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Context: dramatic increase in inflation

HICP inflation rate - Overall index

Euro area
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The question
What could prevent ECB from reaching its 2% inflation target by the end of 2024?

» Can It do so! Sure, easy, hike policy rates, quickly, and persist until inflation
starts coming down and expectations are solidly re-anchored.

» Should it do so! Maastricht Ireaty Is clear, deliver price stability

» Wil it do so?! Maybe not, If 1t gets dominated

Starting from high inflation, when would an interest-rate setting central bank fail to
raise policy rates because it Is dominated by other factors or agents, with an
application to the challenges facing the ECB in 2023-24/
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|. Misjudgment dominance

i=r+7x° and i=a+7+ ¢(x — 7)

Underestimate the neutral rate. Have interest rates too low for too long

Misjudgment dominance happens when central banks cling to outdated theories or
measurements of the economy, finding excuses for why inflation is rising that absolve
monetary policy from responsibilities.




|. Misjudgment dominance: ECB today

|a) Persistent underestimate of how high will have to raise rates

» |9/0s example: imperfect real-time data, energy shocks, transitory beliefs

» Simple calculations: i > 2% + %6 = 3%

|b) Conceptual reliance on persistent low r=star for a long time
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o LEstimates contaminated by
. % % % ‘speclalness’’ of government bonds

Year

—— Return on private capital === (trend) @ — — Return on public debt = = (trend)

TWO r‘_ S‘tar‘S: p r‘|va'te Cap |'ta| an d gove r‘n m e n't bo n d S 5 Sources: Reis (2022) “Which r=star, public bonds or private investment?”



2. Incredibility dominance

n° =Ax+ Lo+ (1 — A —A)m

/lb(ﬂ()_ﬁ.)
b—1+4+4

T =T+
Legacy of 2021-22 inflation: Ay rose. Two solutions:

) Act tough: higher ¢, (11) Talk tough: regain trust, raise A

Incredibility dominance happens when central banks fail to acknowledge potential
lack of credibility on inflation control and, facing a recession, hesitate to reassert it




2. Incredibility dominance: ECB today

2a) Fear being unpopular by focussing on Inflation over unemployment

2b) Converge to neutral rate from below.

FRED ~4) — Federal Funds Effective Rate

— Consumer Price Index for All Urban Consumers: All tems in U.S. City Average
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Shaded areas indicate U.S. recessions. Sources: Board of Governors; BLS fred.stlouisfed.org

The Burns-Volcker (Taylor) lesson: “over’shooting is right, gradualism is wrong



3. Fiscal dominance

| |
ob + — b’ + b’
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repayment primary balance

debt revenue

g = 0, blv)

-all In bond prices (g) lowers debt revenue, met by austerity (f) or default (o)

Monetary policy lower | or increase v: keep bonds scarce, protect debt revenue

Fiscal dominance happens when the central bank does not bring inflation under
control because of the impact this would have on the fiscal position of the
government. Raising policy rates is feared to break the government's budget.
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3. Fiscal dominance: ECB today

3a) lempted by short-term fiscal benefit of inflation (recession, debase debt)
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» Neglects long-term fall in debt revenue
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» Inflation makes debt less safe less useful
as collateral, and a less appealing store of
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y value for foreigners. Less special.
=== [low gross revenue on debt: m - Debt/GDP —— (US)
Flow payment on debt: r - Debt/GDP (US)
== [|ow primary balance/GDP —— (US)

3b) Balance-sheet policy leads to large losses

» Debt revenue is bondholder payment, ECB and lack of recapitalization

3¢) lTransfers across regions and legality of the euro

» ECB purchases prevent rollover crises, but thin line to transfers.

Sources: Reis (2022) “Debt Revenue and the Sustainability of Public Debt”
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4. Financial dominance

“=1i+u“+a.p and id=i—,ud+adv
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Higher rates hurt borrowers and depositors.

Looser macroprudential lowers intermediation costs but debt revenue as well

More abundant reserves lowers the scarcity of deposits, may prevent fire sales

Financial dominance hapbens when a central bank resists bringing inflation down
because it fears causing a financial crisis.



4. Financial dominance: ECB today

4a) Groups lobbying for respite from redistribution caused

* Higher rates raise intermediation margins, redistribution in credit and housing

» Also makes misjudgment dominance more likely

4b) Unwilling to use macropru anc

Ife

UIC

ity policies to hanc

le financial stress

» [heir goal Is to prevent financial dominance of monetary policy

» But they can become vehicle for fiscal dominance



4. Financial dominance: ECB today

4c) Diabolic loop between banks and sovereigns, triggered by higher rates
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5. Recession dominance
r=n°4ky+¢e and y=—w(r—r*)
e = &(shocks,f, 0,1 — id)

Shocks: energy markets, de-globalization, sectoral adjustments.

With a positive markup movement, bringing down inflation quickly comes with a
negative output gap.

Recession dominance happens when the central bank is so worried about causing a
recession by raising interest rates that it allow inflation to get out of control. The
concern is now with breaking the real economy.




5. Recession dominance: ECB today

ba) Delay bringing inflation down and letting expectations entrench

» Too slow at bringing inflation down Infuses persistence into inflation (Ap)

* Requires even larger recession down the road

5b) Phillips curve gets steeper as inflation persists

» |t record-high inflation persists for another |2 months or more, wages and
prices wWill likely start adjusting

X rises and can become very high



5. Recession dominance: ECB today

5c) Over-estimate potential output =

—— Japan
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Figure 4: All Stockouts in 7 Countries

Notes: The initial level of AOOS varies greatly by country, so in order to facilitate the comparison, here we plot
‘he change relative to pre-pandemic levels, given by AOOS; . — AOOS j4n2020,c-
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Conclusion

-conomic policy always

requires a balancing act.

Gloomy

perspectl

brecautionary

ve of Imagining

scenarios under which i1t
becomes dominated by the
other factors.

Glass half full and half empty

Table 1: Signs of dominance preventing the central bank from lowering inflation

Type of dominance Obstacle to raising policy rates

Misjudgment - persistent underestimate of how high must rise
- excessive reliance on a persistent low r-star

Incredibility - desire to be popular
- converge to neutral rate from below

Fiscal - tempted by short-term fiscal benefit of higher inflation, neglecting
long-term fall in debt revenue
- overuse balance-sheet policy leading to large losses that require
recapitalization
- jeopardize legality of euro by engaging in large transfers across
regions

Financial - groups lobbying for respite from redistribution caused
- unwilling to use macroprudential and liquidity policies to handle
financial stress
- diabolic loop between banks and sovereigns

Recession - delay bringing inflation down and letting expectations entrench
- over-rely on Phillips curve, which gets steeper as inflation persists
- over-estimate potential output




