IMPROVING ECONOMIC POLICY

Uncertain inflation outlook and

monetary policy normalization In
the heterogeneous euro area

Zsolt Darvas
Bruegel and Corvinus University of Budapest

Macro Economy Research Conference: “Monetary Policy Normalization Ten Years
after the Great Recession”

Nomura Foundation
24 October 2018, Tokyo



The ECB'’s core inflation forecast has proved to F‘

bruegel

be overly optimistic. Would i1t work this time?

2.5 Note:
 Actual inflation is the thick
2 red line (moving 12 months
average rate of change)
Lo * The solid lines show the
Inflation forecast made In
1 each quarter
0.5 Note: ECB forecasts are available for the annual average

inflation. That’s why | use the 12 month average rate of
change for the actual data, which, in each December,
equals annual average inflation. In the chart the end

0 observation (in Q4 of various years) of each forecast curve
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Motivation

 Low/negative ECB interest rates and large expansion of balance
sheet reflect non-standard monetary policies

* Inflation, the main objective of the ECB, reached 2% in summer
2018, but partly due to oil prices, while core inflation remains
stable at 1%

* Inflation forecasts suggest an acceleration of core inflation in the
coming years, yet the track record of inflation forecast is bad

« At the same time, the euro area remains rather heterogeneous
with diverse inflation, growth and house price developments

* How to sequence monetary policy normalisation in the euro
area? What lessons to draw from the monetary policy
normalisation experiences of Sweden, US & UK?
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Global comparison: central bank balance 1M

sheet (% GDP)
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Global comparison: banks’ reserves at the

central bank relative to banking assets (%)
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Global comparison: 1-week interbank interest -

rates (%), 2 Jan 2000 — 17 Oct 2018
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Monetary policy normalisation questions ™

* Balance sheet: shrink or not? And to what level?
* Interest rates: when to raise and up to what ‘new normal’?
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Lessons from monetary policy
exit mistakes of Sweden, the
US and the UK
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Sweden: premature monetary policy exit M

followed by massive tightening

 After Lehman Brothers collapse: main rate cut form 4.75% In
October 2008 to 0.25% in July 2009

« July 2010 - July 2011: rate increase to 2% for financial stability
reasons

* This premature monetary policy exit led to high costs in terms of
excessively low inflation, overly high unemployment and a
higher real debt burden for households

 After July 2011: rate cut to -0.5% & quantitative easing
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Swedish interest rates, 2 January 2008 — M

12 October 2018
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The Riskbank's repo rate: actual (thick

red line) and Riksbank forecasts

« Apart from the short period
around 2010, the Riksbank
Interest rate guidance
turned out to be grossly
Inadequate

* Noteworthy that the 10-
year government bond
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Federal Reserve: ‘taper tantrum’

unnecessarily pushed-up the 10-year yield

* While QE3 was ongoing in the US, in early 2013 unemployment
rate fell to 7.5%, nearing the 6.5% threshold which was
announced earlier as the rate when the FED will start increase
Interest rates

* FOMC started to discuss “tapering” of QE in early May 2013:

the 10-year yield increased from 1.7% to 3% in a few months —
eading to a far larger tightening in financing conditions than the
~ED had intended

« Later, the 10-year yield has fallen back even below 1.7%,
despite the actual tapering and ending QE and the first increase
In federal funds rate in December 2015
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Bank of England: some improper

statements confusing markets

« July 2013: BoE releases a statement (an unusual move Iin the
absence of a policy change) clarifying current policy and
guestioning whether the expected future rates were in line with
economic developments

* Aug 2013: BoE introduces forward guidance, linking increase In
Interest rate to unemployment falling below 7%

* Feb 2014: BoE updates forward guidance, unlinking it from
unemployment following the decrease of the unemployment
rate below 7%

« June 2014: Mark Carney suggests that the interest rates could
reach 2.5% in early 2017
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UK Interest rates, 2 Jan 2006
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Key conclusions from the QE exit

experiences of the three countries

 Learn from the mistakes
 Clear forward guidance is crucial

Premature exit has to be avoided

_ong-term interest rates have not increased when asset
purchases have been stopped; not even after the first few rate

Increases (US, UK)
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New normal In monetary
policy?
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rates

Trends in short-term real interest rates, 1870-2016
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Source: Del Negro, Marco, Domenico Giannone, Marc P. Giannoni and Andrea

Tambalotti (20718) ‘Global Trends in Interest Rates’, NBER Working Paper No. 25039

Secular decline In global real interest

Explanations of the secular
decline in global real rates by
Del Negro et al (2018):

* Increase in the premium that
International investors are
willing to pay to hold safe and
liquid assets (scarcity of safe
assets in the context of a
global saving glut)

« Lower economic growth
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Central bank balance sheet

* No benchmark for ‘normal’ balance

* Balance sheet depends on the way monetary policy is conducted,
on the exchange rate regime, past monetary policy actions, central
bank tasks, profit distribution

« Arguments in favour of larger balance sheet:

(1) Lower equilibrium interest rate > zero lower bound will likely be
reached more frequently - unconventional monetary policy would be use
more regularly;

 Larger balance sheet could (2) improve monetary transmission, (3) provide
safe assets, (4) reduce banks’ incentives for excessive maturity
transformation

« Arguments against larger balance sheet:
* It exposes the central bank to financial risk and undue political influence
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Monetary policy exit when the
Inflation outlook I1s uncertain




Recall: The ECB’s core inflation forecast has S

proved to be overly optimistic. Would it work
this time?
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2 red line (moving 12 months
average rate of change)
Lo * The solid lines show the
Inflation forecast made In
1 each quarter
0.5 Note: ECB forecasts are available for the annual average

inflation. That’s why | use the 12 month average rate of
change for the actual data, which, in each December,
equals annual average inflation. In the chart the end

0 observation (in Q4 of various years) of each forecast curve
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Ray of hope: wage growth seems to

accelerate

Compensation of employees in the
euro area: actual data (thick red line)
and ECB forecasts

* Following repeated failures in
predicting wage growth, more
recent data suggest a pick-up in
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But: labour force participation continues to .

expand — good news for the people, bad
news for inflation

Labour force participation rate (age 15-64, % of population)

80 « While Americans were
S BT (che fleeing the labour
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But 2: Underemployment is higher than M

unemployment, moderating wage growth
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ECB deposit facllity interest rate, main asset g3

purchase announcement dates and 10-year .

government bond
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Note: for asset purchases the announcement
dates are indicated; the actual changes to
purchased volumes took effect typically about 2
months later. 25
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ECB interest rate lift-off

« Key conclusion from other central banks:
« Ending asset purchases might not increase interest rates (especially if maturing
asset holdings are reinvested)
* The key issues is the start date and the expected path of interest rate increases

* Premature monetary policy exit is dangerous

« My advise Is to walit with interest rate increase until core inflation has
actually reached a sufficiently high level. Since inflation has undershoot
for long, prolonging rate increase to after a period of inflation
overshooting would be desirable. In my view, the ECB’s current forward

guidance is insufficient:

* “The Governing Council expects the key ECB interest rates to remain at their
present levels at least through the summer of 2019, and in any case for as long
as necessary to ensure the continued sustained convergence of inflation to
levels that are below, but close to, 2% over the medium term.” (13 September

2018 ECB press release) 26
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The euro area Is heterogeneous,
financial stability risks vary across
countries




Core inflation: large heterogeneity in the euro  Em

area
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Credit growth: large heterogeneity in the euro "".

area

Bank lending to households at constant prices (2013Q4=100)
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House price developments: large heterogeneity in the"".

euro area v
Real house price index (2013Q4=100)
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Should monetary policy aim to support
financial stability?

* Conceptually, monetary policy tools are ill-suited to fostering
financial stability goals

* Problem Is even more severe in the heterogeneous euro area
* Macroprudential policy should play a major role

* Current macroprudential assessments: the overall risk to
financial stability remains low, though there are certain
vulnerabilities

* |In some euro area countries certain vulnerabilities have already
led to measures, like capital buffer for systemically important
Institutions, countercyclical capital buffers (CCyBs), and debt-to-
income (DTI) ratio limits and loan-to-value (LTV) ratio limits

31
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Five main take-aways

1. Premature monetary policy exits involves major risks: careful
forward guidance is needed

2. In the new ‘normal’ central bank balance sheet policies will
likely became part of the reqular toolkit, especially if the
natural rate of interest remains low

3. Stopping asset purchases would not increase long-term rates

4. The inflation outlook in the euro area is very uncertain: better
to wait with interest rate increase till core inflation overshoots

5. The euro area is very heterogeneous: monetary policy cannot
address financial stability concerns; instead, macroprudential
policy should have major role .
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Thank you for your attention
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