflation does 
not get out of hand. 
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Appendix 
UBS Chief Investment Office's ("CIO") investment views are prepared and published by the Global Wealth Management business of UBS Switzerland 
AG (regulated by FINMA in Switzerland) or its affiliates ("UBS"). 
The investment views have been prepared in accordance with legal requirements designed to promote the independence of investment research. 
Generic investment research – Risk information: 
This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any investment or other 
specific product. The analysis contained herein does not constitute a personal recommendation or take into account the particular investment 
objectives, investment strategies, financial situation and needs of any specific recipient. It is based on numerous assumptions. Different assumptions 
could result in materially different results. Certain services and products are subject to legal restrictions and cannot be offered worldwide on an 
unrestricted basis and/or may not be eligible for sale to all investors. All information and opinions expressed in this document were obtained from 
sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy or completeness 
(other than disclosures relating to UBS). All information and opinions as well as any forecasts, estimates and market prices indicated are current 
as of the date of this report, and are subject to change without notice. Opinions expressed herein may differ or be contrary to those expressed by 
other business areas or divisions of UBS as a result of using different assumptions and/or criteria. 
In no circumstances may this document or any of the information (including any forecast, value, index or other calculated amount ("Values")) be 
used for any of the following purposes (i) valuation or accounting purposes; (ii) to determine the amounts due or payable, the price or the value of 
any financial instrument or financial contract; or (iii) to measure the performance of any financial instrument including, without limitation, for the 
purpose of tracking the return or performance of any Value or of defining the asset allocation of portfolio or of computing performance fees. By 
receiving this document and the information you will be deemed to represent and warrant to UBS that you will not use this document or otherwise 
rely on any of the information for any of the above purposes. UBS and any of its directors or employees may be entitled at any time to hold long 
or short positions in investment instruments referred to herein, carry out transactions involving relevant investment instruments in the capacity of 
principal or agent, or provide any other services or have officers, who serve as directors, either to/for the issuer, the investment instrument itself or 
to/for any company commercially or financially affiliated to such issuers. At any time, investment decisions (including whether to buy, sell or hold 
securities) made by UBS and its employees may differ from or be contrary to the opinions expressed in UBS research publications. Some investments 
may not be readily realizable since the market in the securities is illiquid and therefore valuing the investment and identifying the risk to which 
you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information contained in one or more areas 
within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is not suitable for every investor as there is a substantial 
risk of loss, and losses in excess of an initial investment may occur. Past performance of an investment is no guarantee for its future performance. 
Additional information will be made available upon request. Some investments may be subject to sudden and large falls in value and on realization 
you may receive back less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on 
the price, value or income of an investment. The analyst(s) responsible for the preparation of this report may interact with trading desk personnel, 
sales personnel and other constituencies for the purpose of gathering, synthesizing and interpreting market information. 
Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide legal or tax advice and 
makes no representations as to the tax treatment of assets or the investment returns thereon both in general or with reference to specific client's 
circumstances and needs. We are of necessity unable to take into account the particular investment objectives, financial situation and needs of 
our individual clients and we would recommend that you take financial and/or tax advice as to the implications (including tax) of investing in any 
of the products mentioned herein. 
This material may not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing UBS expressly prohibits 
the distribution and transfer of this material to third parties for any reason. UBS accepts no liability whatsoever for any claims or lawsuits from 
any third parties arising from the use or distribution of this material. This report is for distribution only under such circumstances as may be 
permitted by applicable law. For information on the ways in which CIO manages conflicts and maintains independence of its investment views and 
publication offering, and research and rating methodologies, please visit www.ubs.com/research. Additional information on the relevant authors 
of this publication and other CIO publication(s) referenced in this report; and copies of any past reports on this topic; are available upon request 
from your client advisor. 
Options and futures are not suitable for all investors, and trading in these instruments is considered risky and may be appropriate only for 
sophisticated investors. Prior to buying or selling an option, and for the complete risks relating to options, you must receive a copy of "Characteristics 
and Risks of Standardized Options". You may read the document at https://www.theocc.com/about/publications/character-risks.jsp or ask your 
financial advisor for a copy. 
Investing in structured investments involves significant risks. For a detailed discussion of the risks involved in investing in any particular structured 
investment, you must read the relevant offering materials for that investment. Structured investments are unsecured obligations of a particular 
issuer with returns linked to the performance of an underlying asset. Depending on the terms of the investment, investors could lose all or a 
substantial portion of their investment based on the performance of the underlying asset. Investors could also lose their entire investment if the 
issuer becomes insolvent. UBS Financial Services Inc. does not guarantee in any way the obligations or the financial condition of any issuer or the 
accuracy of any financial information provided by any issuer. Structured investments are not traditional investments and investing in a structured 
investment is not equivalent to investing directly in the underlying asset. Structured investments may have limited or no liquidity, and investors 
should be prepared to hold their investment to maturity. The return of structured investments may be limited by a maximum gain, participation 
rate or other feature. Structured investments may include call features and, if a structured investment is called early, investors would not earn any 
further return and may not be able to reinvest in similar investments with similar terms. Structured investments include costs and fees which are 
generally embedded in the price of the investment. The tax treatment of a structured investment may be complex and may differ from a direct 
investment in the underlying asset. UBS Financial Services Inc. and its employees do not provide tax advice. Investors should consult their own tax 
advisor about their own tax situation before investing in any securities. 
Important Information About Sustainable Investing Strategies: Sustainable investing strategies aim to consider and incorporate 
environmental, social and governance (ESG) factors into investment process and portfolio construction. Strategies across geographies and styles 
approach ESG analysis and incorporate the findings in a variety of ways. Incorporating ESG factors or Sustainable Investing considerations may 
inhibit the portfolio manager’s ability to participate in certain investment opportunities that otherwise would be consistent with its investment 
objective and other principal investment strategies. The returns on a portfolio consisting primarily of sustainable investments may be lower or 
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higher than portfolios where ESG factors, exclusions, or other sustainability issues are not considered by the portfolio manager, and the investment 
opportunities available to such portfolios may differ. Companies may not necessarily meet high performance standards on all aspects of ESG 
or sustainable investing issues; there is also no guarantee that any company will meet expectations in connection with corporate responsibility, 
sustainability, and/or impact performance. 
External Asset Managers / External Financial Consultants: In case this research or publication is provided to an External Asset Manager or 
an External Financial Consultant, UBS expressly prohibits that it is redistributed by the External Asset Manager or the External Financial Consultant 
and is made available to their clients and/or third parties. 
USA: Distributed to US persons by UBS Financial Services Inc., UBS Securities LLC or UBS Swiss Financial Advisers AG, subsidiaries of UBS AG. 
UBS Switzerland AG, UBS Europe SE, UBS Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico, S.A. de C.V., 
UBS SuMi TRUST Wealth Management Co., Ltd., UBS Wealth Management Israel Ltd and UBS Menkul Degerler AS are affiliates of UBS AG. UBS 
Financial Services Incorporated of Puerto Rico is a subsidiary of UBS Financial Services Inc. UBS Financial Services Inc. accepts responsibility for 
the content of a report prepared by a non-US affiliate when it distributes reports to US persons. All transactions by a US person in 
the securities mentioned in this report should be effected through a US-registered broker dealer affiliated with UBS, and not through 
a non-US affiliate. The contents of this report have not been and will not be approved by any securities or investment authority in 
the United States or elsewhere. UBS Financial Services Inc. is not acting as a municipal advisor to any municipal entity or obligated 
person within the meaning of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule") and the opinions or views 
contained herein are not intended to be, and do not constitute, advice within the meaning of the Municipal Advisor Rule. 
For country information, please visit ubs.com/cio-country-disclaimer-gr or ask your client advisor for the full disclaimer. 
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