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How financial shocks affect inflation
by Angela Abbate, Sandra Eickmeier and Esteban Prieto

Demand in the USA and other industrial nations collapsed dramatically during the
financial crisis and yet this did not lead to deflation. The reasons for this have still
not been fully explained. A new study examines the extent to which financial shocks

have a bearing on the path of inflation.

In economic theory, there is some dispute over whether
financial shocks influence the aggregate inflation rate posi-
tively or negatively. ,Financial shocks” refer to those unex-
pected macroeconomic developments which drive up credit
growth and asset prices and reduce borrowing costs. The
results produced by models depend on the transmission
channels they incorporate. In our new study, we attempt to
resolve the problem empirically; that is, we permit various
transmission channels and, unlike many other studies, do not
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limit the response of inflation to financial shocks from the
outset.

Our study uses a vector autoregressive model with data from
the US economy and financial markets since 1988, such as
gross domestic product, inflation and credit growth. This
method permits a wide variety of interaction between the
variables used and allows us to examine the effects of unex-
pected shocks on these variables. Chart 1a shows that a
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How inflation responds to a negative Chart 1b
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negative financial shock triggers a significant drop in credit
growth and sends the risk premium for corporate bonds
sharply higher. This, in turn, causes gross domestic product
(GDP) to slump. Interestingly, the negative financial shock
temporarily lifts the core inflation rate (CPI excluding food
and energy), see chart 1b.

The model also allows us to calculate the contributions made
by financial shocks to the path of inflation: over the entire
horizon, financial shocks explain 14 % of the path of inflation.
Between 2008 and 2011, they prevented a sharper decline
in inflation. In other words, in the absence of financial
shocks, the inflation rate during this period would have been
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around 0.1 percentage point lower on average, as shown in
Chart 2. This means that other factors were behind the drop
in inflation during the financial crisis.

Theoretical literature puts forward different approaches
This surprising result calls for a general explanation of the
transmission channels through which financial shocks affect
inflation. The theoretical literature approaches this topic in
different ways: the transmission channels incorporated into
the models help determine whether financial shocks will in-
crease or lower inflation.

Our study investigates the question empirically while allowing
all the transmission channels identified in the theoretical lite-
rature.

The study shows that it is the effects of the financial shock
on enterprises’ funding costs which explain the positive res-
ponse by inflation to a negative financial shock. As shown in
Chart 3, various credit instruments with differing maturity
profiles (long-term and short-term corporate bonds and
bank loans to enterprises) have interest rates which rise
immediately after the financial shock before returning to
their initial level a few quarters later. The higher funding
costs, in turn, drive up enterprises’ marginal costs, thus indi-
rectly raising the sales prices, which causes the temporary
increase in inflation (De Fiore and Tristani, 2013; Gilchrist et
al.,, 2015).
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Chart 3
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Conclusion:

Our study has two main findings: first, GDP and inflation move in different directions after financial shocks. GDP falls, while
inflation rises slightly in the short term. This makes it more difficult for a central bank to pursue the right policies if it is looking
to stabilise both inflation and the real economy. Second, a monetary policy which, say, aims to shore up financial markets in
times of turmoil has to take into account a temporary drop in inflation when it reduces enterprises’ funding costs.

Disclaimer:

The views expressed here do not necessarily reflect the opinion of the Deutsche Bundesbank or the Eurosystem.
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“Variations in market liquidity and the intraday interest rate,”
by Puriya Abbassi (Bundesbank), Falko Fecht (Frankfurt
School of Finance and Management) and Johannes Tischer
(University of Bonn) will be published in the Journal of Money
Credit and Banking.

“On the Credibility of the Euro/Swiss Franc Floor: A Financial
Market Perspective” by Markus Hertrich (Bundesbank) and
Heinz Zimmermann (University of Basel) will be published in
the Journal of Money Credit and Banking.



