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Context

Big Picture

Optimal monetary policy response depends on nature of shock

Conventional prescription:

Respond more than one for one to demand-driven inflation

“Look through” (transitory) supply shocks

Focus on core rather than headline inflation

Theoretical underpinning Aoki (2001): stabilize “sticky-price” index



Context

This Paper

State dependence in transmission of monetary shocks

Use of Bayesian threshold VAR

High inflation:

More persistent response of output and inflation to conventional shocks

But smaller peak response in output and inflation

Liquidity shocks more expansionary

Financial market response key mediator

Bottom line: great paper everyone should read!!



Comments

Why Should Level of Inflation Matter?

Possible reasons to deviate from textbook:

Textbook prescription assumes anchored inflation expectations
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Source: Coibion, Gorodnichenko, Weber, JPE (2022):
“Monetary Policy Communication and Households’ Inflation Expectations”

Large dispersion in perceived Fed inflation target

Expectations do react to info and determine actual consumption in scanner data
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Source: D’Acunto & Weber, Annual Review of Economics (2024):
“Why Survey-Based Subjective Expectations Are Meaningful and Important”

Large cross-sectional dispersion at each point in time



Comments

Why Should Level of Inflation Matter?

Possible reasons to deviate from textbook:

Level of inflation might undermine credibility
HAS HIGHER INFLATION LED TO MORE DISTRUST OF FED? 

 

 

Source: Weber et al, Econometrica (2025):
“Tell me Something I don’t Already Know: Learning in Low- and High-Inflation Settings”

Distrust in any institution declining but similar in 2023 as in 2014 for Fed



Comments

Why Should Level of Inflation Matter?

Possible reasons to deviate from textbook:

High debt level might signal fiscally-led regime

Inflation
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Figure 7: Drivers of Inflation and GDP growth. The red solid lines correspond to annualized quarterly inflation (top
panel) and annualized GDP growth (lower panel). The bars represent the cumulative contributions of unfunded transfers shocks
(black bars), other policy shocks (gray bars), and non-policy shocks (white bars) on the two variables. The white bars also
include the steady state and the initial conditions for the two variables and, for GDP growth, the measurement error. Other
policy shocks include shocks to funded transfers, shocks to government purchases, and unanticipated and anticipated monetary
policy shocks. Shocks are estimated using the Kalman smoother with the model parameters set at their posterior mode.

driven by a fall in fiscal inflation. In the first five years of the 1980s, fiscal inflation declined by

3%, moving from 3.8% to 0.8% in deviations from the steady state. The sharp increase in the

real interest rate due to the aggressive monetary tightening conducted by the Federal Reserve

under Chairman Volcker coincides with a large fall in fiscal inflation and output growth, in

the first five years of the 1980s. Thus, as in Sims and Zha (2006), we document that a policy

change occurred before the appointment of Federal Reserve Chairman Volcker in August

1979. However, the early 1980s led to an acceleration in the change of the policy environment,

propelled by the election of President Reagan who arguably provided the political backing

to the resolute disinflation policy of the Federal Reserve (Samielson 2008, Bianchi and Ilut

2017). Thus, the rapid decline in inflation, the slowdown in real activity, and the increase in

real rates of the early 1980s are interpreted as a joint monetary-fiscal policy phenomenon.7

7Our results suggest an interesting interpretation for the finding of the seminal paper by Clarida et al.
(2000) that the systematic response of the Federal Reserve to inflation was weaker in the 1970s than in

31

Source: Bianchi, Faccini & Melosi, QJE (2023):
“A Fiscal Theory of Persistent Inflation”

Unfunded fiscal transfers and inflation strongly positively correlated



Comments

Why Should Level of Inflation Matter?

Possible reasons to deviate from textbook:

Menu cost models suggest higher FPA to larger shocks
Figure 2: Frequency and size of price changes in the euro area over time

Notes: The top panel shows the frequency of price changes including and excluding sales. The lower panel shows the
average size of price changes, price increases and price decreases. Trends are obtained by applying a moving average
with a +/- 6-period window. Country-level statistics are controlled for VAT changes by replacing the country statistics
by their average values during the VAT changes.

ECB Working Paper Series No 3181 31

Source: Gautier et al, ECB WP (2025):
“Consumer price stickiness in the euro area during an inflation surge ”

FPA increases during inflation surges



Comments

Why Should Level of Inflation Matter?

Possible reasons to deviate from textbook:

Interlinkages via production networks
E. Pasten, R. Schoenle and M. Weber Journal of Monetary Economics 116 (2020) 1–22 

Fig. 1. Response of Real Consumption, Inflation, and Real Marginal Costs to Monetary Policy Shock. This figure plots the impulse response function of 

real consumption, inflation, and real marginal costs to a one-standard-deviation monetary policy shock for a 341-sector model for different cases (see 

Table 2 for a description of the different cases). 

We calibrate five different cases to arrive at our results. 7 Table 2 lists the different combinations of frequencies of price 

adjustments across sectors, sector sizes, and I/O linkages we study. Table 3 and Fig. 1 show our results. We discuss the 

detailed results of the different cases in the online appendix. 

7 We also studied additional economies in which heterogeneous I/O linkages equal consumption shares ( (ω kk ′ = ω ck ) to mirror some special cases of 

Section 4 . Results are similar to the cases we discuss in detail in the appendix. 

16 

Source: Pasten, Schoenle & Weber, JME (2020):
“The propagation of monetary policy shocks in a heterogeneous production economy”

Energy input into many sectors

Larger real effects in heterogeneous economy compared to “sticky” homogeneous economy



Comments

Why Should Level of Inflation Matter?

Possible reasons to deviate from textbook:

Household and firm attention state dependent

Source: Weber et al, Econometrica (2025):
“Tell me Something I don’t Already Know: Learning in Low- and High-Inflation Settings”

Higher attention during inflation surges



Comments

Why Should Level of Inflation Matter?

Possible reasons to deviate from textbook:

Household pay special attention to food and energy prices
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Source: D’Acunto & Weber, WP (2025):
“Information and Macroeconomic Expectations: Global Evidence”

Higher attention to salient price changes



Comments

Conventional MP Shock during High and Low Inflation
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Figure 7: Contractionary conventional monetary policy shocks, different regimes.

inflation is high, agents already factor in increases in the short-term rate. That is, markets

believe that the central bank will fight the inflation surge by what is dictated by the existing

monetary policy rule. Note that an alternative possibility, highlighted by Bauer and Swanson

(2023), that the Fed responded to news in a stronger way than market expected is inconsistent

with the way the figure is constructed - the only news causing the variables to respond is

the monetary policy shock. To put the result differently, while Bauer and Swanson (2023)

examine unconditional correlations between output and interest rates, we condition the analysis

on monetary policy shocks and focus on the reaction of the bond markets.

The dynamics across regimes could also be consistent with the idea that the level of inflation

affects the credibility of central bank actions. Such an explanation, while potentially valid for

developing countries, is at odds with current perceptions about how US monetary policy has

been conducted over the last forty years.

The signaling effect we detect is similar to the one empirically documented in Miranda Agrippino

and Ricco (2021) and Jarocinski and Karadi (2020). Melosi (2017) provides a theoretical model

21

Larger impact response but less persistent for low inflation regime

Slope of term structure key differentiator



Comments

Role of Inflation Expectations

Figure 11: Responses of CPI inflation expectations, conventional policy shocks

stocks price growth in the high inflation regime should be associated with higher future output

growth and higher expected business profitability. IP growth is indeed increasing 6-12 months

after the shock. To check whether future profitability rises we use a net entry series. We

construct it, as it is standard, splicing the net business formation series from BEA Survey of

Current Business up to 1993 and the business employment dynamics BLS series after 1993.

As the series is quarterly, we aggregate the monthly disturbances prior the computation of the

responses.

Figure 12 presents the results. Consistent with our interpretation, the response of net entry is

significant four quarters after the shock in the high inflation regime but not in the low inflation

regime. The evidence is however weak, and the large credible intervals prevent us from making

strong statements in this case.

6.7 Robustness

We have estimated several versions of the baseline model to verify the robustness of the main

conclusions we reach. Here we briefly discuss the outcomes of four exercises. The first consists

in estimating the model over the 1984-2019 sample. We wish to examine two separate questions:

a) whether the identified low inflation regime is actually a mixture of two separate states: an

average inflation state and a low inflation state, possibly associated with the zero lower bound

on the short-term rate; and b) whether the 1970s are important to separate the high vs. the low

26

Inflation expectations key

Suggestion: directly add inflation expectations to VAR



Comments

Sample Period: 1960 – 2023

Financial markets response key mediator for results

But financial markets have changed tremendously since then

Conduct of monetary policy has changed tremendously

Suggestion: look at subsamples



Comments

Sample Period: 1984 – 2019

Figure F-3: Contractionary conventional monetary policy shocks, 1984-2019.

Figure F-4: Expansionary liquidity shocks, 1984-2019.

53

Identical response in high and low inflation regime

But limited variation in inflation

Suggestion: look at subsample until 2023



Comments

Empirical Model

Single threshold

Affects all variables

NB: scalar volatility parameter affects level of endogeneous variables
(GARCH–M models)

Suggestion: motivate assumptions more



Comments

What is a Liquidity Shock?

“Increase in amount of money in circulation”

Engineered through a decrease in the long-term interest rate

Assumed to have no effect on growth rate of real activity, UR,
inflation within month

Short rate remains unchanged to ensure no sterilization

Primitive shocks
Delphic Forward guidance shock
Large scale asset purchase (asset swaps)
Open market operation shocks conducted in the 1980s and 1990s

Suggestion: during subsamples maybe easier to interpret or drop entirely?



Comments

Regime Threshold I
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Figure 4: Posterior distributions of the threshold P∗ and the delay d∗.

the prior is uninformative, and the results are unchanged, for example, if the prior distribution

of the variance parameters is increased by a factor of 10.

Note that the estimated level of the threshold is twice as large as the mean value for the sample,

is quite similar to the lowest of the two thresholds estimated by Gargiulo et al. (2024) (5.49)

and also close to the value estimated by Pfauti (2023) using survey data (5.5). Thus, the

high inflation regime has a smaller number of observations and it is rare, in the sense that the

observations belonging to this regime belong to the upper tail of the distribution of inflation,

roughly from the 80th percentile up.

The data seems also informative about the delay parameter d. Notably, the model structure

shifts from one regime to the other two months after the inflation rate has crossed the 5.3 percent

level. Posterior uncertainty is negligible. Once again, this is remarkable since the prior is quite

uninformative over the selected range and the concentration of the posterior is unchanged, if

the prior distribution of the variance parameters is increased by a factor of 10.

Figure C-10 in the on-line Appendix C plots the posterior distribution of the free parameters

αij , i = 1, 2; j = 1, . . . , 22 entering the contemporaneous matrix Ai in the two regimes. The

posterior of key parameters differs. In particular, both the location and the spread of some

parameters reflecting how variables instantaneously react to the two identified monetary policy

shocks (a12, a14, a16, a20, a21) change across regimes.
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Comments

Regime Threshold II

with the panel results, there is no significant relationship below the threshold and a positive

and statistically significant one above.

A visual depiction of the threshold model along with the raw data for the U.S. is presented

in Figure 1. The U.S. results align very well with an attention threshold interpretation. The

figure demonstrates a lack of dependence between level of inflation and number of Google

searches below the threshold (red line). It also shows a strong positive relation between the

two variables after the threshold (green line).

Figure 1: Threshold model fit for the U.S. (γ̂ = 3.55)

Our result is in line with Rudd (2021) who observes highly persistent inflation dynamics

when trend inflation in U.S. was four percent, and not persistent dynamics with two percent

trend inflation.

Next we turn to the estimates of thresholds for the other countries. Figure 2 plots a

histogram of the estimated thresholds for all 37 countries in our dataset. In line with the

6

Electronic copy available at: https://ssrn.com/abstract=4230600

Source: Korenok, Munro, and Chen Restat (2026):
“Inflation and attention thresholds”

Lines up with U.S. evidence on google searches: stress more



Conclusion

Conclusion

Novel insights into state-dependence of monetary policy

Narrative of timely & robust empirical results needs more discussion

Great paper everyone should read
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