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Nothing surprised economic forecasters in 2021 more than consumer price inflation. Price growth skyrocketed through the 
year, culminating in year-on-year growth in the U.S. Consumer Price Index (CPI) of 7.0% in December 2021 – the fastest 
rate in 40 years (Chart 1). 

The surge in price growth has been concentrated in goods. The poster child of higher prices is the used vehicle market, where 
prices surged nearly 40% in 2021 and are up an unprecedented 50% over the past two years. The cost of filling up those ve-
hicles has been similarly eye popping, up 50% in 2021 alone. Taken together, transportation costs, while accounting for less 
than a fifth of the consumer basket, contributed well over half of 
the acceleration in overall price growth in 2021.

The pandemic-related factors behind the run up in transportation 
costs should fade, though perhaps not as quickly as we might like, 
especially in light of the latest Omicron setback. However, price 
growth is accelerating for a wider range of items, including food, 
clothing and rent. One can point to idiosyncratic sources of price 
pressures within any of these categories, but the broadening of 
inflation reflects the underlying strength in demand relative to 
supply and will only slow as these move closer to balance.

Inflation is likely to come down in 2022 but remain above the 
Fed’s 2% target, providing the impetus for continued normaliza-
tion in monetary policy that will extend past this year.

Highlights	
•	 Inflation was the big surprise of 2021, coming in well above both analyst and central bank expectations. 
•	 The mantra that price pressures are transitory has been increasingly challenged by the ongoing mismatch between supply 

and demand.
•	 Expectations for inflation to move lower hinge on supply constraints easing, especially within the transportation sector, 

allowing production to pickup and, goods price pressures to diminish.
•	 As vehicle and gasoline price gains slow, other goods and services are likely to take up some of the slack. Rents are top 

of the list, and more likely to accelerate than decelerate over the next several months.
•	 With an increasingly high-pressure economy, a higher federal funds rate and tighter financial conditions will be required 

to lower the temperature on inflation.
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Transportation Costs to Ease, but U.S. Inflation 
Will Remain Elevated through 2022
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Chart 1: Consumer Price Inflation Near Forty Year                        
High in 2021
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Vehicle Prices to Remain Elevated, but Growth 
Should Slow by Year End

Few things have been more impacted by the pandemic 
than transportation. The initial shock hit demand as much 
as supply. As lockdowns were introduced in the spring of 
2020, flights were grounded and busy public transit sys-
tems suddenly emptied. As recovery set in, demand re-
bounded but also shifted toward vehicles. Supply issues, 
on the other hand, continued to build.

Used vehicles were the first front in this war, accelerat-
ing as soon as economic reopening started in the summer 
of 2020 (Chart 2). Between July and September of 2020 
used vehicle prices rose over 14% (non-annualized). This 
initial run up in prices was unique to the used vehicle 
market, attributable in part to resurgent demand, but 
also to a drop in trade-in activity due to the months long 
closure of dealerships, as well as rental agencies refrain-
ing from upgrading fleets, eliminating a major source of 
used vehicle supply.

Over the past year, supply constraints in the new vehicle 
market have become more acute. Shortages of microchips 
and other inputs led to a steep reduction in vehicle produc-
tion in 2021 and record low inventories of new vehicles. 
This prolonged and amplified the demand push into the 
used vehicle market. In 2021, used vehicle sales hit a re-
cord high of over 41 million, overtaking their pre-pan-
demic level. New sales on the other hand came in at just 
under 15 million, two million below their level prior to 
the pandemic. 

The hyperactive rise in prices looks to have weakened ve-
hicle demand. Used vehicle sales peaked in the spring of 
2021 and fell through the end of the year (Chart 3). Weaker 
demand should help to alleviate some of the shortages, as 
should a return to more normal trade-in activity and fleet 
deliveries. Indeed, inventories of used vehicles began to 
move higher in late 2021 according to Kelley Blue Book, 
but remain at low levels.

At the same time, auto makers plan to increase produc-
tion over the course of this year. Hitting these goals will 
require supply chain constraints to ease. The good news is 
that investment has increased and automakers are increas-
ingly partnering with chip companies in an effort to secure 
supply. The bad news is that it will take time –  likely years 
–  to bear fruit. In the meantime, the Omicron variant 
may worsen production challenges. Indeed, several auto-
makers have recently announced plant shutdowns due to 
input shortages.

All told, we expect continued pressure on vehicle prices 
over the first half of the year, but by the second half a 
pickup in auto production, alongside a more stable de-
mand environment should allow inventories to be rebuilt 
and prices to slow. With any luck, by the end of the year 
vehicles should no longer be a source of upward pressure 
on inflation.

Energy Prices Unlikely to Add to Inflation in 2022

The other major contributor to price growth over the 
course of the past year was also transportation related. 
Over the course of 2021, the cost of gasoline soared, rising 
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Chart 2: Two Years of Unprecedented Used 
Vehicle Price Growth

CPI Used Cars & Trucks Price Index, Year-over-Year % Change

Source: Bureau of Labor Statistics, TD Economics. Last observation: December 2021. 

25

30

35

40

45

Dec-19 Apr-20 Aug-20 Dec-20 Apr-21 Aug-21 Dec-21

Chart 3: Used Vehicle Sales Peaked in the 
Spring of This Year
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*Seasonally adjusted at annual rate.                                                                                         
Source: Cox Automotive, TD Economics.
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50% year-on-year to December (Chart 4). Much of this 
was due to a higher price of oil. From a starting point un-
der $50 a barrel, the benchmark West Texas Intermediate 
(WTI) oil price rose 50%, ending the year just shy of $75. 
The price of oil hit a peak near $85 a barrel in October 
before pulling back in November and December, then 
bouncing back again this month. 

The dramatic increase in the price of oil in 2021 must be 
taken in the context of the previous year when it plum-
meted to a record low. As we move further away from this 
extreme shock, price dynamics should be more quiescent. 
While supply risks remain front and center, oil produc-
tion is expected to remain on an upward trajectory across 
OPEC+ and North American producers in 2022. Con-
sumption is also likely to grow, but likely not as fast as it 
did in 2021, providing some relief to tight markets. Over-
all, we expect the price of oil to end 2022 to end the year 
averaging $75 in the fourth quarter, slightly below the $77 
it averaged in the fourth quarter of 2021. As a result, gaso-
line prices should also fall slightly over the course of 2021, 
removing this source of inflationary pressure.

Outside of oil, energy prices were also pushed higher by 
spiking natural gas rates, which rose in part due to a glob-
al supply crunch driven by several simultaneous shocks 
in Europe and Asia. Geopolitical risks remain elevated, 
especially in Europe, but price spikes of the magnitude 
observed over the past year appear less likely. At the same 
time, like oil, higher prices should bring on more natural 
gas production. We expect the Henry Hubb benchmark 
natural gas price to fall to $4.0 per million Btu, down 

from $4.8 in the final quarter of 2021. Overall, we an-
ticipate energy prices to fall slightly in 2022, bringing the 
year-on year contribution to inflation from two percent-
age points to below zero by the end of this year.

Housing Costs Alone Will Keep Inflation Above 2%

As transportation costs cool, other components of the CPI 
basket are likely to continue to heat up. First and foremost 
among these are shelter costs. Shelter costs make up over a 
third of the consumer basket, so any acceleration in price 
growth in this area will contribute more to overall inflation. 

The largest component of shelter costs is rent, both among 
actual renters and “owners’ equivalent rent,” which cap-
tures the rent that owners would pay if they had to pay 
rent. Practically speaking, rents in the CPI are slow mov-
ing measures that follow home price and market-based rent 
measures with a lag. This suggests that the past strong run 
up in home prices in rents over the past year – the Core-
Logic Home Price Index was up 19.1% to October, while 
the Zillow Observed Rent Index was up 15.7% to Decem-
ber – will show up in accelerated shelter costs within CPI 
over the next one (Chart 5). 

Indeed, based on the historical relationship with home 
prices and rents, we anticipate CPI shelter costs to move 
from 4% to above 5% by mid-year. As a result, shelter costs 
alone will contribute over two percentage points to CPI. In 
other words, even if price growth for every other compo-
nent of the CPI falls to zero, housing costs alone will push 
the Consumer Price index north of 2%.
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Chart 4: A Year of Rapidly Rebounding Gasoline Prices 

0

5

10

15

20

25

2015 2016 2017 2018 2019 2020 2021

Chart 5: Robust Home Price & Rent Growth Likely 
to Show up in CPI Rents This Year
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Last observation for Core Logic and CPI Rent is September 2021, While Zillow December 2021.
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Hot Economy Will Keep Pressure on Inflation

Of course, other areas of the consumer basket, includ-
ing food, apparel, and other goods and services have 
also seen an acceleration in prices in recent months. The 
broadening of price pressures evident in recent CPI data 
is consistent with an economy where overall demand is 
running above supply. 

One way of showing this is the output gap, which mea-
sures actual activity (demand) relative to an estimate of 
the economy’s productive potential (supply). The Congres-
sional Budget Office estimates the latter on an annual ba-
sis. Based on their most recent estimates, the American 
economy is roughly in balance now, but based on our ex-
pectations for economic growth it will exceed its produc-
tive potential by close to a percentage point by the end of 
this year (Chart 6).  This suggests continued pressure on 
overall inflation. 

In fact, the the labor market is arguably already in “excess 
demand” territory. Job openings are running higher than 
the number of unemployed and wage growth has picked 
up sharply. In December, the Atlanta Wage tracker ac-
celerated to 5%, its highest level in over 20 years (Chart 
7). Given the continued mismatch between labor demand 
and labor supply, wage growth appears unlikely to deceler-
ate any time soon. Over the past two decades, wage trends 
have not been a great predictor of inflation, but this is like-
ly because both wages and inflation were so benign. The 
attention given to inflation now has sharpened the aware-
ness of workers that their earnings are being eroded by 
higher prices. With solid pricing power among businesses, 
this raises the likelihood that the two become more inter-
twined, keeping the heat turned up.

Hopefully, the strong growth in wages will help to draw 
people back into the labor market – the decline in the la-
bor force participation rate of Americans of all ages since 
the pandemic began means that there are over two mil-
lion fewer people actively participating in the labor market 
(Chart 8). Higher wages should bring some of these people 
back, but if recent history is any guide, it will not hap-
pen quickly. With solid productivity growth around 2% 
annually, 5%-6% wage growth is consistent with inflation 
between 3% and 4%.

Bottom Line

Taking a bottom up and top down approach to the outlook 
for U.S. inflation over the next year, there is good reason 
to expect it to slow from the 7% reached in December. The 
outsized contribution from transportation – both vehicle 
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Chart 6: Demand Running Above Supply Means 
Ongoing Inflationary Pressure

Forecast
U.S. Output Gap, Real GDP % of Estimated Potential GDP

Source: CBO, TD Economics Forecast as of December 2021.
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Chart 7: Wage Growth is the Fastest in 20 Years
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Chart 8: The American Labor Force Has Still Not 
Recovered from COVID-19 Shock
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markets performance.  These are based on certain assumptions and other factors, and are subject to inherent risks and uncertainties.  The actual outcome may be 
materially different.  The Toronto-Dominion Bank and its affiliates and related entities that comprise the TD Bank Group are not liable for any errors or omissions in 
the information, analysis or views contained in this report, or for any loss or damage suffered.

prices and fuel – is likely to fall out over the next year, re-
ducing the headline rate by around 3.5 percentage points. 

At the same time, the contribution from housing is likely 
to increase. Based on the historical relationship with home 
prices and rents, shelter costs look set to add upwards of 
0.5 percentage points more to inflation over the course of 
2022 than it did in 2021. 

For the remaining half of the consumption basket, the rate 
of price growth is likely to remain above 2%. While some 
moderation in goods prices should happen as production 
normalizes, global supply challenges could remain acute 

for several more months, especially in light of the spread-
ing Omicron variant and its impact on global trade. As de-
mand shifts back to services, price growth could accelerate 
further, especially given the ongoing tightness of the labor 
market. 

All told, the balance of risks to the inflation outlook sug-
gests a rate between 3% and 4% at the end of 2022. Key to 
reducing inflationary pressures will be the withdrawal of 
monetary policy, which is likely to extend well past 2022 
in order to move inflation to the Fed’s 2% target.
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