Is euro area monetary policy tight or
loose?

By Jesper Rangvid

Inflation in the euro area is sky high but monetary
policy rates are negative. 1 have argued that ECB is
bebind the curve: Rates should have been raised
months ago. But perhaps this critique is unfair.
Perbaps monetary conditions have already tightened,
as bond yields have risen in expectation of future
hifkes in monetary policy rates and reductions in QE.
Whether monetary conditions stimulate inflation
depends on real yields, though, i.e. nominal yields less
inflation expectations. Using inflation-linked swap
rates as proxies for expected inflation, a choice 1
discuss in my next blog post, enro area inflation
expectations have risen faster than nominal yields in
countries like Germany, meaning real yields have
Sallen. On the other hand, in countries like Italy,
where spreads to German yields have widened, real
yields have increased. Whether monetary conditions
have tightened thus depends on the country in
question. This makes it difficult for ECB to set the
right policy rate for the enro area as a whole.

Inflation in the euro area is now exceeding
8%, more than four times above ECB’s 2%
inflation target. It is scary and makes people
poorer. Core inflation, ie. inflation less
energy, food, alcohol and tobacco, is also too
high at 4%, see my previous post (link). ECB
monetary policy rates are still negative
though. ECB is behind the curve.

Is this critique fair? Monetary policy not only
works via the monetary policy rate. Monetary
policy also works wvia central bank
communication and — since the financial
crisis — Quantitative Easing (QE), i.e. central
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bank purchases of financial assets, mostly
government bonds, on secondary markets.

The monetary policy rate is a short-term
interest rate; the interest rate on day-to-day
loans. Changing the monetary policy rate
thus primarily affects shorter-dated debt. On
the other hand, asset-purchases and
communication about the future path of
monetary policy affect yields on longer-dated
bonds. Long yields are important for long-
term  economic decisions, such as
investments and purchases of durable goods

and real estate.

At its December 2021 meeting, ECB
announced it would reduce its asset-
purchase programs. ECB would still buy
government bonds, but at a slower pace.
Current projections say that net asset
purchases will be faced out during summer,
paving the way for interest rate hikes. During
recent weeks ECB has started to prepare
markets that rates will be hiked this year,
probably in July for the first time. The

rhetoric has become more aggressive.

The reduction in asset purchases and the
more hawkish communication should
influence market conditions. When ECB
buys fewer bonds, bond yields might start
rising.  Similarly, when policy makers
communicate their intention to raise rates,
this should push up yields on longer-dated
bonds as well. In other words, even if
monetary policy rates are still negative, there
is an argument to be made that ECB has
tightened monetary conditions.

Yields on longer-dated government bonds
have in fact increased significantly during
recent months. The long end of the yield
curve has been lifted and the yield curve has
steepened. Figure 1 shows the zero-coupon


https://blog.rangvid.com/2022/05/08/lessons-from-the-1970s-and-monetary-policy-today/

yield curve (based on euro area AAA-rated
bonds) that ECB provides on its webpage.
The figure shows the yield curve in the
beginning of 2022 and at the time of writing
(June 2022).

Figure 1 Zero-conpon euro area yield curves,

estimated using AAA-rated enro area sovereign
bonds. January 3, 2022 and May 24, 2022. Figure
copy-pasted from ECB’s webpage.
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While short-dated yields have not moved
much, because monetary policy rates are still
low, medium-term yields (=5 years) have
increased by almost 1.5 percentage point and
long yields (>20 year bonds) by slightly more
than 1 percentage point.

Figure 2 provides another useful illustration.
It shows yields on German government
bonds of different maturities (1 year, 2 years,
5 years, and 10 years) since early 2021.

Figure 2. Yields on German government bonds,
different maturities. Janunary 2021 — May 2022.

Data source: Datastream via Refinitiv.
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Yields did not move during 2021. After ECB
announced its asset-purchase reductions in

December 2021 yields have increased,
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supported by hawkish
communication from the ECB. German

increasingly

yields are now (almost all) in positive
territory. As yields have been negative for
many years, this is a significant development.
Yields on short-dated German bonds turned
negative in 2014, while the 10-year yield has
been in negative territory since 2019. Now
yields are positive.

So perhaps all is good. ECB has managed to
lift rates on markets (if not the monetary
policy rate itself) and thereby tightened
monetary conditions. This should dampen
inflationary pressures in the economy.

But hang on. This is not the full story.

Real yields

Nominal yields have increased but most
economic models imply that economic
activity is influenced by real yields, i.e.
nominal yields minus expected inflation, not
by the nominal yield in itself. If firms can
borrow at a 1% interest rate but expect prices
in the economy, and thus the prices at which
they can sell their products and services, to
rise by, say, 3%, the real cost of borrowing is
-2%. With negative real interest rates,
investments pay for themselves — so to say —
and firms have incentives to borrow to
finance investments, stimulating aggregate
demand and inflationary pressures.

To evaluate whether financial conditions are
stimulating inflation we thus need to look at
real yields.

Figure 3 shows inflation-linked swap rates.
In an inflation swap the difference between
a fixed rate and the realised rate of inflation
over a certain period is exchange when the
contract matures (the fixed rate and the



realised inflation rate both relate to the same
underlying notional amount). For this reason
inflation-linked ~ swap  rates  contain
information about investors’ expected rate

of inflation over the contract period.

Figure 3 shows developments in inflation-
linked swap rates for the euro area for
different swap-contract maturities: 1 year, 2
years, 5 years, and 10 years.

Figure 3 Inflation-linked swap rates, different
maturities. Swaps relate to inflation (changes in the
Harmonized Consumer Price Index) in the enro
area. Jannary 2021 — May 2022.

Data source: Datastream via Refinitiv.
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Inflation-linked swap rates started rising
early last year (April 2021) and have been
rising ever since. Now, one-year inflation
swap rates are close to 7%, while 2-year swap
rates are at 5%. 5- and 10-year swap rates are
at app. 3%. This means that swap rates, in
particular short- and medium-term rates,
have increased considerably more than
nominal yields during the past year.

If swap rates measure expected inflation — a
question I return to in my next blog post —
expected inflation has increased by more
than nominal yields. This means that yields
in Germany are very negative, as Figure 4
shows. The figure shows German nominal
yields on bonds of different maturities (from
Figure 2) minus inflation swap rates of the
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same maturities (from Figure 3), ie. for
instance the nominal yield on a 1-year
German bond minus the 1-year inflation
swap rate.

Figure 4. German real yields, calculated as
nominal yields minus inflation swap rates. January
2009 — May 2022.

Data source: Datastream via Refinitiv.
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Figure 4 shows that 1-year real yields are at -
7%, i.e. very negative indeed. Even 10-year
real yields are at a historically low, at -2%.

ECB have managed to lift nominal yields via
reductions in asset purchases and more
hawkish ~communication but inflation
expectations (proxied by inflation swap
rates) have increased even more. Monetary
conditions in Germany have loosened.

As a brief comparison U.S. ten-year
Treasuries currently trade at close to 3%
while the 10-year breakeven rate of inflation
(expected inflation over ten years) is 2.5%,
meaning a real yield around 0.5%. This is
several percentage points higher than in
Germany. Monetary policy might still be too
loose in the U.S., but long-term real rates are
at least higher.

German yields vs. other countries
I have used German nominal yields to
measure the impact of ECB’s more



aggressive communication and reduced QE
on yields. Germany is the largest economy in
the euro area explaining the focus. German
yields are also less influenced by credit risk.
Thereby they provide a cleaner picture of
how the expected path of future monetary
policy  rates  affects long  yields
(acknowledging at the same time that
German bonds might even be so attractive
that investors are willing to pay a scarcity
premium to hold them, see Box 3 in this link
for updated discussions and estimates).

In other countries investor require a credit
risk premium when buying their bonds.
When monetary policy rates are low and
ECB buys bonds, as in recent years, that
premium is low. But when rates are expected
to rise and ECB stops buying bonds,
investors become nervous and start
demanding a premium. This is what has

happened.

In Figure 5 I show the widening of the
Italian-German 10-year yield spread since
autumn last year.

Figure 5. Spread between Italian and German 10-
year nominal yields. January 2021 — June 2022.
Daily observations.

Data source: Datastream via Refinitiv.
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While Italian nominal yields (on 10-year
bonds) were one percentage point higher
than German yields during 2021 they are
now more than two percentage points
higher. The increase in German yields
(Figure 2) and the widening of the Italian-
German yield spread imply that yields in Italy
have increased to more than three percent
today. The last time Italian yields were above
three percent was in 2018. Assuming the
same inflation expectations in Germany and
Italy, ie. euro area wide inflation
expectations, this means that Italian real
yields have increased significantly recently.
Monetary conditions have tightened in Italy.

The fact that real yields have started
diverging across euro area countries — falling
in Germany and increasing in Italy — creates
additional challenges for ECB. ECB would
like rates to increase equally much across
countries, such that their policies work
equally across the euro area. Alas, they do
not.

Swap rates as measures of expected
inflation

Let me finally repeat that I have used swap
rates as measures of expected inflation in this
analysis. This is fine under one of two
conditions: investors are risk neutral and/or
(differences  between
expected and realized inflation rates) are

inflation  errors

random. If these conditions are not satisfied,
though, investors will require a risk premium
when investing in swap contracts. A risk
premium creates a wedge between swap rates
and expected inflation.

Whether inflation risk premiums exist is an
important question in itself. I will therefore
dedicate a separate analysis to this — it will be


https://www.nationalbanken.dk/en/publications/Documents/2022/06/Economic_Memo_No_7.pdf

my next blog post. I can already reveal the
main conclusion though: whether risk
premiums exist or not, inflation expectations
have increased in the euro area.

Conclusion

Inflation in the euro area is high but ECB
policy rates are negative. ECB is behind the
curve. ECB has become more aggressive in
its communication, however, and has
reduced its pace of asset purchases, both of
which raise yields on bond markets. In
isolation this corresponds to a tightening of
monetary conditions. Whether monetary
conditions stimulate aggregate demand
depends on real rates though. Real rates are
nominal rates less expected inflation.
Expected inflation, measured via inflation-
linked swap rates, has increased more than
nominal bond yields in countries such as
Germany. In Germany real rates are lower
than they were last autumn. Monetary
conditions have loosened in Germany, in
spite of ECB’s mote hawkish
communication.

In other countties, those with a lot of debt,
spreads to Germany have widened, meaning
nominal their yields have risen more than
inflation expectations. Monetary conditions
have tightened in those countries. These
divergences between among ecuro area
member states make it difficult for ECB to
calibrate the right stance of monetary policy
across euro area countries.

I base these conclusions on one measure of
expected inflation: inflation-linked swap
rates. These swap rates measure expected
inflation if investors are risk neutral and/or
inflation errors are random. In my next blog
I discuss this. I will also discuss other
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measures of expected inflation. Most of
these also indicate that inflation expectations
have risen.



