Inflation: a look under the hood
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Inflation = two regimes + transitions
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Low- and high-inflation
regimes are very different in
their self-stabilising properties

Transitions from a low- to a
high-inflation regime are self-
reinforcing

It is desirable for monetary
policy to adapt to the two
regimes and the transitions
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Low-inflation regimes: inflation volatility and price co-movement are lower
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Low-inflation regimes: relative price changes have smaller repercussions

Price spillovers across sectors are more muted... ...and outsize price increases transmit less to core inflation
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Low-inflation regimes: the pass-through to inflation is weaker...

... from oil price changes ... ... and from exchange rate depreciations
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Low-inflation regimes: price changes are less persistent

Persistence of aggregate inflation Persistence of sectoral price changes
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Low-inflation regimes: self-equilibrating

Low-inflation regime

Self-equilibrating

Individual prices hardly move together...

...and their imprint on inflation is temporary







Low-inflation regimes: the pass-through between wages and inflation is weaker
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Prices to wages
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Low-inflation regimes: wages and prices chase each other more slowly

Time it takes to recoup half of the shortfall
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Inside the wage and price-setting process:

=7~ Structural factors:

* Globalisation

» Demographics

» Technology

» Political preferences
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Bargaining power has declined over time

Wage coordination is less pervasive
% of countries
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Wage bargaining is less centralised
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Inside the wage and price-setting process:

; VFV Cyclical factors

Economic slack
(key focus of the Phillips curve)
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Inside the wage and price-setting process:

Level of inflation itself
Impact on incentives and pricing
power
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Low-inflation regimes: agents are rationally inattentive

Low-inflation High-inflation
regime regime




Higher inflation means more similar sectoral price changes

Advanced economies
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Higher inflation means more similar sectoral price changes

Advanced and emerging market economies
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Higher inflation means more similar sectoral price changes and more indexation

Advanced and emerging market economies
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Indexation in wage contracts
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Monetary policy affects inflation through...

( ...characteristics of the
/ framework
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Monetary policy affects inflation through...

1

...changes to the policy
stance within a
framework
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Low-inflation regimes: monetary policy can be more flexible

®
® @®
Since inflation is self- ...and monetary policy loses
equilibrating... traction
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Monetary policy affects prices significantly only in a few sectors

Sectoral price changes with a significant response
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Monetary policy overwhelmingly affects the common component of price changes

Common component of sectoral price changes |diosyncratic components with a significant response
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Monetary policy when transitions threaten

é High-inflation regime

Self-equilibrating Transitions Not self-equilibrating
Self-reinforcing

Low-inflation regime

Need for a timely and decisive response
Transitioning back is costly

Transitions are inherently uncertain




Conclusion

Looking UTH sees the
inflation process as two
regimes, plus transitions

It helps calibrate policy to
them

The perspective is especially
relevant today as a transition
looms
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