European monetary policy — dangerously restrictive

Mainz, June 27, Februar 2023 | Dieter Wermuth

Since last summer the ECB has raised policy rates by four percentage points and it is possible
that there will be two more 25 basis point hikes between now and September. Also since
last summer the central bank has reduced its balance sheet by an estimated 18% (end of
June 2023) and has thus withdrawn a significant amount of liquidity from the economy. To
borrow money has not only become much more expensive, it is also difficult to get a loan at
all — banks are rather choosey these days.

The idea is to bring down consumer price inflation sustainably from its present 6.1% y/y to
the 2% target, in order to avoid the impression that the ECB might not mean business. It
would otherwise lose credibility — and thus its main asset.

The ECB has been very restrictive since last summer. But board members keep saying that it
is better to tighten too much than too little. As it is, the economy of the euro area has
stagnated for three quarters already while leading indicators suggest that inflation has
peaked and is coming down quickly - and that no further restrictive measures are needed.

euro area inflation down steeply

2019 2020 2021 2022 2023+ ast6 - last3
months  months
v/y % annualized, %
HICP headline 1.2 0.3 2.6 8.4 6.1 2.4 1.8
HICP core 1.0 0.7 15 3.9 5.3 5.1 3.9
HICP food a) 1.8 2.3 15 9.0 12.5 9.5 5.7
HICP energy 1.1 -6.8 13.0 37.0 -1.7 -22.3% -18.9%
producer prices b) 0.8 -0.1 5.8 14.1 5.1 3.0% 1.2#
labor costs c) 25 2.9 1.1 4.6 4.7 54 0.7
import prices -0.7 -5.4 125 25.2 -6.6 -19.1# -17.3#
energy d) -13.7 -33.4 120.7 95.2 -42.0 -75.0% -65.3*
memorandum items:
terms of trade e) 1.5 3.8 -6.7 -9.3 8.9 24.4 19.1
loans f) 2.5 3.8 3.1 5.1 3.1 -0.3 -0.2

*) the latest month or quarter available — a) including alcohol and tobacco — b) ex construction and
energy — c) compensation of employees plus taxes minus subsidies per hour worked in industry,
construction and services — d) HWWI price index for energy raw materials (euro area) — e) Germany,
export price index for goods divided by the import price index for goods, positive numbers tend to reduce
overall inflation, and vice versa — f) loans to the private non-financial sector from banks — # not
seasonally adjusted

sources: Eurostat, ECB, Bundesbank, own calculations ©UR


https://www.ecb.europa.eu/press/key/date/2023/html/ecb.sp230619_1~2c0bdf2422.en.html
https://www.ecb.europa.eu/press/key/date/2023/html/ecb.sp230619_1~2c0bdf2422.en.html
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The most important numbers are, for the harmonized index of consumer prices (HICP), the
6- and 3-month annualized rates of change. They have fallen to plus 2.4% and 1.8%,
respectively. Further up on the value chain, the rates for producer prices (ex construction
and energy) were just 3.0 and 1.2%. On present trends, consumer price inflation will reach
its 2% target within half a year.

Will this be a temporary or a more durable success? It will be the latter, going by the strong
increase of the (German) terms of trade and, on the cost side of the picture, the decline of
import prices: they were down 6 %% y/y this spring and have fallen at annualized 6-and 3-
month rates of almost 20% (!). The recent appreciation of the euro and the large decline of
commodity prices have left their mark. Mostly good inflation news from the labor market as
well: labor costs, the most important cost component, have increased at an annualized rate
of only 0.7% over the past three months, despite the need of workers to catch up after the
large reduction of real incomes, caused by record-high inflation, and their strong position in
wage negotiations. There is no sign whatsoever of a new wage-price-spiral.

Overall, recent slow or even non-existent real GDP growth has widened the output gap of
the euro area economy. It is difficult to raise prices and wages in such a situation.

Inflation is also kept down by the large swing in the aggregated primary balance of
government budgets: between the first quarter of 2021 and the fourth quarter 2022, the
balance decreased from minus 770bn to minus 260bn euros, or by 4.8 percent of nominal
GDP. In other words, fiscal policy has moved from very expansionary (COVID 19) to more or
less normal and has thus exacerbated the deflationary effects of monetary policies — a
double whammy, so to speak (Doppel-Wumms).

primary government budget balance in the euro area™
percent of nominal GDP
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*) fiscal balance excluding interest payments, quarterly, 4-quarter moving sums

source: ECB; design & research: Uwe Richter ©UR

Incidentally, this resembles US developments: the primary deficit there declined from 13 and
11 percent of GDP in 2020 and 2021 to just about 3 % percent last and (probably) this year
(see Economic Report of the President 2023, p. 80). As on this side of the Atlantic, restrictive
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monetary and fiscal policies have also led to a double whammy — which largely explains why
the US economy has lost its momentum.

One could argue that the ECB’s policy rate of presently 4% is not really restrictive, given
consumer price inflation of 6.1% y/y. But it is not the level of the two variables that matter
but their dynamics, the way they have changed since the summer of 2022. The 400 basis
point increase of the main refinancing rate as well as banks’ deposit rate have pushed the
yield of 10y German government bond yields from -0.5% to +2.5%. Since this increase was
about 100 basis points less than that of (short-term) policy rates, this has resulted in an
inverted yield curve, again similar to what we see in the US. For banks — which typically
borrow short and invest long (loans, bonds) — this has resulted in a margin squeeze which
forces them to shrink their bread-and-butter business. This has another negative effect on
overall demand.

10-year Bund yield and ECB policy rate

percent

10y yield*)

*) monthly averages; last value: 2.52% (& June 1.-23, 2023)

source: Deutsche Bundesbank, design & research: Uwe Richter ©UR

The main impact of the large increase of long-term interest rates has been on capital
spending and thus on the growth rate of potential GDP. Residential housing in particular has
taken a big hit. In Germany, the average monthly debt service is presently about three times
larger than before the Corona crisis — which had begun in February 2020. For many
households buying a home has become prohibitively expensive.

The message of the numbers is clear: since early 2022 building permits have crashed from
400,000 annually to just 300,000, a reduction by a quarter. At the time of their inauguration
in December 2021, the coalition government of Social Democrats, Greens and Liberals had
announced that they would aim for the creation of 400,000 housing units annually. They had
obviously not taken into account that mortgage rates would rise so much. Since population
growth has accelerated briskly once again (Ukraine) there is now a glaring lack of affordable
housing. Even so, German real estate prices have fallen, not increased, so far this year, and
at larger rates than in decades. It is clearly an affordability issue. The situation is probably
not much different in the other 19 member states of the euro area.
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mortgage rates and housing permits in Germany
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*) number of housing units, seasonally adjusted and annualized (last value 2023Q1)
**) housing loans to households with an initial rate fixation of over 10 years, last value: 3.77% (April 2023)

source: Deutsche Bundesbank; design & research: Uwe Richter ©UR
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If I look at the ECB graph of the inflation expectations of professional forecasters, | might
conclude that there is actually no need for those high policy rates, and in particular no need
for even higher ones. The ECB can be proud about the fact that expectations have been very
close to 2 percent right from the start in January 1999, exactly on target and well-anchored
by now. A success story. There is obviously room for less restrictive policies.

But things are more complicated than at first sight. Who can guarantee that inflation
expectations will indeed remain at 2% when month after month actual inflation rates are at
6% or more? If businesses and workers come to the conclusion that, say, 5% is the new
normal, they will try to adjust their prices and wages accordingly — and this would spell the
end of those supposedly well-anchored 2% inflation expectations and the reputation of the
ECB as a determined inflation fighter. These new expectations would become the most
important determinant of future inflation rates, a self-fulfilling prophesy (Inflation
expectations and their role in Eurosystem forecasting. ECB Occasional Paper No 264,
September 2021).

euro area inflation expectations
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*) HICP ex energy, food, alcohol and tobacco - last value: 5.3% (May 2023)

sources: Eurostat, ECB Survey of Professional Forcasters, design & research: Uwe Richter ©UR
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This is the main reason why the ECB keeps its foot on the brake. From its perspective
everything necessary must be done to avoid the impression that it is not really determined
to bring headline inflation sustainably down to 2% — and then keep it there. It implicitly
accepts that such a policy may cause a stagnation of the economy, if not a recession. It’s
where we are today. But there are limits. The ECB cannot fight inflation no matter what.
Most importantly, unemployment has to be closely monitored. If an increase of
unemployment were to be attributed to restrictive monetary policies, the commentariat
would begin to propose an end of ECB independence and to make it part of fiscal policies (of
the euro group), perhaps along the lines of the Turkish model.

Price stability is an important goal of economic policies, but not the only one. By a happy
coincidence, euro area employment is still increasing at a rate of somewhat more than 1%
y/y and no one has begun to attack the ECB for its failure to boost GDP growth. Its
reputation has not suffered so far.

At the meeting on July 27, policy rates will almost certainly be raised by 25 basis points.
Some members of the Board argue that another step of this magnitude may be warranted
on September 24 if, by that time, core inflation has not fallen considerably. At the meeting,
they will know what happened to euro area inflation in June, July and August. Trusting the
leading indicators | look at | am convinced that inflation will decline further, and that
another rate hike will not be necessary. Monetary policy is close to its turning point.
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