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1. Executive Summary

e This report was written to investigate the causes of pandemic-era inflation, understand the
economic narratives that shaped the policy response of the British government, and to evaluate

their effectiveness.

o We find that despite both restrictive fiscal and contractionary monetary policy, as of October

2025, the Bank of England has failed to achieve its target 2% annual inflation rate.

e Wereportthatin the case of the UK cost-of-living crisis, inflation was driven by post-pandemic
supply chain disruptions, the impact of which was compounded by the Russo-Ukrainian war

and Brexit.

e Supply chain disruptions interrupted the normal production of critical intermediate inputs, so
firms passed on higher costs and exploited temporary monopoly power, turning a one-off

supply disruption into a broader inflationary process.

e |[nflationary pressure has eased significantly, but because the underlying impulses that started

the crisis have been subsiding, not because of government policy.

e The Bank of England implemented interest rate hikes to constrain aggregate demand, despite

the overwhelming evidence that the crisis was driven by supply-side shocks.

e Fiscal policy was constrained due to fears over government money creation causing inflation,

reflecting a fundamental misunderstanding about the nature of both money and inflation.

e Thisreportrecommends that currentinflation management strategy be overhauled considering
its findings. The government should limit their spending with an inflation constraint not a budget

constraint.

e To manage excess aggregate demand the government should implement a NAIBER job
guarantee programme, which acts as an automatic stabilizer, allowing both price stability and

fullemployment to be complementary goals.

e Todealwith supply-side shocks, the government should build buffer stocks of key commodities

as well as banning speculation on them, in order to insulate the British economy from harm.

e To prevent firms from amplifying cost-push shocks, the government should implement a
windfall tax on supernormal profits, as well as strengthen trade unions. Both these policies will

disincentivize firms from increasing their profit margins.



2. Introduction

The purpose of this report is to outline and evaluate the key drivers of, and responses to the UK
cost-of-living crisis which merged in the aftermath of the COVID19 pandemic. This endeavour is of
significance as despite policy interventions by four consecutive administrations and the Bank of
England, inflation has not been constrained to the Bank of England’s target rate. This suggests a
fundamental flaw in the theoretical frameworks being utilised by both institutions to identify both

the root causes of the cost-of-living crisis and appropriate policy responses to it.

This paper will focus on the worst period of the crisis, between 2021 and 2023. To do so the
discussion will begin with contextual background, explaining the policy responses that the
government implemented as well as the economic narratives that shaped them. This will be
followed by an explanation of inflation, in terms of what it is, how it is measured and the problems
with relying on these measurements when analysing the impact of inflation on an economy’s
populace. The third section explains the government’s justifications for exercising fiscal constraint
during the crisis, how this reflects a misunderstanding of money, and why spending should be
constrained by an inflation constraint not a budget constraint. The fourth section focuses on the
Bank of England’s policy response and the theoretical framework that underpinned it, why it was
ineffective at reducing inflation, and how inflation caused by excess aggregate demand can be
controlled while maintaining full employment. The final section of the discussion explains the
significance of firm’s pricing strategies in shaping inflation, gives a pricing strategy-informed
explanation of the causes of the cost-of-living crisis and details the policy implications of this

understanding.

A conclusion follows the discussion, reflecting on the paper’s key findings and their significance.
The report culminates with a detailed series of policy recommendations that build upon the
findings of the discussion. These policy recommendations integrate into a comprehensive inflation
management strategy that can mitigate both demand-side and supply-side sources of inflation,

while minimizing the impact on the population’s quality of life as much as possible.



3. Discussion
3.1 Background

As the outbreak of the COVID19 pandemic devastated the world, the British government engaged
in a programme of functional finance, a set of policies designed to achieve social objectives
without concern for a balanced budget (Lerner, 1943). Public debt ballooned, with government
deficit spending reaching 15.3% of GDP by the financial year ending March 2022 (ONS, 2022). The
then Chancellor of the Exchequer Rishi Sunak, was keen to stress that these were temporary
measures, stating in November 2020 that the government had a responsibility to “return to a
sustainable fiscal position” (Kitromilides, 2023). In response to the emerging cost-of-living crisis,
in October 2022 the British government announced several broad support schemes such as the
Energy Price Guarantee, which limited the unit prices of energy to levels below Ofgem tariff caps
((Cribb et al., 2023). Despite the enormity of the strain on the British consumer, Sunak argued that
unfunded tax cuts or spending increases would be inflationary, stressing that more
borrowing-financed stimulus would “add to inflationary pressures” and force interest rates higher

(Sowels, 2024).
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Figure 1.

Quarterly and annual energy bills for a typical consumer, over time.

Note. From The cost of living crisis: A pre-Budget briefing (No. R245), by J. Cribb, R. Joyce, H.
Karjalainen, S. Ray-Chaudhuri, T. Waters, T. Wernham, and X. Xu, 2023.



Such sentiments were echoed by the governor of the Bank of England Andrew Bailey, who raised
concerns about wage-price spirals and unfunded fiscal loosening adding to inflationary pressure
(BBC, 2022; Bloomberg, 2023). By the end of the year, broad support schemes began to be phased
out, plunging millions into fuel poverty (NEA, 2025). Additionally, from December 2021 to August
2023 the BoE raised interest rates 14 times in a failed effort achieve its 2% inflation rate target
(Carella et al. 2024). The initial supply-side shocks that caused the cost-of-living crisis differed
significantly from other inflationary periods such as the “Lawson Boom”, which was caused by
demand-pull factors (Attanasio & Weber, 1994). These past inflationary periods shaped the
Monetarist and New Keynesian ideas that dominate economic discourse among the public,

politicians and policy makers, foreshadowing their ineffectiveness (Weber et al., 2022).
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3.2 Inflation

Inflation can be defined as a sustained increase in the general price level of goods and services in
the economy, leading to fall in the purchasing power of money. In the United Kingdom, the standard
measure of inflation is the Consumer Price Index (CPl), which tracks the average price change of a
basket of around 700 goods and services and is used when evaluating the BOE’s target rate. CPIH
(CPI including housing) is the most comprehensive consumer inflation index as it includes
owner-occupiers’ housing costs (OOH) and Council Tax (GAD, 2017). The Retail Price Index, which
isin the process of being phased out, includes mortgage interest payments instead of OOH (GAD,

2017).

It is contested whether these standard indices are useful, as their representation of the “average
consumer” masks the distributional dispersion in experienced inflation. For example, low-income
households face higher effective inflation than suggested by headline CPI because of different
expenditure weights and weaker bargaining power (Wildauer, 2022). In the case of the UK, during
the cost-of-living crisis, the lower in the income distribution you were, the higher the inflation you
could expect to face, as well as the proportion of that inflation that was caused by food and energy

price increases (Cribbs et al, 2023).
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Figure 3.

Inflation by income decile, January 2023 and prediction for April 2023.

Note. From The cost of living crisis: A pre-Budget briefing (No. R245), by J. Cribb, R. Joyce, H.
Karjalainen, S. Ray-Chaudhuri, T. Waters, T. Wernham, and X. Xu, 2023.



3.3 Budget Constraint Vs. Inflation Constraint

Fears over inflationary borrowing-financed spending prompted the phasing out of energy bill
subsidies for consumers and households. The concern over the government creating money being
inflationary is rooted in the monetarist interpretation of the quantity theory of money (Friedman,
1970). The monetarist view states that inflation can only be driven by the money supply growing at
a faster rate than economic output (Friedman, 1970). This narrative has become credible in the
public imagination due to the catastrophes of the Weimar Republic and Zimbabwe, despite its
underlying theory’s flaws (Bernal, 2021). The quantity theory of money assumes that the money
stock can be controlled exogenously, but in reality, both private banks and governments create
money, with most of the money in the British economy having been created by private banks

(McLeavy et al., 2014).

This does not supply support for unlimited government money creation but rather that it should not
be limited by a budget constraint but rather an inflation constraint (Fullwiler et al. 2019). To honour
aninflation constraint, the state would need to focus more on evaluating projects, to minimize their
inflationary impact on other aspects of the economy. If aggregate demand does threaten to exceed

productive capacity, taxation can be used to reduce private purchasing power (Kelton, 2020).
3.4 NAIRU Vs. NAIBER

The BoE’s fears were driven by a New Keynesian NAIRU analysis which failed to internalize the
significance of supply-side shocks (Onaran, 2022). The New Keynesian NAIRU framework holds
that inflation is primarily driven by excess demand in relation to capacity (Weber et al., 2022). The
tight labour market that the Bank of England raised concerns about, served as an indicator that
labour demand outstripped labour supply, meaning the unemployment rate was below the NAIRU
(BoE, 2023). This framework accepts that constraining aggregate demand to the point of recession
is a necessary evilto rein in inflation (Onaran, 2022). Its logic is contested by post-Keynesians who
assert that as employment is driven by expected sales, in the long run supply adjusts to actual
demand (Galbraith, 1997). Additionally, the empirical evidence that justifies the NAIRU being the

cornerstone of anti-inflationary policies is weak (Galbraith, 1997).



The BoE’s interest rate hikes failed to achieve its intended goal. Moreover, itis unclear whether they
have contributed to the fall in inflation documented above. A model of the UK economy was
constructed to investigate the effectiveness of the Bank of England’s interest rate hikes beginning
in 2022 (Ozden & Yeldan, 2025). The simulation results suggested that this approach has been

ineffective at controlling inflation because it ignores supply-side factors Ozden & Yeldan, 2025).
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Figure 4.
United Kingdom Bank rate ad CPIH.
Note. Data from Bank of England (2025) and Office for National Statistics (2025a).

The non-accelerating inflation buffer employment ratio (NAIBER) is an alternative to the NAIRU.
Instead of using a buffer stock of unemployed people to restrain wage and price pressures, it uses
a buffer stock of Job Guarantee workers employed at a fixed program wage, and inflation is stable
when the ratio of these JG workers to total employment is at its non-accelerating level (Mitchell,
1998). When demand is tight and inflationary pressuresrise, fiscal and monetary policy is tightened
such that some workers move from higher-wage, market-sector jobs into the fixed-wage Job
Guarantee pool, increasing the BER and disciplining wage demands without increasing

unemployment (Mitchell & Wray, 2005).



3.5 The Microeconomic Foundations of the Cost-Of-Living Crisis

3.5.1 How Pricing Strategy Shapes Prices

Globally, evidence suggests that increasing prices have been driven by increasing profits not by
excess aggregate demand (Bivens 2022a, 2022b; Glover et al. 2023; Stiglitz and Regmi 2022). This
indicates that prices rose due to seller’s desires to increase prices, a phenomenon known as
seller’s inflation (Lerner, 1956). Understanding whether firms were defending their margins against
cost increases, or exploiting the situation to increase profits requires knowledge of how firms set
prices. Firms set prices by setting markups over costs (Blinder et al. 1998). The ‘degree of
monopoly” theory of pricing extends this by positing that firms set prices as a markup over prime
costs with the markup being determined by the firm’s degree of monopoly (Kalecki, 2013). In the
UK, itis not only the costs of production that have driven up prices, as markups increased by 14.7%

between 2014 and 2022 (Guschanski & Onaran, 2025).

1.454

1.4

1.25

1 I I

2014 2016 2018 2020 2022

Figure 5.

Revenue-weighted average markup in the UK.

Note. From UK markups and profit margins during the pandemic and its aftermath, by A.
Guschanski and O. Onaran, 2025.

Despite having relatively low markups, large firms have been the most significant drivers of markup
growth. On average, the larger a firm is the smaller its markup, but the more likely it is to have
increased its markup since 2019 (Guschanski & Onaran, 2025). This supports Kalecki’s degree of
monopoly theory of pricing as it suggests that larger firms were able to exploit their size, implying
that they benefitted from increased monopoly power. However, understanding how this monopoly

materialized requires analyzing the events of the cost-of-living crisis through a theoretical lens.
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3.5.2 A Pricing Strategy-Aware Account of the Cost-of-Living Crisis

Weber & Wasner (2023) constructed a three-stage framework to understand how large firms can
hike prices after a period of price stability. Firstly, the impulse stage consists of price increases in
systematically important sectors. In the impulse stage there were three main factors. Commodity
prices are extremely responsive to the changes in the economic growth rate which will determine
their demand (Kaldor, 1985). During the global economic shutdown in the first 6 months of 2020,
commodity prices declined sharply, but as production began to expand in the third quarter, prices

increased significantly, a trend intensified by speculation (Onaran, 2022; Weber & Wasner, 2023).

1.2 O/HW 10th Percentile

——e—

—&— 25th Percentile
—+— 50th Percentile
—©— 75th Percentile

eS¢ —e ¢899 —& S0hPercentile
Ot < O

=== Weighted Average

B4

| T I T
2014 2016 2018 2020 2022

T

Figure 6.

Markup by (revenue-weighted) percentiles.

Note. From UK markups and profit margins during the pandemic and its aftermath, by A.
Guschanski and O. Onaran, 2025.

The second factor was caused by the supply chain bottlenecks and subsequent input shortages
that prevented firms from servicing demand. These shocks applied to all firms, reducing
competitive pressure. This granted firms temporary monopoly power, as demand was significantly
larger than supply, resulting in the perception that it was price inelastic (Weber & Wasner, 2023).
This facilitated price hikes that were only limited by the price elasticity of demand, subject to the
condition of the absence of both falling capacity utilization not increasing costs and substitution
efforts (the success of which is limited in the short run) (Weber & Wasner, 2023). This resulted in

significant profit margin increases.
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The third factor is that firms may have increased prices in response to pandemic-related reduced
production, to defend against falling capacity utilization increasing per unit overhead costs,
reducing profit margins (Weber & Wasner, 2023). If any of these impulses originated in
systematically important sectors that produce crucial, they could have triggered reinforcing price

feedback that reverberated throughout the economy (Weber et al., 2022).

The second stage is the cost shock stage of propagation and amplification. The cost shocks caused
by the factors in the impulse stage, served as a means of coordinating price increases to protect
profit margins (Weber & Wasner, 2023). Media documentation of supply chain issues and price
increases facilitated implicit price increase coordination, but also reduce the price elasticity of
demand, as the consumer interprets price increases as inevitable (Weber & Wasner, 2023).
Amplification occurred when sectors who have experienced a cost shock, also experienced a
supply chain bottleneck or a demand shock, granting temporary strengthened monopoly power,

facilitating further rises in profits (Weber & Wasner, 2023).

The final conflict occurs when labour attempts to gain wage increases to offset the rise in prices
(Weber & Wasner, 2023). The ability of labour to restore its share of national income is dependent
on its bargaining power (Hein 2024, Onaran, 2022). If a labour force can gain wage
overcompensation it can act as a cost shock, restarting the propagation process (Weber & Wasner,
2023).Despite Brexit and the Russo-Ukrainian War compounding prolonging inflationary dynamics,
inflation has proved to be transitory, reflecting the subsiding of the initial impulses and the weak
bargaining power of British labour (Guschanski & Onaran, 2021; Onaran, 2022; Weber et al., 2022;
Weber & Wasner, 2023).
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3.5.3 Policy Implications of UK Firms’ Pricing Strategies

Post-pandemic markups have not fallen, and by 2022 profits margins had reached a record high,

with preliminary data from 2023 suggesting this upward trajectory has continued (Guschanski &

Onaran, 2025). This is an issue that windfall taxes, a form of taxes levied on firms and sectors that

experience supernormal profits can address.
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Change in the within-firm markup between 2014-2022 vs union density.
Note. From UK markups and profit margins during the pandemic and its aftermath, by A.

Guschanski and O. Onaran, 2025.

Conflict inflation theory suggests that markup increases are constrained by the threat of workers

demanding higher wages, potentially starting a wage-price spiral (Rowthorn, 1977). This suggests

that the bargaining power of labour can restrain markup moderation within firms (Guschanski &

Onaran, 2025). This is important for the UK, where the “markup increases within firms” channel is

the primary driver of increasing profit margins (Guschanski & Onaran, 2025). The negative

correlation between markups and trade union density suggests that trade union strength can

restrain markup increases (Guschanski & Onaran, 2025).
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4. Conclusion

This report was conducted to explain and evaluate both the causes of pandemic-era inflation and
the policies that were implemented in response to them. The policies implemented by both the
administrative government and the Bank of England were shaped by memetic narratives and
conformity to macroeconomic frameworks, rather than the true underlying causes and factors.
Government policy was driven by concerns over money supply growth and excess demand,
ignoring the reality that inflation is primarily a function of distribution, costs and real resource
constraints (Fullwiler et al., 2019; Hein, 2024; Weber & Wasner, 2023). The government driven by
ill-founded Monetarist concerns over inflation, restricted fiscal support to the population, to the
detriment of millions (NEA, 2025). The BoE raised interest rates with the intent of raising
unemployment and constraining output, neglecting the microeconomic foundations of inflation
(Onaran, 2022). These measures implemented by both parties failed to control inflation, which has
been largely reduced by the underlying impulses resolving themselves, although inflation is still

above target.

If the failings of approaches outlined above are recognized, it would naturally lead to a complete
overhaul of inflation management policy, to ensure that the government is able to protect the
economy from another cost-of-living crisis, and to hasten the dissipation of the ongoing one. The
next section briefly outlines some policy suggestions that recognize the importance of this

investigation’s findings.

14



5. Recommendations

e This report recommends that New Keynesian NAIRU monetary policy be abandoned, in favour
of a NAIBER job guarantee policy. This approach contextualizes price stability and full
employment not as opposing objectives, but as complementary goals (Mitchell, 1998). This
approach should prove popular as polling shows that 72% of the British public support a job
guarantee policy (Lalucq & Tcherneva, 2022). This approach recognises that it is unequipped to
combat supply-side shocks and that if inflation puts JG workers under pressure, the public will

need other forms of support (Mitchell & Wray, 2005; Tcherneva, 2003).

e Consequently, we suggest that during inflation crises the British state should engage in a
programme of “functional finance”, funding generous benefits packages like energy subsidies
for consumers. Concerns over a budget constraint must be replaced with careful monitoring of
an inflation constraint (Bernal, 2021). When this constraint is under stress, funding for wasteful
programmes should be removed (Bernal, 2021). For example, there is mounting evidence that
the British nuclear deterrent programme does not work, despite costing £3 billion annually (BBC,

2024).

e Thisreportrecognises that inflation emanating from supply-side shocks requires fundamentally
different policy solutions. To discourage the firm sector from exploiting temporary monopoly
power, windfall taxes on excess profits should be implemented (Onaran, 2022). Simulation
modelling suggests that this approach is one of the most effective in tacking seller’s inflation
(Wildauer et al., 2023). Furthermore, revenue raised from windfall taxes should be used for the

benefits packages used to protect workers.

e A lack of buffer stocks for commodities proved to be a vulnerability for the UK during the cost-
of-living crisis. We suggest the construction of buffer stocks of both energy and key food stuffs.
There is mounting evidence that with the embrace of renewable energy, it could become self-
sufficient (Jenkins et al., 2023). The UK’s reliance on food imports has been evidenced as a
national security issue, which can be addressed through crop diversification and innovative new
farming methods (Garnett et al., 2020). In both cases, a policy of functional finance can be used
to expand domestic production, leading to the replenishment of critical commodity buffer

stocks, stabilising prices.
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e Thisreportrecommends the strengthening of the trade unions, considering evidence suggesting
that strong trade unions can restrain firms from increasing markups, as workers will demand

higher wages, eliminating the gains from price hikes (Onaran, 2022).

e This report recognises that speculation in commodity markets exacerbated the crisis and
suggests banning speculation both in commodity markets, and credit-fuelled speculation on

assets that generates significant inflationary pressure (Bernal, 2021; Onaran, 2022).
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