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Easy life for the ECB before the financial crisis

EUROSYSTEM

balance sheet total 1000bn
interest rate 2 — 4%

Watch inflation rate
Increase interest rate if >2%
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sheet and zero interest rate.
Unsustainable or the new
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The comeback of inflation and higher
interest rates?

Gert Peersman
UGent



Inflation target of the ECB

Statutes (article 2): the main objective shall be to maintain price stability

ECB (2021 strategic review): We are targeting an inflation rate of 2% over the medium term. Our commitment
to this target is symmetric: we view inflation that is too low just as negatively as inflation that is too high

The medium-term orientation is important to account for uncertainties in the inflation process and the
transmission mechanism, so as to recognize the imperfect control of inflation by monetary policy in the
short run, owing to variable transmission lags to the economy and inflation.

As different types of shock may move inflation and real economic activity in the same direction (as in the
case of demand shocks) or create a temporary trade-off (as in the case of supply shocks), the medium-
term orientation also provides the policy flexibility to assess the origin of shocks and look through
temporary shocks that may dissipate of their own accord, thus avoiding unnecessary volatility in activity
and employment.



Monetary policy response and the origin of shocks

When the source of inflation is “domestic” and demand-driven (overheating of economy, tight labor markets,
...), interest rates should increase in order to reduce aggregate demand: this is the case in the United States

When the source is imported inflation (e.g. energy, food and industrial commodities), central banks should not
react and tolerate the (one-time) price increase

» Monetary policy tightening does not solve the
problem, while it would deteriorate the economy

» This is a popular narrative for the euro area




What is the problem?

Core inflation is projected to decline again below 2 percent...
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What is the problem?

... but forecast errors suggest there has been a regime shift: from systematic overestimation to systematic
underestimation of inflation => high inflation may stay longer than we think (or hope)

Eurosystem core inflation and projections over time (percent)
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Source euro are inflation has become domestic phenomenon

GDP deflator: year-on-year growth rate Import deflator: year-on-year growth rate
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Source euro are inflation has become domestic phenomenon

Unemployment and vacancies Limits to production — shortage of labour
(LHS: percent; RHS: ratio) (percentage balances)
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Notes: IT and EE vacancies data not available. Vacancies data for FR only
available for size-class greater than 10 employees. 10



Source euro are inflation has become domestic phenomenon

Euro area output gap + projections (OECD)

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022

» Caveat: war in Ukraine could have negative impact on economic activity, reducing domestic inflationary
pressures



Shift in fiscal policy regime

Fiscal policy support to households and firms during Covid-19 avoided a collapse of the economy and
contributed (substantially) to strong recovery

It is very tempting for governments to use the same approach to solve any economic problem, such as rising
energy prices and losses in purchasing power more generally

» This is also what people expect from the governments

» But expansionary fiscal policies (including vat reductions)
when the economy is at full capacity only leads to higher
inflation...




Second-round effects

Imported inflation could become a domestic problem that requires a monetary policy response if there are so
called second-round effects

WTI Crude Oil Price (dollar per barrel)
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Dynamic effects of a 10% increase in global crude oil prices
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Elephant in the room: international food commodity prices

International Food Commodity Prices
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Dynamic effects of a 10% increase in international prices

Consumer prices
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Second-round effects (wage-price spirals) are
again crucial amplification mechanism

Note: impact is even much stronger in Belgium
(due to automatic wage indexation)

Large differences across euro area countries:
complicates a “single” monetary policy stance



Monetary policy

Euro area inflation is clearly a domestic problem

» Higher inflation might last longer than expected due to
fundamental shift in fiscal policy and second-round effects

» Unless war in Ukraine depresses aggregate demand in the
euro area: downturn/recession would also stop second-round
effects (as was the case in the Great Recession)

» Balance of risks: ECB should end expansionary balance sheet
programs (QE) and start increasing interest rates

Nothing is cooler and
more attractive than a
big comeback, and
that’ll be me.

(NFLATION




What about the long run?

Real interest rate G7-countries
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» Fundamental determinants that have lowered (real) interest rates over time (e.g. demographics, inequality,
low productivity growth, lower investment demand) are projected to last

» Unless there is a substantial increase in government debt and/or productivity growth
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Monetary challenges for the ECB
(and some possible solutions) |

Rabobank
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The situation: the ECB has acquired a major
security portfolio
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The consequence: banking liquidity has reached
unprecedented proportions
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The consequence (2): under the PSPP, the ECB owns
around 20% of the public debt issued by eurozone countries

Rabobank

160
140
120
100
80
60
40
. I I
: .
o’f’&%&?\}@@?’@ c;@(.\\fb@"’& %Qéi@‘\& @1«‘?@3’*& \»’b‘.\\zo\’&@@&‘& o‘§®<&°§ 46&%047?‘\ ?\&Q’&
S T N S $é§@’ TS o o <
N

m Corrected debt % BBP B Acquired by ECB under the PSPP



Challenge: how to normalize the situation? ‘%

Rabobank

- The PSPP: ex-post monetary financing of public debt
- Should the ECB ‘de-monetize’ this public debt?
- Orshould the ECB keep it on its balance sheet ‘forever’?

- Questions to be answered:
- 1) what are the consequences for the SGP?
- 2) does this challenge also bring further opportunities?



Answer 1a: de-monetizing is a bad option %

Rabobank
Public debt that is acquired by the central bank. It has lost its monetary significance, because
ultimately the government is the shareholder of the central bank (De Grauwe, 2021).

The central bank can keep this debt on its balance sheet into eternity. This does not add to new
inflationary pressure.

If the central bank would decide to ‘de-monetize’, there are basically two way to do this:

Stop with replacing maturing debt. The result: the debt will gradually disappear from the
balance sheet. Negative side effect: it will take decades (read: several business cycles) to
complete this process.

Actively reselling its portfolio to market participants. This would bring two negative side
effects:

1. It will probably a major turmoil in financial markets
2. Itdoes absolutely not make any sense from an economic point of view.

Basically there are two options: rewrite the SGP or redefine the relevant debt.



Answer 1a: debt acquired by the ECB lost its relevance

160

140

120

100

80

60

40

2

o

o

I Total debt issues % BBP

- - e - ‘-

\ ' |
o"(\o\\&rbﬁ\bqufb@%@«\\&\‘oé@?@’b
(OQ} <</ N \$\, Q/(Q &\g\@ Vg Qo (,} C)\

S NE

-=-Corrected debt % BBP

— = SGP debt criterium

160

140

120

100

80

60

40

20




Should the acquired be scrapped? ‘%

Rabobank

- Technically not a problem, but the ECB would have a negative equity (De Grauwe, 2021)
- The central bank could decide to keep this debt on its balance sheet into eternity

- This will not add to new inflation, but would certainly help to prevent a too restrictive fiscal policy
in Europe (Boonstra, 2021)

- The real problem: moral hazard. Once policy makers see this as a major bail out, they may draw
wrong (and dangerous) conclusions

- The solution:

1) Only countries that meet the deficit reduction targets are rewarded by changing part of their
debt into perpetual debt.

2) The eurozone should be redesigned in a way that market discipline improves. This brings us to
the next topic: strengthening the eurozone



The eurozone needs a common safe asset é

Rabobank

One of the reasons why the international position of the euro is stagnating is the absence of a
common safe assets (securities guaranteed by all member states)

The euro is running the risked that its international role is surpassed by the Chinese renminbi

The issuance of conditional Eurobonds would bring safe assets (Boonstra, 1991; ELEC 2011;
Muelbauer, 2013), but this debate has become too politicized.

There are other ways to organize this (Boonstra and Thomadakis, 2020).

One of the most promising options is the issuance of securities by the central bank

10



Central Banks issuing debt securities ‘%

Rabobank

The issuance of central bank securities is a tested instrument (‘one of the most market friendly
approaches’) of open-market policy (Gray, S. & R. Pongsaparn (2015))

The central banks of Sweden and Switzerland do to regulate liquidity
According to the IMF, about 30 percent of central banks issue securities
The Riksbank and the SNB use short term instruments

Some central banks issue central bank securities to establish a yieldcurve (BoT, BoK, HKMA) (Gray, S.
& R. Pongsaparn (2015))

There is no reason why a central bank should limit itself by issuing only short-term notes (Boonstra &
Van Geffen, 2022)

11



Central Banks issuing debt securities ‘%
How does it work? |

Rabobank

- The central bank issues debt securities in order to drain liquidity form the market

- The CB sells the securities to banks, but the securities may trade on the secondary market and
can be bought by other domestic and international investors as well

- CB securities are not part of the monetary base (Mo) and do not officially count as banking
liquidity.

- The next two slides offer stylized examples of the impact of the issuance of bills by the ECB
1) Neutralization of existing liquidity

2)  Neutralization of new liquidity (relevant for central banks that intervene in the currency
markets)

- Inreality both effects could manifest themselves simultaneously, although the ECB usually does
not intervene in currency markets

12



assets

ECB Balance sheet

Stylized scenario 1

ECB issues securities, reducing liquidity
(Balance sheet size constant, substitution on the liability side )

liabilities

Gold and foreign exchange reserves

Banknotes

Lending to credit institutions
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Securities held for monetary policy purposes
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Other liabilities
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ECB Balancc
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liabilities

Gold and foreign exchange reserves

Banknotes

Lending to credit institutions

Securities held for monetary policy purposes

Liabilities to credit institutions

Other assets

Other liabiliticg
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assets

ECB Balance sheet

Stylized scenario 2:

ECB issues securities, in reaction to liquidity inflow %
(Balance sheet grows, liquidity effect of money inflow is neutralized) Rabobank

liabilities

Gold and foreign exchange reserves

Banknotes

Lending to credit institutions

Liabilities to credit institutions

Securities held for monetary policy purposes

Other assets

b

ECB Balance sheet

liabilities

assets ‘

v

Gold and foreign exchange reserves

Lending to credit institutions

Securities held for monetary policy purposes

Other assets

Banknotes

Liabilities to credit institutions
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Conclusion ‘%

Rabobank
The current situation offers several opportunities:

The debt acquired by the central bank opens the opportunities to start with a lower public debt
level. The real caveat of course is moral hazard.

Draining of liquidity can be done by the issuance of securities by the ECB. This will bring less
turbulence in financial markets than an active reselling of its portfolio. It is, in the words of the
IMF, one of the smoothest ways of conducting open market policies..

A very positive side effect is that it would bring the eurozone a large and liquid market of
common safe assets.

This would be an important pillar under the Capital Market Union and substantially strengthen
the international position of the euro

15



Thank you

Any questions?

A

Read our publications on: https://economie.rabobank.com Rabobank
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@ KATE.GQ

e $ e = & > —_ = [tis a public good, mainly created by private
i e = institutions

= Astock and a flow (old debate Banking vs. Currency
School); credit multiplier

®m  Public money stock has increased, money velocity
has continuously decreased
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Velocity of M2 money stock
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https://fred.stlouisfed.org/graph/?g=NITd

The euro has fundamentally changed

®=  The fallacy of labor mobility: the euro was a postulated neoliberal choice

m  Defined by its own inflation rate

m  But after the Sovereign and the Covid crisis

= The euro has changed: from the protection of savers towards the (ongoing) support to the economy

= And now inflation with an unfortunately powerless ECB

4 ‘ MAY 2022



Inflation is there to last

®m  The disinflationary globalization has probably come to an end

®  Globalization will become more expensive

®m  Climate transition has to be financed, plus disruptions in the supply chain, war, food shortage, etc.

m  Eventually, social unrest (end of the great wage moderation) ?
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Core inflation Eurozone & US
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Energy prices
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The role of central banks has deeply changed

= The central bank "put option": started in 1998 (LTCM)
m  Full control of the yield curve

®  Governments and the ECB have exchanged their assets and
liabilities

m  Refinancing of the european "welfare state": from
refinancing with existing savings towards money supply

®m Inflation was temporarily subdued by the aging population
and globalization, digitalization

e
.

= "renationalization" of the money: we get closer to the
Chicago Plan (Fisher, 1933) and the melting money (Gesell,
1916)

= And tomorrow : challenge of CBDC, crypto’s, financing of
the climate transition
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Debt to GDP Eurozone & US
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Central bank balance sheet
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Who will pay for this vast "social” refinancing: savers

Beyond everything, money is a ratio between production factors (labor and capital)

Substantial public debt with increased asset values BUT increasing social disparities (also fueled by inflation)

Public debt will continue to increase (= the price of social peace)
Excess capital must be depleted, while wages must increase
A probable outcome : first inflation, then taxation of capital? Pusch-back of neoliberalism?

The risk : what is ultimate at stake (and will be hit) : social disruption ; private property is at stake in a huge

redistribution scheme
Tacit nationalization of private savings ?

MAY 2022



William Shakéspeare in King John;

« So foul a sky clears not without a
S




