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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.









Source euro are inflation has become domestic phenomenon
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Source euro are inflation has become domestic phenomenon









Dynamic effects of a 10% increase in global crude oil prices

Source: Peersman and Van Robays (2009); horizon is quarterly
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Elephant in the room: international food commodity prices
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Presentation at the Financial Forum
At the NBB, Brussels, May 20th, 2022

By Wim Boonstra

Monetary challenges for the ECB
(and some possible solutions)



Content

�‡The situation

�‡The challenges
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�‡The consequences



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
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Challenge: how to normalize the situation?

�‡The PSPP: ex-post monetary financing of public debt

�‡ ���Š�‘�—�Ž�†���–�Š�‡�����������î�†�‡-�•�‘�•�‡�–�‹�œ�‡�ï���–�Š�‹�•���’�—�„�Ž�‹�…���†�‡�„�–�ë

�‡ ���”���•�Š�‘�—�Ž�†���–�Š�‡�����������•�‡�‡�’���‹�–���‘�•���‹�–�•���„�ƒ�Ž�ƒ�•�…�‡���•�Š�‡�‡�–���î�ˆ�‘�”�‡�˜�‡�”�ï�ë

�‡Questions to be answered:
�‡ 1) what are the consequences for the SGP?
�‡2) does this challenge also bring further opportunities?
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Answer 1a: de-monetizing is a bad option
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�‡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.

�‡ ���ˆ���–�Š�‡���…�‡�•�–�”�ƒ�Ž���„�ƒ�•�•���™�‘�—�Ž�†���†�‡�…�‹�†�‡���–�‘���î�†�‡-�•�‘�•�‡�–�‹�œ�‡�ï�á���–�Š�‡�”�‡���ƒ�”�‡���„�ƒ�•�‹�…�ƒ�Ž�Ž�›���–�™�‘���™�ƒ�›���–�‘���†�‘���–�Š�‹�•�ã
1. 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.

2. 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. It does absolutely not make any sense from an economic point of view. 

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



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

8

0

20

40

60

80

100

120

140

160

0

20

40

60

80

100

120

140

160

Total debt issues % BBP Corrected debt % BBP SGP debt criterium



Should the acquired be scrapped?
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�‡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
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�‡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



Central Banks issuing debt securities
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�‡ ���Š�‡���‹�•�•�—�ƒ�•�…�‡���‘�ˆ���…�‡�•�–�”�ƒ�Ž���„�ƒ�•�•���•�‡�…�—�”�‹�–�‹�‡�•���‹�•���ƒ���–�‡�•�–�‡�†���‹�•�•�–�”�—�•�‡�•�–�����î�‘�•�‡���‘�ˆ���–�Š�‡���•�‘�•�–���•�ƒ�”�•�‡�–���ˆ�”�‹�‡�•�†�Ž�›��
�ƒ�’�’�”�‘�ƒ�…�Š�‡�•�ï�����‘�ˆ���‘�’�‡�•-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 Riksbankand 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)



Central Banks issuing debt securities
How does it work?
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�‡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 (M0) 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)
�‡ In reality both effects could manifest themselves simultaneously, although the ECB usually does 

not intervene in currency markets



Stylized scenario 1 :
ECB issues securities, reducing liquidity

(Balance sheet size constant, substitution on the liability side ) 
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Stylized scenario 2: 
ECB issues securities, in reaction to liquidity inflow

(Balance sheet grows, liquidity effect of money inflow is neutralized)
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Conclusion
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�‡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
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�‡ Any questions?

Thankyou

Read our publications on: https://economie.rabobank.com
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