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- Commodity prices are volatile —_—

and unpredictable

- Commodity prices have greatest effect in
emerging and developing economies

. Higher pass-through .

. Higher food shares "o
- Less credibility  _
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Pass-Through from World Food Inflation to
Domestic Food Inflation
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Food Share in the Consumption Basket
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Contribution of Food to Headline Inflation
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Response of Inflation Expectations to Inflation Surprises

Percentage points Percentage points
2.5 2.5
20 f 1 2.0
1.5 + 41 15
1.0 + Emerging and 110

) .
> developing
»
» “»
05 f 41 05
0.0 0.0

Inflation forecast horizon (years)



Response of Inflation Expectations to Inflation Surprises
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ne Moda

- Small open economy model
- Endogenous credibility

- Credibility grows by hitting targets
- Compare headline and core targets
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homies in the Data Set

gmerging and peveloping

Economies

Alpania

Argentind

Bahrain
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Batswana

Brazil

Bulgaria
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Colombia

Croatia

Eouador

Egypt
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Tndia

Jordan
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Lebanon

Lithuania
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Mexico

Hontenegre
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Pakistan
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Philippines

poland

Qatar

Romania

Russia

saudi Arabia

Serbia

gouth Africa

Thalland

Ukraing
United Arab Emirates
Uruguay

Venezueld

West Bank and Gara

Appendix 3.2.Technical Appendix
simulation Model Details

Headline inflation 1H is the weighted average of
8 &

1

domestic food inflation Tt} and core inflation T,
o =0 o, + O 3.1

The parameter ©f represents the share of food in the
consumprion hasket.

A DPhillips curve relates current core inflation ©
past and expected core inflation, previous period
output g4P X the change in the real exchange rate
change, ARER, and 2 term related 10 second-round
cffects from food to €OTe inflation.

m= o, t (1 -y * glx, ) F B ARER,

+(1+8- Syl - T ) (3.2
The function gl is increasing and conves in
its argument, 5 is the credibility sock bounded
berween zero and 1, and & and b are pammcters.-""
The variables T, and m,, represent the forward- and
backward-looking terms of the Phillips curve, which
are defined as follows:

n,,= Sfpei * (1-8)my + bias,) (3.3)
&
n
=L (34)

The lower the current credibilicy sock, S, the higher
the imporTance of past inflagion and the inflation

boias term {bias) associated with imperfect credibility.
The current stock of credibility has the following law

of motion:
§ =15, {1 - Mo, (3.5)

)2
6,= ____@Mi—*‘_ (3.6)
(g, — n:g]- + lmy, ~—‘]'t:-’f)"

The credibility signal O, is bounded between 2680
and 1, and the parameter glo=tel) governs

the rate at which credibility converges W Oy The
variables 1, and 7 represent the inflation Tates
prevailing if the high- and Jow-inflation regimes:

as pe:cei\red by the private sector. The yariable T

W he parameter B is ses w0 7ET0 and 025 for the high- and
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T HAT VO CAN AT COMMOnITY PRICE SWINGS AND RONET ARt POLICY

In the calibration. we set the persistence parameter,
p. equal to €00 and 0.5 for emporaty and persis-
tent shocks respectively:

Analysis of Pass-thmugh from lntemational. Food
Prices to pomestic Food Prices

The pass-thmugh analysis is lbased on a country”
by-country regression of monthly domestic food
price inflation on current and 12 lags of monthly
incernational commadity price inflation {cnn\rclted
1o domestic currencyls controlling for 12 lags
of domestic food price inflation. The economies
included in the dagabase are listed in Appendix 3.1
The regression 15 Ut on the infladion rates because,
despite long-ter crends in the price levels, there
is no evidence of a long-term celationship beoween
the world food price index and domestic CP1 food
baskers. (Likely reasons for this aré discussed in the
section " From lmcma:ionnl to Domestic Commod-
iy Prices.”) In purt‘lcula:, the estimared equation is

as follows:
12 11
r[:d’r.')» = i. ﬁ,ﬂf‘;‘ + Z “cmiﬂ_‘— E’E.a‘ (5'] 4]
F1c el

where T denotes domestic food inflation in
month £, and % denotes international food
inflation in month t. The long-term p:lss’lhrnugh
coefficient i computed a5 the sum of the cocfficients
on incernational food price inflation (¥g) divided

by | minus the sum of the coefficients o0 lagged
domestic food inflation (B)- An analogous equation
ie estimated 10 investigate the pass—:hmugh from
inmrmtiunal il prices 0 domestic transpmtatirm
prices. The sample includes 31 advanced economies
and 47 emerging and developing economies Over
the peried 2000-11. The long-term coefficients are

generally sraristically significant.

Analysis of Inflation Expectations

The change in Furure infladon expectations is the
dependent variable on the jefc side of equation 3.1%
and the explanatory variable on the right side is the
uncxp-ccted change in curfent=year inflation, defined

45 the revision of zxpecmti(}ns for infladon in year

\nternational Monetary Fund | September ikl
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Inflation-Output Policy Frontier
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The Adviea

- Targeting underlying inflation helps build credibility
and, thus, achieves superior economic outcomes.

- Economies with credible central banks and
economic slack can afford to look through high
headline inflation caused by commodity prices.

- Food price shocks can have even larger second-
round effect in overheating economies - which
argues for a more aggressive policy response.






