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Several commentators have been concerned about the possibility that the euro area may be experi-
encing disinflation with the risk of deflation. However, the euro area is not the only economy navigat-
ing the risky waters of low inflation. Several other advanced economies have recently experienced
below-target inflation as well as outright deflation. In this article, the authors collect data for nine
advanced economies and document several facts about the behavior of inflation during the 2002-14
period. First, they show that the relationship between inflation rates and short-term rates displays
similar changes across advanced economies—with and without central bank programs designed to
increase the size of their balance sheets (e.g., large-scale asset purchases). Second, they describe recent
indications that headline and core inflation are below target for individual countries. They then discuss
various explanations for this trend (global factors, output gaps, and changes in inflation expectations),
showing that there is some important heterogeneity across countries. Finally, they show that while
output has become even more synchronized across countries since 2008, the cross-country correlation
of inflation is no longer higher than the cross-country correlation of output. (JEL E31, E43, F42, F44)

Federal Reserve Bank of St. Louis Review, Third Quarter 2014, 96(3), pp. 267-94.

he 2007-09 financial crisis was accompanied by the first global recession in decades

(Imbs, 2010). During that global recession and subsequent recovery, the behavior of

inflation has attracted the interest of policymakers and researchers. In particular,
several commentators have voiced concerns about low inflation in the euro area—or “lowfla-
tion,” as the International Monetary Fund (IMF) recently described this environment (see
Moghadam, Teja, and Berkmen, 2014). Several other advanced economies have experienced
either below-target inflation or outright, if mild, deflation.

In this article, we collect inflation data for nine advanced economies: three large advanced
economies (the euro area, Japan, and the United States) and three small open economies
(Sweden, Switzerland, and the United Kingdom)—all of which have implemented or are still
implementing some form of program designed to increase the size of the central bank’s balance
sheet (such as large-scale asset purchases [LSAPs])—plus three small open economies without

Silvio Contessi is an economist and Li Li is a graduate student at Harvard University and a former senior research associate at the Federal Reserve
Bank of St. Louis. Pierangelo De Pace is an assistant professor at Pomona College. The authors thank David Andolfatto, Riccardo Di Cecio, Johanna
Francis, and Yi Wen for useful comments and conversations.

© 2014, The Federal Reserve Bank of St. Louis. The views expressed in this article are those of the author(s) and do not necessarily reflect the views
of the Federal Reserve System, the Board of Governors, or the regional Federal Reserve Banks. Articles may be reprinted, reproduced, published,
distributed, displayed, and transmitted in their entirety if copyright notice, author name(s), and full citation are included. Abstracts, synopses, and
other derivative works may be made only with prior written permission of the Federal Reserve Bank of St. Louis.

Federal Reserve Bank of St. Louis REVIEW Third Quarter 2014 267


http://research.stlouisfed.org/econ/contessi/

Contessi, De Pace, Li

LSAP programs (Canada, Denmark, and Norway). We then document several facts about the
behavior of inflation during the 2002:01-2014:04 period.! First, we show informally that the
relationship between inflation rates and short-term interest rates displays similar changes
across advanced economies with and without large LSAP programs. Second, we document
that headline and core inflation have recently been below inflation targets in all nine countries.
However, observing inflation and price levels from a medium-term perspective reveals some
important heterogeneity; very few countries are far from their medium-run objective. We dis-
cuss various explanations for this phenomenon: global shocks, economic slack, and changing
inflation expectations. Among the large economies, the recent behavior of inflation suggests
different trends and explanations. Finally, we show that the cross-country correlation of infla-
tion is no longer higher than the cross-country correlation of output.

THE MONETARY POLICY FRAMEWORK OF NINE ADVANCED
ECONOMIES

A large body of research has examined recent changes in monetary policy in advanced
economies (see, for example, Bullard, 2010; Fawley and Neely, 2014; and Thornton, 2014).
Here we provide a synthetic description of the monetary policy framework and stance in the
nine economies studied. In most figures, the top panel represents the three large economies
(the euro area, Japan, and the United States), all of which have implemented (or are still
implementing) some form of LSAP program, as measured by a large expansion of the central
bank’s balance sheet. The middle panel represents the three small open economies (Sweden,
Switzerland, and the United Kingdom) that have implemented or had implemented some form
of LSAP program. The bottom panel represents the three small open economies (Canada,
Denmark, and Norway) without LSAP programs.

Table 1 summarizes the historical and current inflation targets and the monetary policy
instrument. Figure 1 plots the monetary policy rates of the nine economies and the asset sizes
of their respective central bank balance sheets divided by nominal gross domestic product
(GDP); this provides a sense of the magnitude of the unconventional monetary policy. Gen-
erally speaking, at the time this article was written, policy rates for most countries were at or
close to the zero lower bound and had been there for a few years. In six of the economies, dif-
ferent LSAPs have been used in combination with extremely accommodative policy rates.
Seven of these countries use forward guidance, as discussed below.

Inflation Targeting

Inflation targets are implemented in about 30 countries in various formats. Hammond
(2012) provides an excellent review of the main modalities and country experiences. Hatcher
and Minford (2013) survey recent strands of the literature to compare inflation targeting
and price-level targeting as macroeconomic stabilization policies. As Hammond (2012, p. 5)
explains,

Inflation targeting is a framework rather than a rigid set of rules for monetary policy. Nonethe-
less there are a number of essential elements of an inflation-targeting regime:
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Figure 1

Asset-to-GDP Ratio and Policy Rates by Country (1995:01-2014:05)
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SOURCE: National central banks and authors’ calculations.
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(i) Price stability is explicitly recognised as the main goal of monetary policy.

(ii) There is a public announcement of a quantitative target for inflation.

(iii) Monetary policy is based on a wide set of information, including an inflation forecast.

(iv) Transparency.

(v) Accountability mechanisms.

In most of the countries on which we focus, the inflation target is currently typically set at 2

percent of the year-over-year increase in the consumer price index (CPI), with some exceptions

and qualifications as follows:
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+ The European Central Bank (ECB) aims at inflation rates of below, but close to, 2 per-
cent over the medium term clarified by the Governing Council of the ECB.

« Inthe United States, the target is 2 percent of the year-over-year increase in the personal
expenditure chain-type price index, with an emphasis on core inflation.

o InJapan, the inflation target was moved from 1 percent to 2 percent in January 2013.?

o In Switzerland, the target is 2 percent CPI inflation or below.

« In Norway, the target is 2.5 percent CPI inflation.

« Denmark targets the exchange rate stability with respect to the euro.

+ Canada targets a 1 to 3 percent band centered on a 2 percent CPI inflation rate.

Figure 2 shows the deviation from the target of headline and core inflation rates for the
nine advanced economies in June 2013, December 2013, and June 2014. We set the target at
2 percent except for Norway (2.5 percent) and attribute to Denmark the same target as the
euro area because this country targets exchange rate stability with respect to the euro. Essen-
tially all countries have recently been below their targets for both core and headline inflation.
Sweden and Switzerland are experiencing moderate deflation.

Figure 3 shows the path of the price level since June 2009 with a focus on the months since
January 2012 in the top-left inset boxes. We plot lines and bands for the price level consistent
with target inflation rates from June 2009 forward in each of the panels; the exceptions apply
to the United States, which started its inflation target in January 2012, and Japan, which started
its 2 percent inflation target in January 2013. June 2009 represents the end of the U.S. recession
according to the dating by the National Bureau of Economic Research. The U.S. panel also
clearly shows the lower inflation rates associated with a slower-growing price level in 2013
and early 2014. The panel shows that the price-level path (solid black line) is quite heteroge-
neous across countries: Most economies are relatively close to the price level consistent with
their inflation targets over the medium and long term (red dotted lines or dotted bands, depend-
ing on how the inflation target is specified), even if they have experienced relatively low infla-
tion (solid blue line) in the very recent past (the past 18 months or so). For example, examining
inflation and the price level for the euro area over these past five years does not prompt the
same worries as examining them over the past two years. Clearly, if one projects lower inflation
for the upcoming months or year, then the euro area may appear to be at risk of deflationary
pressures. Japan is an important exception because it shows an upward movement beginning
in December 2012.

Forward Guidance

The central banks of several of these countries have adopted forward guidance—that is,
they communicate to the public the stance of monetary policy expected to prevail in the future
(see Contessi and Li, 2013a,b, for a discussion of the main elements of forward guidance in
advanced economies; also see Board of Governors of the Federal Reserve System, 2014, for
the United States). It is widely understood that expectations play an important role in the
economy and affect a variety of decisions, such as consumption, saving, and investment.
Managing expectations is an important channel a central bank can use to achieve its policy
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Figure 2

Differences Between the Target Inflation Rate and Actual Headline and Core Inflation Rates in June 2013,
December 2013, and June 2014 for Nine Advanced Economies
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NOTE: Sweden, Switzerland, Japan, Canada, and the United Kingdom set the inflation target at 2 percent in terms of the year-over-year rate of
change in the headline CPI. The euro area set the inflation target at 2 percent in terms of the year-over-year rate of change in the headline HICP.
The United States set the inflation target at 2 percent in terms of the year-over-year rate of change in the headline personal consumption expen-
ditures (PCE). Norway set the inflation target at 2.5 percent in terms of the year-over-year target of change in the headline CPl. Denmark does not
have an explicit inflation target but targets the nominal exchange rate with the euro.

SOURCE: Eurostat, Bureau of Economic Analysis, Statistics Bureau of Japan, Office for National Statistics, Statistics Canada, and authors’ calculations.

objectives. In normal times, when the policy rate is not near zero, monetary policy authorities
set policy instruments in response to economic fluctuations. Several models support the notion
that a clear, easily understood policy rule can help successfully guide private sector expecta-
tions and ultimately may influence the economy consistent with the central bank’s objectives.
While the full-blown adoption of forward guidance in the United States was concurrent with
the financial crisis and the zero lower bound, when further stimulus in the form of lower long-
term yields was sought, the Federal Reserve and other central banks also experimented with
forward guidance or practiced it to some extent when the policy rate was well above its zero
lower bound. These two different environments (policy rates not near zero and policy rates
near zero) tend to correspond to two different approaches to managing expectations. In the
first case, the central bank simply forecasts and communicates to the public the economic
outlook and the expected monetary policy action consistent with this outlook but does not
commit to a specific policy action. The monetary policy stance could change in response to
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Figure 3

Price Level by Country (2009:06-2014:04)
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SOURCE: Haver Analytics.

events that deviate from the forecast, but the change would still be consistent with the policy

rule. In the second case, the central bank may want to guide private sector expectations with

a commitment to monetary policy action in case of future deviations from the underlying

policy rule, essentially tying its own hands. In particular, the goal of forward guidance at the

zero lower bound has been to make agents expect the interest rate to stay at zero (or at least

remain low) as the economy recovers. If people believe this expectation and real rates rise in

a recovery, then, according to the Fisher equation, there should be downward pressure on

inflation as it adjusts to clear the bond market (Gallmeyer et al., 2007).
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“THE PERIL" STRIKES BACK

With this succinct description of policy frameworks in mind, we now focus on the rela-
tionship between short-term rates and inflation rates. Figure 3 indicates that inflation has
recently been low not only for the euro area and the United States, but also for all advanced
economies; some commentators describe this environment as “lowflation,” or creeping disin-
flation (see Moghadam, Teja, and Berkmen, 2014). Figures 4 and 5 are constructed similar to
those in Bullard (2010), who pointed out the dangers of falling into a Japanese-style deflation-
ary environment and advocated boosting quantitative easing (QE) to avoid this scenario.

The vertical axes on Figures 4 and 5 represent short-term rates as reported by the Organi-
sation for Economic Co-operation and Development (OECD), and the horizontal axes repre-
sent inflation as described in the labels. The most recent short-term rates (as of June 2014)
are listed in Table 1. In Figure 4, we use the individual-country inflation measure of headline
inflation (for most countries, the monthly year-over-year CPI). In Figure 5, we use the year-
over-year core inflation using the OECD measure of core inflation. The thicker vertical bar
identifies the inflation target at 2 percent for all countries (except Norway, which is 2.5 per-
cent), acknowledging that this is an approximation because of the exceptions discussed above.

We arbitrarily identify four periods: (i) 2002:01-2008:09 (the initial data point in Bullard,
2010, corresponding to the beginning of the recovery from the 2001 recession through Lehman
Brothers’ collapse in September 2008); (ii) 2008:10-2009:06 (the period between the collapse
of Lehman Brothers/beginning of the U.S. zero lower bound and the end of the U.S. recession);
(iii) 2009:07-2012:11 (the recovery through the beginning of “Abenomics”—the set of new
policies of Japanese Prime Minister Shinzo Abe); (iv) 2012:12-end of series (Abenomics).

Considering the nine countries in the same panel shows the following:

o In the period between the end of the 2001 U.S. recession and the collapse of Lehman
Brothers that marks the beginning of the zero-lower-bound period in the United States,
all countries were essentially circling around target. This is particularly evident consid-
ering the core measure of inflation.

« In the post-Lehman Brothers period through the end of the U.S. 2007-09 recession, all
countries experienced falling inflation (sometimes with brief deflation) and quickly
falling short-term rates.

o The period corresponding to the U.S. recovery witnessed a return to positive inflation
circling around 2 percent for all countries but Switzerland (close to zero) and the United
Kingdom (close to 3 percent).

 The months since the beginning of Abenomics were characterized by almost-zero lower
bound rates and falling inflation. In some countries, rates were still positive but in others
they were already negative (Sweden and Switzerland). In all countries but Japan, head-
line inflation had trended downward, but most recent data (second quarter of 2014)
show an upward movement.

A comparison between Figures 4 and 5 shows a similar pattern emerging when only core
inflation (the OECD measure, comparable across countries) is considered. While this could
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Figure 4
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International Comparison of the Relationship between Short-Term Rates and Inflation Rate
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Figure 5

International Comparison of the Relationship between Short-Term Rates and the OECD Measure of Core
Inflation (2002:01-2014:06)
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be considered soft evidence that the downward trend in headline inflation is not driven solely
by food and oil shocks, there is no hard evidence countering this claim.

If all countries were entered into an “advanced economies” group, the plot would show a
picture very similar to that of advanced economies today, as Bullard (2010) has shown for the
United States up to 2010. Bullard’s analysis was an application of the model developed by
Benhabib, Schmitt-Grohé, and Uribe (2001). Based on the Fisher relation and a nonlinear
Taylor rule, Benhabib, Schmitt-Grohé, and Uribe identify two steady states in the economy:
the “targeted” steady state (with positive interest rates and inflation) and the “unintended”
steady state (with interest rates close to zero and deflation). When an active Taylor-type rule
combines with the zero-lower-bound nominal interest rates, the economy may get locked into
the unintended steady state, similar to Japanese-style deflation. Bullard (2010) then emphasizes
that (i) the “extended period” language introduced by the Federal Open Market Committee
(FOMC) and some of the post-crisis forward guidance language guidance may be increasing
the probability of a Japanese-style outcome for the United States but, at the same time, (ii)
the QE program offers the best tool to avoid such an outcome. More recently, formal and struc-
tured models have been developed to study the so-called creeping disinflation, particularly in
Piazza (2014) and Armenter (2014).

WHY SUCH LOW INFLATION IN SO MANY COUNTRIES?

Various combinations of three arguments could explain the low inflation recently observed:
(i) global shocks and composition effects, (ii) economic slack, and (iii) changing inflation
expectations. In this section, we informally examine these explanations and examine them
within the larger literature on inflation.

Global Shocks

An established literature estimates the role of global elements in determining domestic
inflation.* The basic argument is that global factors pass through domestic inflation rates,
perhaps at different degrees across countries, so that inflation rates can be decomposed into
global components, a regional component, and a domestic component. This argument is typi-
cally made using factor models that show the growing relevance of global factors in explaining
domestic inflation rates over the years. Regarding the recent low inflation rates, some com-
mentators have argued they may be due to the effect of a commodity glut, particularly oil,
destined to continue because of structural changes in the world market, particularly growing
capacity in the oil industry.

As noted in January 2014 by ECB President Mario Draghi (2014a), it is important to con-
sider the comovement of different components of inflation rates (at both the geographic and
industry levels) when attempting to evaluate the likelihood of a deflation scenario:

When we define deflation as a broad-based, self-fulfilling, self-feeding fall in prices, we do not

see that in the euro area. Even when we look at individual countries we may actually see negative
inflation rates in one or two countries, but then we should also ask how much of this is due to
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the necessary rebalancing of an economy that had lost competitiveness and had gone into a
financial and budgetary crisis? And how much of it is due to actual true deflation? So, by and
large, we do not see deflation in the Japanese sense of the 1990s.

Therefore, the role of global and domestic shocks can be intuitively observed by consid-
ering the dynamics of the noncore component of the inflation rate (food and energy) as well
as in individual sectors. Limiting the discussion to the United States, Martin (2013) shows
that falling prices in 2013 originated mostly in services (i.e., health care and housing), which
are heavily influenced by policy intervention. A similar point was recently made by Sandra
Pianalto (2014), then-President of the Federal Reserve Bank of Cleveland, who said that “a
bout of sustained low inflation” is due to “two main sources: slow economic growth, which
has put very little upward pressure on prices and wages; and special, temporary forces that
have held back some prices, such as the deceleration of medical care costs” While this obser-
vation does not explain the downward trend of inflation in several advanced economies, it
raises the possibility that different country-specific factors may be playing an important role
in explaining low inflation in each, at the same time that global prices have been dormant.

To investigate the role of various types of goods and services in inflation, in Figure 6 we
describe the dynamic behavior of inflation between 2012 and 2014 for three countries. The
tigure shows the contributions of inflation components to headline CPI inflation rates in the
United States, the euro area, and Japan in June and December 2013 and January 2014. We
choose these three months to focus on short-run movements. The size of each circle in the
tigure indicates the weight or relative importance of each component to the inflation rates.
For example, food and beverages account for about 15 percent of the items in the goods and
services basket for the United States, while housing accounts for about 41 percent (the weight
in the personal chain-type expenditure price index inflation rate is about half of that). The
center of a circle represents the respective (x,y) point of a certain category. The y-axis repre-
sents the inflation contributions of each component to total CPI or the Harmonised Index of
Consumer Prices (HICP) inflation rates. For example, in the United States, the inflation com-
ponent for housing contributed about half of the total 2.08 percent CPI inflation rate in June
2014. The x-axis represents the percentage-point change of inflation rates from the previous
year, ;, — 7, ;,where i is the component of inflation index and ¢ = June 2013, December 2013,
and June 2014. For example, for the circle representing food and beverages, the value on the
x-axis is the year-over-year inflation rate only for these goods in June 2014 minus the year-
over-year inflation rates for them in June 2013; if the inflation rate of food and beverages is
falling between June 2013 and June 2014, then the circles will be in one of the left quadrants.

The United States experienced low inflation in 2013 and the beginning of 2014 but once
it reached 1 to 1.5 percent, it stopped falling and began to move closer to 2 percent after April
2014. As shown in Figure 6, all components except housing are clustered in the top-left corner
around zero in December 2013, indicating a slight decrease in each component’s inflation rate
from a year earlier, and thus the CPI inflation rate decreased as well to 1.5 percent. Recent
U.S. CPI inflation rates are slowly moving up: The June 2014 CPI inflation rate reached 2.07
percent. Figure 6 shows that the circles are moving toward the top-right corner but are still
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very close to the vertical line, which indicates that the upward trend is moderate. In the euro
area, however, the majority of the circles move downward and toward the left, indicating a
downward trend in the HICP inflation rate between June 2013 and June 2014.

Japan shows a completely different picture with most circles in the top-right quadrant
(see Figure 6). In December 2013 there was a small upward trend in each component, which
resulted in a 1.61 percent CPI inflation rate. The movement became much larger in June 2014,
resulting in a 3.41 percent CPI inflation rate. If we plotted the same panel for early 2013, most
of the circles for Japan would be in the bottom-left quadrant instead. Because most of the circles
are in the right quadrants in the panel, there is a very visible shift associated with Abenomics—
namely, that prices are growing across the categories of goods and services.

What do we make of these breakdowns? The first message is that while these economies
have experienced somewhat persistent inflation below or close to 2 percent, the underlying
trends appear quite different and low inflation rates in the three areas may have different
explanations or the timing of creeping disinflation may be different. The euro area is facing
the most serious threat of creeping disinflation, while the United States and Japan are experi-
encing either stable or mildly increasing prices across a wide spectrum of goods and services.
This interpretation is reinforced by the most recent figures on U.S. inflation showing a notice-
able increase in June 2014, relative to the previous months. Second, several studies have shown
a growing global component to domestic inflation derived from food and energy prices (non-
core items). However, this global component is contributing to domestic inflation in the three
areas in different ways. Imagine there was a large global shock (due to, say, military tension)
that caused a large increase in oil prices. Then the circle corresponding to energy would likely
be in the upper-right quadrant for all three areas because energy inflation would be growing
and its impact on total inflation would be increasing. However, energy and food prices have
not behaved in the same way in the three areas: Energy prices are increasing in Japan but
decreasing in the euro area (see “Energy” in Figure 6). Also, food prices are rising rapidly in
Japan, are mildly crescent in the United States, but are decreasing in the euro area (see “Food”
in Figure 6). These different directions suggest that the current inflation behavior, particularly
in the United States, the euro area, and Japan, may be responding more to domestic conditions
because global shocks have been dormant.> Clearly, a more structured analysis is needed to
study the effect of global shocks.®

Here, to gauge the importance of global factors, we rely on an approach used in Ciccarelli
and Mojon (2010). They estimate a dynamic factor model for 20 OECD countries and show
that a simple average of headline inflation across countries proxies the first factor reasonably
well. Similar factor models are estimated in Macklem (2014) and the Bank for International
Settlements (2014, Chap. 3).

In practice, we decompose domestic inflation rates for the nine countries (7, ,,...,7,,) as
follows:
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The vector A captures the effect of a common factor f, to which each country n responds dif-
ferently through a factor loading A, with n = 1,2,...,9. The last term, ¢,,, refers to the idio-
syncratic shocks whose effects remain local. We assume orthogonality between the factor and
the idiosyncratic component, as well as normality of the idiosyncratic term.”

We estimate a one-factor model for the monthly data on the sample beginning in 2002.
The share of variance explained by the first factor is 50.85 percent.?

In Figure 7, the time series of the first factor is then plotted along with the individual
country inflation rate and the simple unweighted average of inflation rates across the nine
countries. It is clear that there is a high correlation between the nine countries’ simple average
and the first factor extracted from our monthly data. More interestingly, there is a generally
high correlation between the global factor and the domestic inflation rates (see Figure 7). In
addition, in Figure 8, we show that the global factor comoves quite clearly with food and energy
price indexes from the IME. Particularly noteworthy is the very visible deviation of the Japanese
inflation rate from global factors in the past 18 months.

The past few months are also interesting in light of the fact that commodity prices lead the
global factor, and this leads domestic inflation over the entire sample. If the stable commodity
prices have inhibited inflation, then inflationary pressures may mount if and when commodity
prices increase.

While this analysis is significant to understanding headline inflation drivers and makes
the global shock argument appear to be an important ingredient of any lowflation narrative,
it is difficult to explain the observed low core inflation unless we assume a high degree of pass-
through from noncore prices to core inflation. Therefore, we now examine two other expla-
nations, the first of which can be tied to global factors.

Economic Slack and Output Gaps

The second explanation we consider is the role of economic slack and large output gaps
(a measure—albeit problematic—of economic slack) following the Great Recession (see Ball,
2014).° These arguments are related to the so-called mystery of “missing disinflation” studied
in more detail in Ball and Mazumder (2011), Coibion and Gorodnichenko (2013), Gordon
(2013), and others. The “missing deflation puzzle” was clearly explained by Williams (2010,
p- 8) as follows:

The surprise [about inflation] is that it’s fallen so little, given the depth and duration of the recent
downturn. Based on the experience of past severe recessions, I would have expected inflation to
fall by twice as much as it has.

The role of large output gaps can be discussed within the framework of the so-called New
Keynesian Phillips curve. In such a framework, current inflation, 7,, is positively related to
inflation expectations, E(s,), and negatively related to the current output gap, as measured by
the level of cyclical unemployment, (i1,), &, = E(7,) — ki1, where K is a parameter referred to
as the slope of the Phillips curve. This stylized representation is a simplification of the “true”
process driving inflation rates and a useful tool to help assess the role of the potential drivers
of inflation over time.
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Figure 8
Global Factor Versus Global Energy and Food Price Inflation (Demeaned and Normalized
by Standard Deviation; 2002:01-2014:06)
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In the above context, the fall in inflation during the Great Recession could have been lim-
ited for three possible reasons: (i) Increased unemployment might have been structural and
thus there might have been only a small change in cyclical unemployment. (ii) More-credible
central banks might have made inflation expectations more stable (see the next section). (iii)
The Phillips curve might have become flatter than in the past (x might have decreased over
the years), and thus the sensitivity of inflation to changes in cyclical unemployment (i.e., the
responsiveness of inflation to economic slack) might now be less significant.

Some international evidence regarding the relationship between output and inflation is
available in Simon, Matheson, and Sandri (2013, Chap. 3). They find that (i) a considerable
share of the increase in unemployment during the Great Recession was cyclical, not structural;
(i) inflation expectations have become more anchored around targets during the past two
decades; and (iii) the relationship between economic slack and changes in inflation has gone
from positive (falling inflation with more negative output gaps) to essentially null between
the late 1970s/early 1980s and the period after 1995.

While empirically evaluating the changed relationship between measures of economic
slack and inflation is beyond the scope of this article, we look informally at this relationship
over the past few years. In Figure 9, on the horizontal axes we plot output gap measures pro-
vided by the OECD and constructed using a methodology that is consistent across countries.
The figure shows plots for the 2009-11 and the 2012-14 periods (data for 2014 are projections).
According to these measures, in the nine countries considered, the simple average output gap
fell from 3.58 percent in 2007 to —3.36 percent in 2009 and then bounced back to -1.84 per-
cent in 2013. By 2002-13 standards, these output gaps are not small (the average output gap
for the 2002-13 is -0.14). On the vertical axes we plot the change in inflation between any two
years using both actual inflation in two subsequent periods (top panel) and inflation minus
inflation expectations (bottom panel). We measured inflation expectations for each year using
the CPI/HICP from the OECD Economic Outlook—Annual Projections for OECD countries
dataset for June of the previous year. We pool all nine countries together. For inflation expec-
tations, the relationship between output gaps and changes in inflation is negative (larger output
gaps are associated with growing inflation) during both the 2009-11 and 2012-14 periods.
Generally, a clear relationship with changes in inflation similar to historical evidence does
not emerge when simply eyeballing the panel, consistent with more formal analysis reported
in Simon, Matheson, and Sandri (2013, Chap. 3).

Recent research by Borio and Filardo (2007), as well as the Bank for International Settle-
ments (2014, Chap. 3), has pointed out that Phillips curve analyses incorporating measures of
global economic slack can resurrect the trade-off between economic slack and inflation at
the domestic level. Measures of global economic slack can be added to commodity prices as
external factors affecting domestic inflation rates, which could be positively correlated with
latent factors such as the one estimated in the previous subsection.

Nevertheless, in addition to the weakening of the relationship between inflation and out-
put gaps, it should be noted that a narrative relating these two variables during the recent
recovery would need to account for the facts that (i) inflation was higher a few years ago
when output gaps were larger (by any estimate) and (ii) it fell below target in many countries
as output gaps likely shrank with the progress of the recovery.
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Figure 9
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Annual Output Gaps and Changes in Inflation in the Nine Countries (2009-11 and 2011-14)
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Chanages in Inflation Expectations

Finally, we consider another potentially important driver of low inflation that is also con-
nected to Phillips curve analyses: inflation expectations. Several central banks have success-
fully anchored inflation expectations close to their targets since late 1980. Large deviations in
inflation expectations from target levels would signal that agents may readjust their expecta-
tions, in this case downward, and then build-in the lower expected inflation in price and wage
contracts.
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Figures 10 and 11 show the recent behavior of two possible measures of inflation expec-
tation—monthly vintages of the inflation forecast by the FocusEconomics Consensus Forecast
and market-based inflation expectations inferred from breakeven rates—for the countries for
which this measure can be reconstructed. It should be recognized that there is consensus that
advanced economies have kept short- and medium-run inflation expectations anchored to
their targets and that short-run fluctuations away from the target are not unusual.

Figure 10 shows quite clearly that expected inflation for 2014 has progressively fallen for
the euro area, Sweden, Switzerland, and Denmark; mildly decreased for the United States,
United Kingdom, and Canada; and remained stable for Norway. A similar pattern is evident
in the breakeven-rate-based measure of expectations for the countries for which rates are
available. Quite impressively, inflation expectations are trending upward for all measures
available for Japan.'0

A potentially more inflammatory explanation is that inflation expectations have changed
and/or LSAP/QE is deflationary (see Williamsons New Monetarist blog on November 27, 2013;
Andolfatto’s MacroMania blog on December 1, 2013; and the counterargument made in
Krugman’s Conscience of a Liberal blog on November 29, 2013). The Economist’s version of
this hypothesis is that “prolonged” LSAP/QE is effectively a signal that the central bank is
unwilling to commit to higher inflation and, therefore, QE reinforces expectations that eco-
nomic activity will run below potential and demand shocks will not be completely offset (see
London, 2013). Such conjecture would not explain why countries with no history of LSAP/QE
are also experiencing low inflation (for example, Canada and Norway), unless the possibility
of large cross-country spillovers of inflation is also considered, as examined in the next section.

THE CROSS-COUNTRY CORRELATION OF INFLATION

The last step of our analysis is to consider the cross-sectional correlation of inflation.
Thanks to Wang and Wen (2007), we know that inflation has been more correlated across
countries than real output growth at business cycle frequencies. How did this correlation
change after the financial crisis? Their article considers quarterly data from 18 economies for
the January 1977 to April 1998 period. We reconsider the issue using a shorter but updated
period; we use the months and quarters since the beginning of 2002 and the same group of
countries. Several combinations of measures of inflation could be considered. We chose
monthly headline CPI inflation and industrial production (IP) growth; in an unreported
analysis we obtain similar correlations using the cyclical component of the IP index and the
price level after using a Christiano-Fitzgerald band-pass filter. Figure 12 shows a scattergram
of correlations between pairs of countries for IP growth (horizontal axis) and CPI inflation
(vertical axis) for the 2002:01-2008:8 period on the left side and the 2008:09-2014:04 period
on the right side.

The first observation, also highlighted by Imbs (2010), is that cross-country correlations
of IP growth have grown since the beginning of the financial crisis, which is clear from the
rightward movement of the correlations on the horizontal axis: Output growth measured by
the IP index growth rate has increased visibly. For inflation, the correlation of the inflation
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Figure 10
Inflation Expectations for 2014 by Country and Vintage (2010:06-2014:06)
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Figure 11

Short-Term Inflation Expectations by Country: Breakeven Rates (2009:06-2014:06)

Japan United States
Percent
4
3
2
1
0
: 5-Year 5-Year
— 3-Year — 2-Year
-2 T T T T T T T T T T r T T T T T T T T T
Sweden United Kingdom, Canada
4
3
2 \/U_,))J M\M
[5]
1
0 U.K., 5-Year
] 5-Year — UK, 2-Year
— 2-Year — Canada, 10-Year
-2 T T T T T T T T T T 1 r T T T T T T T T T 1
Jun-09 Jun-10 Jun-11 Jun-12 Jun-13 Jun-14 Jun-09 Jun-10 Jun-11 Jun-12 Jun-13 Jun-14

SOURCE: Data from Bloomberg.

288 Third Quarter 2014

rate has not changed much compared with the increase in the correlation of the IP index growth:
The cross-country average correlation of IP growth rates has moved from 0.28 to 0.82 (+0.54)
while inflation correlation has increased from 0.67 to 0.73 on average (+0.06). This shows that
inflation is no longer more correlated across countries than output. It is also noteworthy that

the average standard deviation of inflation has increased from 0.20 to 0.28.

Figure 12 also allows comparison of similar correlations with respect to nominal short-
term rates: Short-term rate correlations increased visibly. The cross-country averages increased
from 0.67 to 0.73, and they are now less correlated than output, unlike in the pre-crisis years.

What do these changes indicate? With small cross-country spillovers of shocks, Taylor
rules, and domestic no-arbitrage conditions, Henriksen, Kydland, and Sustek (2013) generate
a ranking of correlations similar to the pre-crisis scattergram. They argue that small interna-
tional spillovers and similar policy reaction functions in various countries can persistently
generate highly correlated inflation rates. One possibility is that low inflation produced in large
economies for domestic reasons may be spilling over to neighboring small open economies
through a similar mechanism. Thus low inflation may be observed in large economies because
of domestic reasons!! as explained above, but falling inflation in small open economies may
be due to monetary policy reaction functions that include a component connecting them to
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Figure 12
Cross-Country Correlation of IP Growth, Headline CPI Inflation, and Short-Term Rates (2002:01-2014:04)
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their larger partners and neighbors. This is clearly evident for Canada with respect to the
United States and even more so for Denmark with respect to the European Union, as Denmark
specifically targets the exchange rate with the euro, making this link even more explicit. For
the crisis period, it appears that the real spillovers captured by the cross-country correlations
of IP growth rates have been much more significant than any monetary spillover measured
by cross-country inflation rates and short-term interest rates correlations. This would suggest
that global factors for real measures of output might have become more relevant in the post-
crisis period.

The bottom panels in Figure 12 also point to the source of these changes in correlations:
While inflation rates correlations have changed little, the panels show that this is the outcome
of an increase in both the covariances and the standard deviations of inflation rates, which
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net out to produce a mild increase in correlations. As for short-term rates, both covariances
and standard deviations have fallen on average, with the net effect of a mild increase in corre-
lations, as the former fell less than the latter.

This analysis of bilateral relationships warrants further research on the role of global spill-
overs in the analysis of global inflation after the Great Financial Crisis.

CONCLUSION

In this article, we collect data for nine advanced economies and document the following
facts about the behavior of inflation during the 2002-14 period. First, we show that the relation-
ship between inflation rates and short-term rates displays similar changes across advanced
economies that have or have not implemented forms of central bank programs designed to
increase the size of their balance sheets (such as LSAPs/QE). Second, recent data indicate that
headline and core inflation are below the inflation targets of individual countries. We discuss
various explanations for this trend in the post-financial crisis world—global factors and com-
position effects, economic slack and output gaps, changing inflation expectations—showing
there is some heterogeneity across countries, particularly large economies. Finally, we show
that while output has become even more synchronized across countries since 2008, the cross-
country correlation of inflation is no longer higher than the cross-country correlation of output.

Our main conclusion is that there are striking similarities across advanced economies
regarding the behavior of inflation after the Great Financial Crisis, perhaps mirroring the
global nature of the recent crisis and recovery, as well as broadly similar monetary policy
responses. Under the surface, however, there are also important international differences that
warrant further research. While the evidence provided here is informal and simply suggestive,
very recent low inflation rates across countries are likely the combination of economic slack in
the global economy (particularly in the euro area) and the stability of commodity prices. m
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NOTES

T The object of analysis is the period of the Great Financial Crisis and the subsequent recovery. We use the pre-crisis

years as a term of comparison. We acknowledge this is a limited time period. In more technical ongoing research,
we use a longer period and a larger number of countries. Preliminary results from this larger dataset suggest that
our results concerning the factor model and comovement are robust to the extension.

See the following references for the “Target” descriptions: Euro Area 18 (ECB, undated); Japan (Bank of Japan,
2013a); United States (FOMC, 2013); Sweden (Sveriges Riksbank, undated); Switzerland (Swiss National Bank, 2011);
United Kingdom (Bank of England, undated); Canada (Bank of Canada, undated); Denmark (Rasmussen, 2013);
Norway (Norges Bank, 2003).

The Bank of Japan (2013b) set the “price stability goal in the medium to long term”in a positive range of 2 percent
or lower in terms of the year-over-year rate of change in the CPl and set a goal at 1 percent. On January 22,2013,
the Bank of Japan replaced a“goal” with a“target”and set that target at 2 percent in terms of the year-over-year
rate of change in the CPI.

Examples of this research include work by Ciccarelli and Mojon (2010), Mumtaz and Surico (2012), Neely and
Rapach (2011), and Monacelli and Sala (2009).

See Macklem (2014) for a more formal analysis of global factors in domestic inflation.

One such analysis is contained in a speech by the former senior deputy governor of the Bank of Canada, Tiff
Macklem (2014). In this speech, Macklem refers to a staff factor model analysis of Canadian inflation and reaches
conclusions similar to our informal analysis here—that is, global factors play a role in explaining low inflation in
Canada, but other factors are also at play.

As in Ciccarelliand Mojon (2010), the factors are estimated using static principal component methods described
in Stock and Watson (2003), with standardized data.

This share is lower than Ciccarelli and Mojon'’s (2010) results, based on quarterly data beginning in 1960.

Simon, Matheson, and Sandri’s (2013) Chap. 3 in the 2013 World Economic Outlook provides one of the most recent
analyses of the relationship between output gap and inflation rates in the United States and OECD countries. We
rely in part on this analysis for this section.

10 Coibion and Gorodnichenko (2013) make the interesting point that inflation expectations by consumers are more
volatile and responsive to energy and other global prices than inflation expectations of professional forecasters.
Because the evidence from countries with both consumer and firm-level inflation expectations surveys shows
that these are closer than consumer and professional forecasters’ expectations, consumer-survey-based expecta-
tions should be used in Phillips curve analyses. Once this is done for the United States, the Phillips curve can be
“resurrected.”’

1 For example, slow-growing health care costs in the United States as suggested by Pianalto (2014), more intense
competition in the distribution sectors in Canada as suggested by Macklem (2014), or large recessions in the euro
area countries as suggested by Draghi (2014b).
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