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Inflation measures in the euro area 

HICP  
HICP less energy 
GDP Deflator 
PCE Deflator 
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 Euro area output gap and contributions 

Contributions to euro area output gap 

Euro area 
Germany 
France 
Spain 
Italy 
Other 
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 Optimal inflation targeting with zero bound and QE 
(Orphanides-Wieland JJIE 2000)  

interest 
rate, 

monetary 
base   

 underlying inflation (output gap, other) 

       Target 

       0 

interest rate 
response 

monetary base 
response  

Make up for lack of 
of interest rate 
change to fight 
deflation, but 
caution under 
uncertainty about 
QE effects. 

Uncertainty about 
QE effects justifies 
pre-emptive easing 
and lower for longer 
in Taylor rule.   
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Orphanides-Wieland JJIE 2000 
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Central bank balance sheet expansion 

ECB Assets 
Bonds 
CBPP3, ABSPP, CSPP, 
PSPP  
MRO, (T)LTRO 
Gold and reserves 
Other 
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Policy rate versus Taylor-Rule 

Interest rate prescription  =  Equilibrium rate  +  Inflation rate  
                          +  0.5 ( Inflation – Target) + 0.5 (ouput gap )        equil.rate =2%  
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R-Star may have declined (but raises output gap) 

Estimates for medium-run equilibrium interest rates and 
associated output gaps in Germany and the Eurozone, 
Michaelis and Wieland, Vox EU 
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Partially offsetting effects on Taylor rule recommendation 
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Policy rate vs Orphanides-Wieland 2013 Rule 

Policy rate change  = 0.5 ( Inflation forecast – target)  
                                    + 0.5 (GDP growth forecast – Potential growth rate) 
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1. Expand forward guidance to a Governing Council forecast 
 - inflation, growth, policy rates and balance sheet 
 - alternatively, publish survey of individual GC member forecasts 
2. Sequencing: End net purchases first, then raise interest rates and start 
normalizing balance sheet. 
3. Policy reaction:  respond symmetrically and proportionally to macro developments 
during normalization. Abandon „lower for longer“.  
4. Avoid financial and fiscal dominance (communication strategy).  

GCEE 2017: A strategy for monetary policy 
normalization 
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Need to gain policy space for future downturns.  
Already near maximum relative to self-imposed issue and issuer limits that ensure 
that ECB is not forced to oppose debt restructuring.  
Permanent increase in sovereign debt holdings of euro system would imply 
monetary financing of government activity. 
Exposure to sovereign „risk“ on balance sheet.  
Potentially increased desire to influence central bank.   

GCEE 2017: Announce a procedure for reducing balance sheet 
and returning government debt holdings to pre-crisis level.  
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Additional material on important risks 
and international comparisons 
 



14 

Interest rate risk on bank balance sheets 

Data for Germany 
 
… longterm home loans  
    
 … short-term refinancing 
 
__ Loan rates 
__ Deposit rates  
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Risks: Real estate prices rising due to lower interest rates 
(prices in German cities up relative to population growth) 

Vertical axis: population 
growth  
Horizontal axis: Price 
increse  
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Sovereign risks - Italy 

Italy 
Portugal 
Spain 
France 
Ireland 
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Monetary-fiscal interactions: Governments postpone 
consolidation, pro-cyclical fiscal policy.  

Gov debt % of GDP 
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Central banks are now major creditors of governments 

 
Central bank 
Domestic MFI 
Domestic financial  
non-MFI 
Domestic non-financial  
sector  
Rest of world  
 

Gov debt % of GDP 
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Risks to central bank independence 

Sovereign debt holdings expose central bank to sovereign member states.  
Recall Italian coalition plan to reduce government debt by 250 bln Euro at the 
expense of Bank of Italy balance sheets.  
Bank of Italy financial buffers,  
124 bln Euro.  (provisions, capital 
, reserves, valuation reserves).    
 negative equity 126 bln Euro 
 Profits too small to recover.   
2017 net profit of BoI:  3,4 bln.  
2005-07,  50-130 mln Euro.     
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TARGET2 Balances 

Sources: ECB, own calculations © 9 033Sachverständigenrat | 1 -
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International comparison of policy rates 

USA 
UK 
Euro Area 
Japan  
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International comparison: Balance Sheets (% BIP) 

Japan  
Euro area 
USA 
UK 



23 

International comparison: Consumer prices 

UK 
USA 
Euro area 
Japan  
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International comparison – GDP per capita 

Germany 
USA  
Japan  
UK 
Euro area 
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 International comparison – GDP per capita 

Germany   
France 
Italy 
Spain 
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