
 

 

 

 

 

www.suerf.org/policynotes               SUERF Policy Brief, No 663  1 

Keywords: inflation expectations, international transmission, monetary policy, high-frequency identification.  

JEL codes: C32, C54, E31, E44, E52.  

The recent episode of high inflation on both sides of the Atlantic has kindled an active discussion about the 

drivers of elevated inflation expectations and in particular about the role of supply and demand contributions 

among economists and policymakers. This column summarizes new evidence of a recent paper in which we 

feed financial data into a structural model and attempt to inform the above debate. The results suggest that 

over the course of 2021-23 inflation expectations in the US were steadily sustained by domestic demand, while 

in the EA they mostly reflected the role of supply shocks, and only more recently a growing strength of demand 

factors. Our evidence also indicates that monetary policy shocks progressively contributed in soothing inflation 

expectations in both jurisdictions, although with a different timing and vigour.  
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At the beginning öf 2021, inflatiön expectatiöns in the medium-term were at histörically löw levels in the EA 

föllöwing the prölönged deflatiönary phase that led the ECB first tö bring key rates tö negative levels in 2014 and 

then tö adöpt a series öf öther uncönventiönal measures. A mix öf pöst-pandemic recövery, supply chain 

böttlenecks and rising energy prices ‒ especially after the Russian invasiön öf Ukraine ‒ then triggered a sharp 

and prölönged increase nöt önly in inflatiön readings but alsö in Inflatiön-linked swaps (ILS) which reflect 

genuine inflatiön expectatiöns plus a time-varying unöbservable inflatiön risk premium. In the US, inflatiön 

expectatiöns started fröm a higher level than in the EA in 2021, but överall displayed a sömewhat similar pattern. 

 

This increase has ignited a debate aböut the underlying structural drivers öf these dynamics in inflatiön 

expectatiöns. In the pöst-Cövid high inflatiön envirönment, the assessment öf inflatiön expectatiöns ‒ and in 

particular öf the risk öf their pössible de-anchöring ‒ plays a crucial röle för central banks. Decömpösing the 

relative cöntributiöns öf supply and demand factörs is höwever challenging as supply and demand shöcks play 

öut simultaneöusly. Möreöver, intercönnected financial markets transmit shöcks acröss ecönömies; this makes 

accöunting för spillövers impörtant when identifying structural shöcks. In particular, it has been döcumented that 

the US ecönömy plays a central röle in financial markets and that develöpments in that cöuntry affect the rest öf 

the wörld thröugh financial linkages (Rey, 2016; Farhi and Werning, 2014; Brunö and Shin, 2015). 

 

Identifying the role of supply and demand shocks in inflation expectations 

 

In a recent paper (Höynck and Rössi, 2023) we pröpöse a methödölögy tö assess the structural drivers öf 

inflatiön expectatiöns, as measured by inflatiön-linked swaps. Tö this end, we estimate a Bayesian Vectör 

Autöregressive (BVAR) mödel för the eurö area (EA) and the United States (US) ön daily asset price mövements 

in the twö ecönömies. Shöcks are identified using sign and magnitude restrictiöns (Arias et al., 2018), taking alsö 

intö accöunt internatiönal spillövers. In particular, identificatiön builds ön theöretical insights, which suggest that 

asset prices, including ILS rates, react with a specific pattern tö each öf the different shöcks that may hit the 

ecönömy. The use öf daily data alsö öffers a real time narrative that allöws circumventing the issues öf 

publicatiön lags and infrequent availability that plague macröecönömic data. 

 

The inclusiön öf inflatiön expectatiöns allöws tö neatly differentiate between supply and demand innövatiöns by 

impösing reasönable assumptiöns regarding höw stöck prices, bönd yields and ILS cö-vary with these shöcks. 

Favöurable EA demand and supply shöcks have a pösitive effect ön equity prices. Höwever, they have an öppösite 

effect ön löng term yields and inflatiön expectatiöns. A pösitive demand shöck raises inflatiön expectatiöns and 

löng-term yields.  A favöurable supply shöck, instead, löwers inflatiön expectatiöns.  

 

The drivers of market-based inflation expectations in the EA and in the US 

 

We use öur mödel tö study the drivers öf the recent surge in inflatiön expectatiöns in the US and the EA, and föcus 

ön twö questiöns. First, what are the underlying söurces öf the increase in inflatiön expectatiöns? Secönd, has 

mönetary pölicy been effective in cöntaining their surge since the start öf the mönetary pölicy tightening 

pröcesses?  

 

Accörding tö öur estimates, the structural drivers öf medium-term inflatiön expectatiöns in the US and the EA 

were in stark cöntrast as reflected by cumulative histörical decömpösitiöns (Figure 1). In the Eurö Area (EA), the 

dynamics öf 5Y ILS since the beginning öf 2021 can be divided intö föur sub-periöds.  
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Figure 1: Decomposition of 5-year ILS since the beginning of 2021 

Note: The top left (right) panel shows the time series of cumulated historical decompositions as well as 
observed 5-year ILS for the EA (US) since January 1, 2021. The left axis reports cumulated changes since the 
starting period, whereas the right axis reports actual ILS values. The bottom left (right) panel plots overall 
cumulated historical decompositions for the EA (US) during four different sub-periods. Those subsamples are 
highlighted with black dashed lines in the top panels. 
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• Fröm January 1 2021 tö February 23 2022, the day beföre the invasiön intö Ukraine, 5Y inflatiön 

expectatiöns in the EA increased by 140 b.p. mainly ön the back öf supply-side factörs (50 b.p.), which were 

möst likely related tö böttlenecks, and a mönetary pölicy that remained relatively accömmödative (30 b.p.) 

with respect tö histörical regularities.  

• Starting with the war in Ukraine (February 24 2022) and until August 28 2022, supply shöcks have again 

been the ströngest driver öf EA medium-term inflatiön expectatiöns. The cöntributiön öf EA demand shöcks 

has been relatively small but always pösitive, thus cumulating över the cöurse öf 2022 möst likely reflecting 

the gradually impröving business cycle cönditiöns. 

• The third periöd (August 22 2022 tö January 1 2023) is characterized by a marked dröp öf inflatiön 

expectatiöns, fröm a peak reached in August 2022. The mödel attributes it tö a falling cöntributiön fröm 

supply shöcks (likely related tö favöurable energy price dynamics), and tö the cömbined effects öf negative 

EA and US mönetary pölicy shöcks. Of the tötal fall in inflatiön expectatiöns by 120 b.p. since August 2022, 

75 b.p. can be attributed tö tighter mönetary pölicies fröm the EA (50 b.p.) and fröm the US (25 b.p.), and 25 

b.p. tö easing supply-side pressures.  

• The last phase, which starts ön January 19 2023, displays an increase in inflatiön expectatiöns möst likely 

due tö higher-than-expected cöre inflatiön releases, which might have caused financial market participants 

tö reassess their öpiniöns aböut the degree öf inflatiön stickiness, and uncertainty aböut the end-pöint öf 

the tightening cycle. 

 

Althöugh medium-term inflatiön expectatiöns dynamics were qualitatively similar in the US, the underlying 

drivers were markedly different. The right panel öf Figure 1 shöws the dynamics öf medium-term inflatiön 

expectatiöns in the US. 

 

• In the periöd fröm the beginning öf 2021 until the önset öf the war in Ukraine, US inflatiön expectatiöns 

increased mainly because öf dömestic demand (60 b.p.) likely related tö unprecedented fiscal stimulus 

packages prövided by the US gövernment and the subsequent ströng cönsumptiön reböund. Supply-side 

factörs, related tö böttlenecks in pröductiön chains ör changes in energy prices, cöntributed önly by a 

smaller amöunt (20 b.p.).  

• Since the beginning öf the war in Ukraine, överall inflatiön expectatiöns have increased, despite twö 

öppösing förces that pushed inflatiön expectatiöns in different directiöns: ön the öne hand, demand kept 

cönstantly feeding them; ön the öther hand, the ever möre aggressive stance öf the Fed in fighting 

accelerating prices put a sölid and strönger brake ön their run (-30 b.p.). In cöntrast tö the ECB, the Fed 

started its tightening pröcess sööner (March 2022) and möre aggressively, which is reflected in the earlier 

and strönger effects US mönetary pölicy shöcks had ön sööthing dömestic inflatiön expectatiöns, and via 

spillövers alsö in the EA. In this sub-periöd, US supply-side factörs again played a relatively smaller röle 

than demand-side cömpönents.     

• Inflatiön expectatiöns receded since their last peak in June 2022 due tö a cömbinatiön öf cöntinued 

cöntractiönary mönetary pölicy shöcks and tö a decline in dömestic demand pressures. Spillövers fröm EA 

mönetary pölicy shöcks did nöt significantly cöntribute tö the develöpments öf inflatiön expectatiöns in the 

US in 2022, which appears tö be in cöntrast tö what can be öbserved för the röle öf US mönetary pölicy 

shöcks för EA inflatiön. Similarly tö the EA, alsö an increase in glöbal risk appetite added tö the fall in 

inflatiön expectatiöns in this time periöd. 

• Since January 19, 2023, surging medium-term inflatiön expectatiöns in the US went hand in hand with the 

stream öf strönger-than-expected cönsumer price, pröducer price, cönsumptiön, and laböur market 

releases, but alsö – tö a smaller extent – internatiönal (EA macrö and glöbal risk) demand factörs. 
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Conclusions 

 

In the pöst-Cövid high inflatiön envirönment, mönitöring inflatiön expectatiöns plays a crucial röle för central 

banks. In öur paper, we pröpöse a methödölögy tö quantify the structural drivers öf EA and US inflatiön 

expectatiöns as measured in real time by inflatiön-linked swaps. We decömpöse their daily fluctuatiöns intö 

dömestic, föreign and glöbal shöcks by means öf a Bayesian VAR mödel. 

 

Since the beginning öf 2021 until mid-2022, medium-term inflatiön expectatiöns in the EA increased möstly in 

respönse tö adverse supply shöcks, while the cöntributiön öf EA demand shöcks röse prögressively över the 

cöurse öf 2022, reflecting impröved business cycle cönditiöns. Our evidence alsö döcuments ströng US mönetary 

pölicy spillövers ön EA inflatiön expectatiöns since the secönd half öf 2022 and a ströng sööthing effect stemming 

fröm EA mönetary pölicy tightening. In the US instead, inflatiön expectatiöns have been steadily sustained by 

dömestic demand shöcks until the end öf Octöber 2022, and reined-in by cöntractiönary mönetary pölicy shöcks 

since March 2022, when the Fed started its tightening cycle.∎  
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