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Monetary policy faces trade-offs in the case of 

supply shocks

Demand shock Supply shock

Source: Hofmann et al. (2024)



Shapiro decomposition of inflation

• Same sign: demand

• Price and quantity surprises move together

• Opposite signs: supply

• Price and quantity surprises move in opposite 

directions

• Near-zero surprises classified as ambiguous
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Shapiro decomposition of inflation

US headline PCE inflation
YoY, in %, contributions in percentage points

US core PCE inflation
YoY, in %, contributions in percentage points
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Source: FRB San Francisco



Comprehensive assessment of demand and 

supply conditions
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Source: based on Hofmann et al. (2024, revised 2025)



“Looking through” a supply shock is conditional, 

not automatic
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More reason to look through More reason to lean against

Temporary, narrow relative-price shock Persistent or repeated shock

Expectations remain anchored Medium/long expectations drift

Large real-income drag on demand Demand remains strong

Limited price-wage spillovers Broad second-round effects

Policy would peak after shock fades Policy can limit second-round persistence



CNB’s reaction function

• In g3+, the reaction function takes the form 𝑖𝑡 = 𝜌𝑖𝑡−1 + (1 − 𝜌)( ҧ𝑟 + 𝜋𝑇𝐴𝑅 + 𝛼 𝜋𝑡+4 − 𝜋𝑇𝐴𝑅 )

• 𝑖 short-term nominal interest rate

• 𝜌 rate-smoothing parameter (higher values of 𝜌 imply smoother rate trajectory)

• ҧ𝑟 neutral real interest rate

• 𝜋𝑇𝐴𝑅 inflation target

• 𝛼 determines how strongly monetary policy reacts to expected deviation from target (𝜋𝒕+𝟒 − 𝜋𝑇𝐴𝑅)

• reaction to output gap only implicit (to the extent output gap has effect on 𝜋𝑡+4 − 𝜋𝑇𝐴𝑅)

• Explicit inclusion of the output gap in the reaction function would result in a stronger reaction of MP to 

demand shocks than to supply shocks

𝑖𝑡 = 𝜌𝑖𝑡−1 + 1 − 𝜌 ҧ𝑟 + 𝜋𝑇𝐴𝑅 + 𝛼 𝜋𝑡+4 − 𝜋𝑇𝐴𝑅 + 𝜷ෝ𝒚𝒕
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Inflation expectations
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Realised inflation Expected inflation
Learning
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Behaviour

Inflation and expectations reinforce each other

• The loop becomes macroeconomically costly when expectations adjust upward repeatedly and become 

embedded in decisions.

• Past prices → beliefs Adaptive learning and salient personal price experience

• Beliefs → prices Sticky-price firms incorporate expected future costs

• Beliefs → wages Workers bargain to protect expected real income

• Beliefs → demand Expected prices and real rates affect spending, saving and investment



Expected and actual inflation: strong correlation 

over long samples, unstable over shorter periods

Correlations between inflation, future inflation and expected inflation
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Source: Binder and Kamdar (2022)



There is no single measure of inflation expectations
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Households Direct beliefs; relevant to spending and wages High dispersion, literacy and salience effects

Firms Closest to price, hiring and investment decisions Representative panels are difficult to build

Professional 

forecasters
Informed, relatively accurate and consistent Small specialised samples

Financial 

markets
Breakevens and inflation swaps measure 

inflation compensation, not pure expectations

Risk, liquidity and market-specific technical 

premia may matter; shorter history



Question design can change the measured expectation
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Wording

“Prices in general” and “inflation” need 

not evoke the same concept.

Price concept

No index raises response rates but allows 

personal baskets or even asset prices.

Priming

Recent inflation, interviewer probes and 

preset ranges can shift responses.

Point vs. distribution

Distributions reveal uncertainty but 

impose a high cognitive burden.

Design principle

Combine quantitative and qualitative 

questions; randomise ordering; pilot 

wording; use visual aids.

Bins and ordering

Fixed ranges anchor answers and can 

fail during crises.

A precise-looking number can partly reflect the questionnaire rather than the respondent’s 

latent belief.



Sampling and repeated participation create their 

own biases
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Representativeness Panel conditioning

Non-

response

Response rates are declining; 

respondents may differ systematically from 

non-respondents.

Mode effects

Online surveys favour digitally comfortable 

groups; phone and in-person modes 

introduce other frictions.

Firm 

recruitment

Executive time is scarce, so many 

business surveys rely on convenience 

samples.

Panel benefit

Tracking the same person separates belief 

revisions from changes in sample 

composition.

Panel 

conditioning

Repeated questions teach respondents to 

think about inflation.

Measured 

effect

New York Fed SCE participants reduced 

average expectations by 2 pp after several 

months.

The sample may become better informed precisely because it is being measured.



Personal experience, salience and cognition shape 

reported beliefs

16

Expected vs. perceived recent inflation

Firms slope 0.92 R² 0.84

Households slope 0.73 R² 0.64

Professional 

forecasters
slope 0.10 R² 0.22

Why beliefs differ

Frequent 

purchases

Grocery and gasoline prices receive 

high weight.

Asymmetric 

attention

Price increases receive more weight 

than decreases.

Memory Past prices are often remembered as 

lower than they were.

Cognition and 

incentives

Knowledge and forecast accuracy 

vary systematically.

Dispersion is economically meaningful, but it combines true heterogeneity with measurement noise.

Source: Weber et al. (2022)



Expectations of firms and professional forecasters

Inflation expectations at 1Y horizon
sample of approx. 18 analysts and 150 non-financial corporations; %

Inflation expectations at 3Y horizon
sample of approx. 18 analysts and 150 non-financial corporations; %
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Source: CNB



Inflation perceived and expected by households

Inflation perceived by households
indicator of price trends perceived in last 12 months; sample of 

approximately 1,000 households; balance of answers; seasonally 
adjusted; values can range from −100 to 100

Inflation expected by households
indicator of expected price trends in next 12 months; sample of 

approximately 1,000 households; balance of answers; seasonally 
adjusted; values can range from −100 to 100
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Source: European Commission



Czech economic outlook 

and inflationary risks
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Macroeconomic forecast – Summer 2026

• Inflation will be at the target this year and above 

2% next year on average.

• The economy will grow by 2.2% this year and 2.7% 

next year. 

• Wage growth will slow but remain above-average.

• Interest rates are projected to be approximately 

stable.

• The exchange rate will stay broadly unchanged 

over the outlook horizon. 



Since Jan 2024, inflation has hovered close to 2%, 

but restrictive monetary policy is still required

Consumer price index
change, in %

Two-week repo rate
in % p.a., end of month
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Source: Czech Statistical Office Source: CNB



Inflation in services remains persistent

CPI – services
YoY, in %

CPI – services
MoM, in %
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Source: Czech Statistical Office. Note: Grey bands indicate ranges between minimum and maximum in 2010–2019.



Strong credit growth…

MFI loans to households and non-financial corporations
flows, three-month rolling totals, in % of annual GDP
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Source: CNB, Czech Statistical Office



…and public finance deficits are driving money 

supply growth

Broad money (M3)
annual rate of change, in %, contributions in percentage points

Broad money (M3)
difference from 2010–2019 average, in percentage points
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Source: CNB



Wages keep rising at a robust pace

Average gross monthly wage
YoY, in %

Average gross monthly wage
change, in %
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Source: Czech Statistical Office



Geopolitical tensions are creating additional

inflationary risks and uncertainty

Price of Brent crude oil
in USD/barrel

Price of wheat
in USD (cents)/bushel
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Source: Bloomberg



Price of natural gas is on the rise, while EU storage 

levels are at multi-year lows

Price of natural gas
in EUR/MWh, Dutch TTF

EU natural gas storage levels
in %
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Source: Bloomberg. Note: Grey bands indicate ranges between minimum and maximum in 2010–2025.
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