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Why is inflation out of control?

2

• ECB predicts 
inflation will be 
back at 2% only in 
2025 Q3, which is 4 
years since it was 
last at or below 2%

• Fall in last few 
months is entirely 
driven by energy 
prices, non-energy 
inflation at 4-5%

Source:: FRED, CPI and HICP, 12-month changes, not seasonally adjusted



The context: 30+ years of price stability

3

Three pillars of this success

• Central bank independence

• Inflation targeting

• Primacy of the short-term 
interest rate as the policy 
tool, set in transparent and 
predictable way

Source:: Reis (2022) “The Burst of High Inflation in 2021-22: How and Why Did We Get Here?”
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How did we get here?
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The shocks of 2021: excess demand

5

EA 2009 Q2
EA 2013 Q1

EA 2020 Q2

US 2001 Q4

US 2009 Q2

US 2020 Q2

−20%

−15%

−10%

−5%

0%

5%

10%

0 5 10 15 20
# quarters from trough

G
D

P 
re

la
tiv

e 
to

 p
re

vi
ou

s 
pe

ak

United States Euro Area

Inflation = expected inflation + excess demand + supply shocks

Source:: Reis (2022) “The Burst of High Inflation in 2021-22: How and Why Did We Get Here?”



The shocks of 2021: supply bottlenecks

6Sources: Cavallo Krystov (2022), and Lane speech (2003/05)
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Figure 3: All Stockouts in U.S. Sectors

Notes: The initial level of AOOS varies greatly by sector, so in order to facilitate the comparison, here we plot the
change relative to pre-pandemic levels, given by AOOScj,t �AOOScj,Jan2020.

Stockouts rose first for “Health” and personal care goods, but then quickly spread to other cat-

egories. In May 2020, the stockout increase ranged from 23 ppt for “Furnishings and Household”

goods to over 60 ppt for “Food and Beverages.” Some categories fully recovered. In particular,

by January 2022, “Health” and “Furnishings and Household” actually more products available

for sale than before the pandemic. By contrast, the disruptions were more persistent for “Food

and Beverages,” where stockouts remained over 30 ppt above pre-pandemic levels in early 2022,

and to a lesser degree in “Electronics.” These findings are consistent with U.S. media reports

on these two sectors, with labor and transportation disruptions a↵ecting food production and

computer-chip shortages a↵ecting the supply of electronics.11

3.2 Other Countries

Stockout patterns in the U.S. data are broadly similar to those in other countries. Figure 4 shows

both temporary and permanent stockouts for all seven countries. To facilitate the comparisons of

11See Fitch (2021) and Kang (2021).
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Inflation = expected inflation + excess demand + supply shocks
Rubric

www.ecb.europa.eu ©

Sources: Eurostat and ECB calculations. 
Notes: The purchasing power gains/losses are computed as the year-on-year percentage change 
in the real price of energy weighted by the nominal energy expenditure share, following Edelstein 
and Kilian (2009). A negative value indicates a loss in purchasing power. The income effect of 
terms of trade is calculated by taking the difference between export and import price changes 
weighted by their previous year values, as a percentage share of GDP. The latest observations 
are for April 2023 for purchasing power gains and losses and the fourth quarter of 2022 for the 
rest.

Supply bottlenecks and the income effect of terms of trade

10

Supply bottleneck indicators
(standardised)

Sources: Eurostat, S&P global, DG-ECFIN and ECB calculations.
Notes: The series is standardised over the period 2000-23. The latest observations are for 
the second quarter of 2023 (survey conducted in April) for European Commission equipment
shortages, May 2023 for PMI supplier delivery times and PMI input prices - manufacturing, 
and April 2023 for HARPEX ocean freight shipping costs.
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The shocks of 2021: expectations

7

How survey expectations 
tend to shift:

• First get skewness

• Then get variance

• Then both decline, and the 
mean has definitely shifted

Inflation = expected inflation + excess demand + supply shocks
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Source:: Reis (2022) “What can keep euro area inflation high? An update, six months later”



The shocks of early 2022: energy

8Sources: Schanbel (2022 speech), and Lane 2023/05 speech

Rubric

www.ecb.europa.eu © 

Measured inflation would be higher if owner-occupied housing were included 

Inflation drivers in February 2022
(annual percentage changes, percentage point contributions )

Source: Haver DLX and Eurostat.

5

Source: Eurostat, ECB and ECB calculations.
Last observation: 2021Q3.

Impact of including owner-occupied 
housing on measured inflation
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Inflation momentum for HICP and sub-components
(annual percentage changes; annualised 3-month-on-3-month percentage changes)

Sources: Eurostat and ECB calculations
Notes: Momentum is defined as annualised 3-month-on-3-month rates, seasonally adjusted data. HICPX: HICP excluding energy and food. The adjusted momentum 
series for services corresponds to annualised 3-month-on-3-month rates excluding the effects of the 9 euro ticket in Germany. 
Latest observations: April 2023.
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The policies of 2021-2023: large stimulus

9Sources: IMF Fiscal Monitor April 2023; and Eurostat unemployment rate

F I S C A L M O N I T O R: O N T H E P A T H T O P O L I C Y N O R M A L I Z A T I O N

4 International Monetary Fund | April 2023

the pandemic. With rebounding private activity 
and households drawing on excess savings built up 
during the pandemic, overall demand weathered 
the withdrawal of governments’ support. !e 
improvements in the cyclically adjusted primary 
balance in the euro area and the United Kingdom 
were smaller at 0.5 and 1.8 percentage point each, 
because further support measures were taken in 
response to a deterioration of the terms of trade 
stemming from Russia’s invasion of Ukraine. Japan 
announced a series of fiscal packages throughout the 
year, including measures to mitigate the deterioration 
in the cost of living. Other economies in Asia 
(Hong Kong SAR, Korea) also loosened their fiscal 
stances in 2022.

!e average debt-to-GDP ratio in advanced 
economies shed 10 percentage points between the 
end of 2020 and the end of 2022, thanks to favorable 
contributions from growth and inflation surprises. 
Nevertheless, the average current public-debt-to-GDP 
ratio of about 113 percent of GDP stands above 
its prepandemic levels. Over the medium term, 
fiscal tightening is projected to moderate or abate 
among advanced economies as a group. Under 
current projections for higher interest payments 
and lackluster growth, public debt would rise to 
about 118 percent of GDP over the medium term. 
Countries facing mounting pressures to engage in 
age-related spending (Japan), those contemplating 
further increases in public wages and other social 
spending (United Kingdom), and those expanding 

tax incentives, grants, and other fiscal measures to 
promote a transition to clean energy (United States) 
have steeper upward trajectories.

Emerging Markets: Growth Fears and Varied Headwinds

Following fiscal adjustment in 2021, primary deficits 
declined further by 1.1 percentage points in 2022, on 
average, in emerging markets excluding China. !e 
decline was largely driven by positive revenue surprises 
compared to the October 2022 Fiscal Monitor, but with 
large cross-country differences (Figure 1.7). Primary 
surpluses increased by more than 2 and 5 percentage 
points, respectively, in non-oil commodity exporters 
and oil-producing economies (excluding Russia), which 
benefited from an upswing in commodity prices and 
from keeping expenditures in check. However, some 
large countries among the emerging market economies 
group experienced different fiscal trends. In China, 
the government introduced fiscal measures to alleviate 
growth headwinds from COVID-19-related policies 
and concerns about its ailing real estate market. Support 
included a series of tax and other relief measures for 
small and medium-sized enterprises.

!e overall deficit in emerging market economies 
(excluding China) is set to widen in 2023 by 

US UK EA Japan AE average

Sources: IMF, World Economic Outlook database; and IMF staff calculations.
1RWH��7KH�ƂVFDO�LPSXOVH�LV�FDOFXODWHG�DV�WKH�DQQXDO�FKDQJH�LQ�WKH�F\FOLFDOO\�
DGMXVWHG�SULPDU\�EDODQFH��PXOWLSOLHG�E\�t���$�SRVLWLYH��QHJDWLYH��ƂVFDO�LPSXOVH�
LPSOLHV�DQ�H[SDQVLRQDU\��FRQWUDFWLRQDU\��ƂVFDO�VWDQFH��$GYDQFHG�HFRQRP\��$(��
DYHUDJHV�DUH�ZHLJKWHG�E\�SXUFKDVLQJ�SRZHU�SDULW\�DGMXVWHG�QRPLQDO�*'3�LQ
US dollars. EA = euro area; UK = United Kingdom; US = United States.

Figure 1.6. Fiscal Impulse: Advanced Economies
(Percentage points)
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Figure 1.5. Projected and Actual Primary Balance for 2022
(Percent of GDP)
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The policies of 2021-2022: loose monetary

10Sources: Schanbel (2022 speech) and Hilscher Raviv and Reis “How Likely Is An Inflation Disaster?”

www.ecb.europa.eu © www.ecb.europa.eu © 

Monetary policy normalising, as reflected in actual and expected market rates

9

Notes: The assumptions for short-term interest rates are based on market expectations of the three-month EURIBOR, as implied in futures rates. The long-term interest rates for the euro area 
are based on the weighted average of countries’ ten-year government bond yields, weighted by annual GDP figures. The weights are unchanged over the projection horizon. “Latest” refers to 31 
October 2022.

Long-term interest rates
(% per annum)

Short-term interest rates
(% per annum)

-1

0

1

2

3

4

2020 2021 2022 2023 2024

Dec 21 BMPE Mar 22 MPE Jun 22 BMPE

Sep 22 MPE Latest

-1

0

1

2

3

4

2020 2021 2022 2023 2024

Dec 21 BMPE Mar 22 MPE Jun 22 BMPE

Sep 22 MPE Latest

Probability of inflation over next 5 years



Framework problem: ECB review
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Focus on low r*, natural or 
neutral real interest rate
- More likely policy is too 

tight once hit ZLB
- Deflation trap, insufficient 

demand, ZLB, commit to 
be irresponsible

- Focus on aggregate 
demand

- Inflaiton expectations 
anchored, maybe even 
are too low
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What is to come?
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ECB is optimistic…. Or not

13

Rubric

www.ecb.europa.eu ©4

Headline inflation, measures of underlying inflation, inflation projections and expectations

Sources: Eurostat and ECB calculations.
The latest observations are for April 2023 for HICP and March 2023 for the range of measures of underlying inflation. The latest observations for market-based indicators of 
inflation compensation are for 23 May 2023. The SPF data show expected annual percentage changes one-year and two-years ahead of latest HICP data at the time the Q2 
2023 round was conducted (i.e. for March 2024 and March 2025) and for the calendar year 2026. The Survey of Monetary Analysts and the September 2022 ECB staff 
projections show quarterly forecasts. The cut-off date for data included in the ECB staff macroeconomic projections was 2 March 2023

Headline inflation, measures of underlying inflation and 
inflation projections and expectations
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Neurotic approach: what could go wrong?

14

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

Type of dominance Obstacle to raising policy rates

Misjudgment - persistently underestimate how high they must rise
- excessively rely on low r-star

Expectations - fail to talk tough because want to be popular
- fail to act tough and neglect need to overshoot neutral rate

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 - yield to groups lobbying for respite from redistribution caused
- be unwilling to use macro-prudential and liquidity policies to handle

financial stress
- get caught in diabolic loop between banks and sovereigns

Recession - over-rely on Phillips curve, which gets steeper as inflation persists
- over-estimate potential output

External - follow foreign central bank that lets inflation drift to
prevent the adjustments in exchange rates and capital flows

- be too averse to needed relative-price and relative-output adjustments

21

A central bank is dominated by 
misjudgment if it clings to outdated 
theories or measurements of the 
economy, finding excuses for why 
inflation is rising that absolve its 
policy- makers from their 
responsibility.

Abandoned low r*.

But averse to overshooting in 
interest rates

Source: Reis (2023) “What Can Keep Euro Area Inflation High?”



Expectations dominance?
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US Michigan survey 1y ahead

Hilscher-Raviv-Reis measure

ECB’s survey of consumers 1y ahead
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Foreign dominance

16

The central bank is 
dominated by external forces 
if it resists bringing inflation 
down because it fears the 
flows of capital and the 
movements in exchange rates 
that result. 

If anything the Fed is more 
committed right now

PROBABILITY DENSITIES FOR US 5Y INFLATION FROM 
FINANCIAL PRICES 

Source: Hilscher Raviv and Reis “How Likely Is An Inflation Disaster?”



Recession dominance

17

The central bank is 
dominated by the fear of a 
recession if it persistently 
raises policy rates too little or 
tool late because it is 
concerned with the resulting 
depth of the recession.

The big unknown right now.

Source:: Reis (2022) “What can keep euro area inflation high? An update, six months later”



Fiscal dominance

18

A central bank is fiscally dominated 
when it does not bring inflation 
under control because it fears 
breaking the government’s budget.

Not yet at least

Public debt in Euro Area

Source:: Reis (2022) “What can keep euro area inflation high? An update, six months later”



Financial dominance

19

The central bank is financially 
dominated when it resists 
bringing inflation down 
because it fears breaking 
parts of the financial system 
along the way.

Certainly, credit contracted, 
but not a crisis so far, at least 
while house prices hold up 

Rubric

www.ecb.europa.eu ©

Loans to households growth
(3-month annualised growth rates)

Changes in credit standards for loans to 
households for house purchase

(net percentages of banks reporting 
a tightening or an increase)

Household loans, credit standards and loan demand

Sources: ECB (BSI).
Note: Loans are adjusted for sales, securitisation and cash pooling
activities. The latest observations are for March 2023.

Source: ECB Bank Lending Survey. 
Notes: Net percentages refer to the difference between the 
percentages of banks reporting a tightening (an increase) and the 
percentages of banks reporting an easing (a decrease). "Other 
factors" refer to further factors which were mentioned by banks as 
having contributed to changes in credit standards. The latest 
observations are for the first quarter of 2023 (April 2023 BLS). 

Changes in demand for loans to 
households for house purchase 

(net percentages of banks reporting an increase)

Source: ECB Bank Lending Survey.  
Notes: “Other financing needs” are the unweighted average of 
“M&A and corporate restructuring” and “debt 
refinancing/restructuring and renegotiation”; “Use of alternative 
finance” is the unweighted average of “internal financing”, “loans 
from other banks”, “loans from non-banks”, “issuance/redemption 
of debt securities” and “issuance/redemption of equity”. The latest 
observations are for the first quarter of Q1 2023 (April 2023 BLS). 
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www.ecb.europa.eu ©

Net debt financing of firms 
(lhs: average monthly flows in EUR billions, rhs: 

annual percentage changes)

Changes in credit standards for 
loans to firms 

(net percentages of banks reporting a tightening 
or an increase) 

Firm debt financing, credit standards and loan demand

Sources: ECB (BSI, CSEC) and ECB calculations. Notes: The dashed
diamond shows the median annual growth rate of bank loans as reported by
IBES forecasters. Whiskers represent values within one standard dev.
around the median (16th and 84th percentiles). Distribution weighted by
realised loan volume as of year-end 2022. Based on a sample of 204
forecasts covering 36 banks, submitted between 1 April and 19 May 2023.
Ireland is dropped for data quality issues, and forecasts are trimmed of 10%
of observations on each side. The latest observation is for March 2023.

Source: ECB Bank Lending Survey.
Notes: Net percentages refer to the difference between the 
percentages of banks reporting a tightening (an increase) and the 
percentages of banks reporting an easing (a decrease). "Other 
factors" refer to further factors which were mentioned by banks as 
having contributed to changes in credit standards. The latest 
observations are for the first quarter of 2023 (April 2023 BLS). 

Changes in demand for 
loans to firms 

(net percentages of banks reporting an 
increase) 

Source: ECB Bank Lending Survey.
Notes: “Other financing needs” are the unweighted average of “M&A and 
corporate restructuring” and “debt refinancing/restructuring and 
renegotiation”; “Use of alternative finance” is the unweighted average of 
“internal financing”, “loans from other banks”, “loans from non-banks”, 
“issuance/redemption of debt securities” and “issuance/redemption of 
equity”. The latest observations are for the first quarter of 2023 (April 
2023 BLS). 
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Financial dominance: old and new problems
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Rubric

www.ecb.europa.eu ©
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Sensitivity of sovereign spreads 
to risk-free rate expectations
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Sources: Bloomberg and ECB calculations. The chart shows the relationship between the 
spread of selected sovereign 10-year benchmarks over the 10-year EA OIS rate (y-axis) 
versus the outright level of the ESTR OIS forward covering the 3rd ECB maintenance 
period from today (%). The chart differentiates between the period from start of 2022 until 
15 June 2022 (ECB announcement on activation of PEPP flexibility and work on anti-
fragmentation instrument) and the period thereafter. Latest observation: 16 May 2023.

Ensuring smooth transmission via TPI was a precondition for price stability

10-year euro area sovereign spreads 
versus Germany

(basis points)

Sources: Bloomberg.
Latest observation: 16 May 2023.
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Bank funding in the euro area 
(cumulated flows in EUR bn since end-September 2022; SA)

Sources: ECB (BSI) and ECB calculations. 
Notes: Bank deposits consist of deposits held with the MFI sector by euro area residents 
excluding MFIs, central government and financial vehicle corporations involved in 
securitisation activity. Their flows have been adjusted for the operational incident in 
TARGET2, which inflated the September 2022 OFI deposits, to be then reversed in 
October and November 2022. Bank bonds are those held by euro area residents 
excluding MFIs and central government. Latest observation: March 2023.

Shift from overnight into time deposits, with limited outflows into MMFs in EA 
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Bank funding in the United States
(cumulated monthly differences in outstanding amounts in USD bn since 

end-September 2022; SA bank deposit, NSA bank bonds)
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Sources: Federal Reserve Board/Haver Analytics and ECB calculations. Notes: Banks are domestically 
chartered commercial banks, US branches and agencies of foreign banks and Edge Act and agreement 
corporations. Consolidated bank bond data are quarterly and interpolated at monthly frequency. They do 
not include issuance activity from Federal Home Loan Banks (FHLB) as it is not possible to identify the 
part of it that it is directed to depository institutions. “M1 deposits” include demand and other liquid 
deposits. Latest observation: May 2023 for money market funds (up to 10 May), April 2023 for total bank 
deposits (dashed line), March 2023 for deposit breakdown and December 2022 for bank bonds.

Source:: Schnabel speech 2023/05
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Inflation

22

• Went up because unlucky with unusual shocks led to sharp increase. Persisted 
because failure in policy, partly because of fiscal largesse, partly because the 
ECB’s framework made it slow to move.

• Last 9 months policy caught up, inflation starting to come down, halted the drift 
of expectations and prices.

• Now it is facing a turning point and balancing act is always difficult. I would like 
to see a greater sense of urgency, four years seems too long

• Moving forward no clear signs of dominance, where financial/fiscal are always 
the more pressing for the ECB


