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Recent pandemic developments
 Infections are on the rise in

many parts of the world
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The pandemic rears its ugly head again1
New cases2

People fully vaccinated
Per million people

Per hundred people

Patients in intensive care units
Per million people

 Strong regional differences
 Vaccinations have hit ceiling
 Hospital capacity is getting

strained in some countries
1

Based on data available as of 3 September 2021.

2

Seven-day moving average.

Source: Our World in Data.
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… and the outlook doesn’t looks so great
 Infections are up sharply due to
 spread of the delta variant
 slowdown in vaccinations

 limited effectiveness of some vaccines
 easing of restrictions
 transmission among young
 Resistance to vaccinations among certain parts of the population will be hard to overcome.
 Politically difficult to reimpose restrictions if the situation does not improve.
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Economic recovery continues but has slowed during the summer
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Euro area leads; UK and US lag; Japan and Australia contract in August

 EA most resilient

 fewer supply and labour
market constraints

PMIs (diffusion index)1

Manufacturing

Services

 no lockdowns
 UK hit by supply constraints
 US hit by weaker demand in

services and supply-chain
constraints in manufacturing

1

A diffusion index value of 50 indicates that the number of firms reporting improvement is the same as the number reporting deterioration.
Geographical aggregations based on GDP and PPP exchange rates.
Source: IHS Markit.
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Despite a setback, forecasts still point to a strong recovery …
 2021 growth forecasts:
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GDP growth forecasts for advanced economies

 revised down for US

Year on year percentage change

 revised up for EA

2021

2022

 2022 growth forecasts:
 revised up for JP
 otherwise stable
 In EMEs:

 growth revised down in Asia,
amidst downside risks

1

AU, CA, CH, GB and SE.

Sources: Consensus Economics; BIS calculations.

 brighter outlook for Latin
America and South Africa
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In the meantime, inflation keeps rising
 The spike has proven to be

more persistent than expected
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Headline and core inflation
In per cent
Major AEs

EMEs

June 2021 CPI Consensus forecast3

 Supply bottlenecks are

persisting and pressures on
input prices remain high
 Inflation forecasts for 2021 are

up notably in AEs and EMEs
PCE for headline and PCE excluding food and energy for core. 2 PPP-weighted average of CN, HK, IN, ID, KR, MY, PH, SG, and TH. 3 PPPweighted average of CL, CO, MX, and PE. 4 PPP-weighted average of CZ, HU, IL, PL, RU, and SA. 5 The dashed vertical line indicates the
start of the forecast (Q2 2021).
1

Sources: Consensus Economics; Datastream; national data; BIS calculations.
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Inflation has moved above central banks’ target in most economies
 Forecasts for 2021 point to risk
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Inflation rates, expectations and targets
Per cent

of inflation remaining above
target in US, CA, EA, GB, BR,
CL, CZ, KR
 Inflation expected to fall back

to target in 2022
 exceptions are US and GB
1

Cleveland Fed’s nowcast of personal consumption expenditure inflation for July 2021. 2 Consensus Forecast for India corresponds to the
fiscal year beginning April. 3 June 2021 for AU and JP, July 2021 for rest. 4 Average annual changes, year-end changes for Latin American
countries and Russia. 5 CN, EA, and US do not officially describe their monetary policy framework as inflation targeting.
Sources: Consensus Economics; Datastream; national data; BIS calculations.
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Not again!
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Motivation
 We need to understand inflation dynamics in an environment where inflation has been

enduringly low and stable within a credible monetary policy regime.
 Questions:
 What are contributions to inflation of generalised (common) and sector-specific (relative) price
changes in high and low inflation environments, respectively?
 How broad across sectors is the impact of changes in the stance of monetary policy in a low and
stable inflation regime?
 What are the implications for the conduct of monetary policy?
 Focus on US because of data availability:
 Monthly price indices for 131 narrowly defined PCE sectors going back to the 1960s.
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An inflation process in flux
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 Inflation in US fell substantially

and became much more stable
in the mid-1980s

US
headline PCE inflation and sectoral price changes
Hyperlink BIS
Hyperlink
BIS PCE inflation
US
headline
Hyperlink BIS
Per cent

12-month price change for broad
PCE sectors
Per cent

Per cent

Prices across narrowly defined PCE
sectors2
Dec 1962 = 100

 same pattern observed in
many other countries
 Rates of price changes in

broad sectors have become
more asynchronous
1

15-year moving standard deviation of 12-month headline PCE inflation. 2 Weighted percentile measures using sector shares as weights.
The narrowly defined sectors refer to the 131 categories based on a four-digit breakdown of personal consumption expenditures (PCE).

 Strong trends in relative prices

Sources: US Bureau of Economic Analysis; author’s calculations.
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An inflation process in flux (continued)
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 Fraction of overall variability

attributable to common
inflation component has fallen

The importance of the common factor underlying price changes has fallen sharply
Time-varying fraction of total pricechange variance due to the common
component 1

Fraction of price-change variance in
narrowly defined PCE sectors due to
the common component2

Per cent

Variance decomposition of 12-month
headline PCE inflation3
σ2

 The decline is pervasive
 Drop in the volatility of

inflation reflects the decline in
co-movement of price changes
1

The common component of 12-month percent changes in prices across all sectors and within each specified broad PCE sector is estimated
using a 15-year moving window. 2 Each dot corresponds to one of the 131 narrowly defined PCE sectors. 3 Time-varying volatility of 12month inflation is calculated using a 15-year moving window. The calculation of variance and co-variance contributions to the total variance
of 12-month headline PCE inflation is based on the 131 narrowly defined PCE sectors.
Sources: US Bureau of Economic Analysis; authors’ calculations.
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How about second-round effects?
+
 Construct relative “salient” price increases (∆𝑟𝑝𝑖,𝑡
):

 Relative: unrelated to fluctuations in the common inflation component
 Salient: large and therefore more noticeable
 Positive: they tend to constrain consumers
 Estimate a “pass-through” regression:
11
𝑐𝑜𝑟𝑒,12𝑚
+
𝜋𝑡+12
= 𝜇 + 𝛽𝑖 Δ𝑟𝑝𝑖,𝑡
+ 𝛾 𝑢𝑡 − 𝑢𝑡∗ +

 Sample periods:

𝑐𝑜𝑟𝑒,1𝑚
𝜌𝑠 𝜋𝑡−𝑠
+ 𝜖𝑡

𝑠=0

 Jan1960 – Dec1985: high and volatile inflation regime
 Jan1986 – Dec2019: low and stable inflation regime
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Second-round effects feature less prominently in inflation dynamics
 Distribution of pass-through
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Pass-through of “salient” relative price increases to core inflation has declined1
Density

coefficients for the low
inflation regime is much more
concentrated around zero
 Likelihood and size of second-

round effects from relative
price increases have
diminished substantially

1

Each line shows the weighted kernel density estimate (ie a smoothed histogram) of the distribution of pass-through coefficients of “salient”
relative price increases to 12-month ahead core PCE inflation for the specified sample period. The weights are equal to the sector-specific
average expenditure shares in each sample period.
Sources: US Bureau of Economic Analysis; authors’ calculations.
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Monetary policy implications
 Key questions:
 What has the role of monetary policy been in the large drop in the importance of the common
component of inflation?

 What are the implications for the policy’s ability to steer inflation once inflation is low and stable?
 Important to distinguish between
 Monetary policy regime (central bank’s reaction function)
- crucial for shaping inflation expectations of workers, firms and other market participants
 Changes in the stance of policy within the regime
- better regarded as marginal adjustments to policy settings
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The impact of changes in the monetary policy stance
 Need to identify marginal adjustments in policy setting (shocks):
 Unforeseen by market participants
 Not due to the Fed’s concern about current or anticipated economic conditions
 Miranda-Agrippino and Ricco (2021) approach:
 Use minute-by-minute financial data around FOMC announcement
 Control for the Fed’s own assessment of the macroeconomic outlook
 “Shocks” (Δ𝑚𝑡 ) available only for the low inflation period (Jul1992 – Dec2014)

 Estimate a sector-specific price response by local projections (Jordà, 2005):
12

𝜌𝑖,ℎ,𝑠 Δ𝑝𝑖,𝑡−𝑠 + 𝜆′ 𝑧𝑡 + 𝜖𝑖,𝑡+ℎ

𝑝𝑖,𝑡+ℎ − 𝑝𝑖,𝑡−1 = 𝛼𝑖,ℎ + 𝛽𝑖,ℎ Δ𝑚𝑡 +
𝑠=1
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The impact of changes in the monetary policy stance (continued)
 Response of prices to policy

shocks is very sluggish

The impact of monetary policy on prices varies across sectors
In per cent
Response of prices to a monetary
policy shock across narrowly defined
PCE sectors1

Proportion of statistically significant
price responses to monetary policy
shocks2

Proportion of statistically significant
price responses to positive and
negative monetary policy shocks2, 3

 Response is limited to a few

sectors
 Impact of monetary policy

appears asymmetric
1

Weighted percentiles of the response of prices across 131 narrowly defined PCE sectors to a monetary policy shock of 25 basis points. The
weights are equal to the sector-specific average expenditure shares. 2 Significant at 10% level. 3 In this specification, positive (ie
contractionary) and negative (ie expansionary) monetary policy shocks of 25 basis points are allowed to have differential effects on prices.
Sources: Board of Governors of the Federal Reserve System; US Bureau of Economic Analysis; authors’ calculations.
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Which sectors are more responsive to changes in policy stance?
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The
monetary
policy impact is concentrated in the service sector1
Hyperlink
BIS
Hyperlink BIS

 Bulk are in services

Per cent

Hyperlink BIS

 Services tend to be “cyclically

sensitive”

1

The dots show the point estimates of the response of prices at the 24-month horizon to a 25 basis points monetary policy shock, while the
black lines represent the associated 90% confidence intervals. 2 The point estimate of the impulse response of energy goods prices (not
shown) is –14%, with a 90% confidence interval equal to [–30%, 2%]. 3 Non-profit institutions serving households.
Sources: Board of Governors of the Federal Reserve System; US Bureau of Economic Analysis; authors’ calculations.
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Monetary policy amidst sector-specific price changes
 Ability to steer inflation:
 When sector-specific price changes account for the bulk of variations in the general price index,
monetary policy may face headwinds in moving inflation in the desired direction

- idiosyncratic price changes are less responsive to aggregate demand
- adjustment in the policy stance affect a relatively narrow set of prices
- large shifts in the stance may be needed to achieve a given target
 Desirability to steer inflation:
 Substantial fraction of sector-specific price changes are transitory
- responding to such transitory price changes can lead to an overreaction
- especially so if their transitory nature reflects agents’ rational inattention
- changes in relative prices provide critical signals for the efficient allocation of resources
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Especially relevant in the current situation
 Large hikes in prices of a small

number of pandemic-affected
goods and services

The share of sectors experiencing large positive price changes has risen recently1
In per cent
United States

Euro area

 Will these large relative price

increases feed into more
generalised inflation?
 Inflation is rising amidst

unprecedented fiscal and
monetary stimulus

1

Large positive price change is defined as a 12-month percent change in the sector-specific price index (131 sectors for the US and 77 sectors
for the EA) that is more than 2 standard deviations above its average calculated over the past 5 years.
Sources: ECB; US Bureau of Economic Analysis, authors’ calculation.
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Policy implications
 High premium on flexibility in pursuit of narrowly defined inflation target:
 Greater tolerance for deviations of inflation from targets within certain ranges
 Longer horizons to bring inflation back within those ranges
 Flexibility can be especially important to reduce the unwelcome side effects of

extraordinarily accommodative policy that may be needed to raise inflation back to
narrowly defined targets.
 Critical to ensure that inflation remains low and stable – range bound – anchored to a

credible monetary policy framework.
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