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Abstract

For a quarter of a century, the western world has enjoyed a macroeconomic environment characterized by low and
stable inflation. Over the last two years, this benign state has dramatically changed. In America and Europe, inflation
has resurged with unexpected vigor. Treated at first by central banks and most of their observers as a mere temporary
aberration, which would soon fade again without much need for action, it has since assumed a virulence which has
forced central banks to tighten their policies much more forcefully than was initially expected. How did all this come
about? How are central banks and their monetary policies to be judged?
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1 Introduction

To an aged economist, who has experienced the great
inflation of the 1960s and 70 s as a young professional in
the USA and observed its poisonous effects on the world
economy, seeing the negligence and disregard shown by a
majority of economists, including many at central banks,
vis-a-vis the rising risks of inflation in recent times has
been quite painful, if not shocking. However, a quarter of
a century of low and stable inflation, continuous growth
and moderate unemployment has apparently been suffi-
cient to lull economists and the public alike into believing
that inflation, as we have seen it in the past, would never
come back.

This time would really be different. Globalization and
the beneficial effects of technology would see to it that
inflation was a thing of the past. And if it should ever
reappear, central banks would have the expertise and the
instruments to swiftly put it under control again.

Unfortunately, as we have painfully learned over the
last two years, reality did not stick to this script. Infla-
tion has come back with a vengeance. This article offers a
personal view of what happened and presents an attempt
to evaluate the monetary policies of recent and current
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times. Why the sudden burst of inflation, after inflation
had stayed low for 25 years? What were the driving fac-
tors? What errors, if any, have central banks made? What
can we learn from this experience?

2 The recent surge of inflation and central banks’
response to it

Between 1995 and 2020, the rate of yearly consumer price
inflation in the USA stayed in the range of 1 to 3 percent,
with just a few minor deviations. In the EU, average infla-
tion (over all member countries), with just a few excep-
tions, varied between 2 and 3 percent from 1995 to 2012
and between 0 and 2 percent over the last ten years. Swiss
inflation over the same period oscillated between 0 and
1 percent, with occasional (minor) deviations on either
side.

Why did inflation stay so low for such a long time?
One major reason was the change in monetary policies
which took place in the 1990s. At that time, after dec-
ades of high inflation, central banks around the world
adopted strategies of inflation targeting reflecting a seri-
ous shift towards a credible regime aiming at low infla-
tion. As a consequence, inflation expectations became
firmly anchored at low levels. Beyond this, it was very
helpful that structural developments over this period —
globalization, technology, labor market developments
—almost without exception had the effect to dampen
price increases, rather than stimulating them. No wonder
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this phase became known as the period of the “Great
Moderation”.

Actually, central banks, especially the Federal Reserve
and the European Central Bank (ECB), as well as many
academics were much more concerned in this period
about inflation being too low, rather than too high. Occa-
sionally, fears of an imminent deflation have fed this con-
cern. More frequently, however, it rested on the fear that
low inflation would permanently move nominal interest
rates near their “zero-lower-bound” (ZLB), thereby con-
straining central banks’ interest rate policies in an unde-
sirable way.

Not least for this reason, monetary policy in all major
countries throughout this period stayed highly expan-
sionary. Near zero interest rates became common, in
the Eurozone and Switzerland rates became even nega-
tive, and huge programs of Quantitative Easing (QE)
through massive purchases of assets by central banks
were installed: purchases of government debt, but also
of private debt instruments; in the case of the Swiss
National Bank (SNB) mostly in the form of foreign cur-
rency assets.!

This policy was initiated and driven by the US Federal
Reserve. The ECB soon imitated and followed it. The
SNB, somewhat reluctantly, was forced to respond to it
with its foreign exchange market interventions through
foreign currency asset acquisitions. Had it not done so, it
would have exposed the Swiss economy to serious defla-
tionary pressure, given the immense monetary expan-
sion abroad and the upward pressure on the Swiss franc
it implied.

All this changed dramatically over the last two years.
In 2021, inflation rates began to exceed their target lev-
els, first in the USA and somewhat later in Europe, in
the beginning slowly, then suddenly at much higher
speed. The outbreak of the war in the Ukraine in Febru-
ary 2022 has massively accelerated (but not initiated) this
process. Central banks were very slow in responding to
this change in economic environment. Far too long, they
saw no need for adjusting their policies and continued to
expect that economic conditions would soon return to
their prior state, so that the rise of inflation would remain
temporary and minor. Their inflation outlooks consist-
ently underestimated the strength of the developing

! Some may argue that these policies were not really expansionary, but simply
reflected an adjustment of central bank rates to a decline in the natural rate
of interest. I do not share this view. The natural rate may have declined, but
not to this extent. Neither did the central banks themselves take such a view.
According to their own communication, they meant their policies to be highly
expansionary, because they judged inflation to be far too low. Furthermore,
even if they had held such a view, this would not explain their huge asset pur-
chase operations. If it was market forces which kept interest rates so low, why
would it have been necessary to acquire all these assets to ensure rates to stay
low over the entire spectrum of maturities?

Page 2 of 18

®

'S

Year—on-year growth, in %

=}

2005 2010 2015 2020

Switzerland ---- United States Eurozone

Fig. 1 Inflation. Notes: Swiss CPI (Federal Statistical Office), Eurozone
Harmonized Index of Consumer Prices (Eurostat), and US Consumer
Price Index for All Urban Consumers (Bureau of Labor Statistics)

inflation dynamics. Former ECB chief economist Otmar
Issing has referred to this as of one of the biggest infla-
tion-forecast errors since the 1970s (Issing, 2022a).

Consider in more detail the developments in the USA,
in the Eurozone and (providing in some regards an inter-
esting contrast) in Switzerland.” Figures 1, 2 and 3 exhibit
the course of inflation, policy interest rates and central
bank assets relative to GDP for these three areas, respec-
tively, from 2005 to the present.

2.1 The Federal Reserve

In the USA, year to year (headline) inflation, as meas-
ured by the Consumer Price Index (CPI), began to exceed
the Federal Reserve’s 2 percent target in spring 2021,
just slightly at first with 2.6% in March, rising to more
than 4% and almost 5% in April and May. Over the rest
of the year, inflation accelerated strongly, reaching rates
above 6% in October and 7% in December. The first half
of 2022 turned out to be even worse, with inflation rising
above 8% in March and 9% in June, influenced not least
by the outbreak of the Ukrainian war. Since then, head-
line inflation declined again slowly to rates of about 8%
in September 2022, 6.5% in December 2022 and about 5%
in March and April 2023. Core inflation (which excludes
the particularly volatile prices for food and energy) rose
slower, as usual, but also significantly, reaching 5.5% in
December 2021, about 6% by mid-2022, and about 5.5%
in March and April 2023.

% Naturally, other countries could provide interesting and informative exam-
ples as well, notably the United Kingdom. For reasons of space, however, I
restrict myself to the areas mentioned above.
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Fig. 2 Policy rates. Notes: SNB policy rate (from June 2019) or
mid-point of 3-month Libor rate target range (SNB), main refinancing
rate (ECB), and Federal Funds Rate target (until November 2008) or
mid-point of Federal Funds Rate target range (Federal Reserve Board)
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Fig. 3 Central bank assets to nominal GDP ratio. Notes: Switzerland
(SNB, SECO), Eurozone (ECB, Eurostat), and United States (Federal
Reserve Board, Bureau of Economic Analysis). Nominal GDP
disaggregated to monthly values such that the average matches the
annual value; the value for 2023 is based on a naive forecast

Almost to the end of 2021, the Federal Reserve main-
tained that these increases in consumer prices reflected
a temporary problem only and predicted a timely return
to a monetary environment as it had existed before. In
August of the previous year (2020), the Federal Reserve
had announced a new “symmetric” implementation of
its inflation targeting approach, such that an inflation
below target over some years would be balanced by an
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overshooting in other years. The 2 percent target should
not anymore be understood as a goal for every single
year, but as a goal for average inflation over a (not clearly
specified) period. This new strategy should enable the
Federal Reserve to continue its expansionary policy even
if inflation exceeded its target over some time.’ In spring
2021, when inflation began to exceed the 2 percent target,
the Federal Reserve’s Open Market Committee (FOMC)
confirmed this approach and stressed its commitment to
keeping its policy rate at an unchanged low level of 0 to
0.25 percent:

“The Commiittee seeks to achieve maximum employ-
ment and inflation at the rate of 2 percent over
the longer run. With inflation running persistently
below this longer-run goal, the Committee will aim
to achieve inflation moderately above 2 percent for
some time so that inflation averages 2 percent over
time and longer-term inflation expectations remain
well anchored at 2 percent. The Committee expects
to maintain an accommodative stance of monetary
policy until these outcomes are achieved. The Com-
mittee decided to keep the target range for the fed-
eral funds rate at 0 to 1/4 percent and expects it will
be appropriate to maintain this target range until
labor market conditions have reached levels consist-
ent with the Committee’s assessments of maximum
employment and inflation has risen to 2 percent and
is on track to moderately exceed 2 percent for some
time” (FOMC statement of March 17 2021).

The Federal Reserve at the same time decided to con-
tinue its monthly purchases of Treasury securities and
agency mortgage-backed securities at an unchanged pace
(80 and 40 million USD per month, respectively).

In August 2021, in his speech at the Kansas City Fed-
eral Reserve’s annual Jackson Hole Symposium, referring
to inflation having run above 4 percent in July, Chairman
Jerome Powell told his audience: “Inflation at these lev-
els is, of course, a cause for concern. But that concern is
tempered by a number of factors that suggest that these
elevated readings are likely to prove temporary” (Powell,
2021: 5). He emphasized that inflation was driven so far
by a relatively narrow group of goods and services (mainly
durable goods and energy) that had been directly affected
by the pandemic and the reopening of the economy.

3 The author of this article has criticized this approach from the beginning
for being symmetric in appearance only, with a deeply asymmetrical thinking
behind it (Baltensperger 2021). Note that, given the inflation experience since
2021, the Federal Reserve and the ECB (which adopted a similar approach in
summer 2021) would have to aim at inflation rates far below their 2% targets
over a possibly extended period of time in the future, if they really meant to
stick to their new strategies. Does anyone in the market believe that?
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He added that he saw “little evidence of wage increases
that might threaten excessive inflation” and expressed a
strong belief that longer-run inflation expectations would
remain firmly anchored (Powell, 2021:7-8). He went on
to stress that earlier experiences with stabilization policy
“taught monetary policymakers not to attempt to offset
what are likely to be temporary fluctuations in inflation”
and concluded: “Today, with substantial slack remaining
in the labor market and the pandemic continuing, such a
mistake could be particularly harmful” (Powell, 2021:11).

The FOMC maintained this position throughout 2021,
with an unchanged wording in its statements of June 16,
September 22, and November 3 — while inflation contin-
ued to rise and reached a rate of about 7 percent by the
end of the year, three and a half times the target. While
constantly revising its inflation forecasts upwards, but
persistently underestimating the actual course of infla-
tion, it took the Federal Reserve until the end of 2021 to
hesitantly move away from its “transitory view” of infla-
tion perspectives. In its policy statement of December 15
2021, the FOMC included a reference to “inflation hav-
ing exceeded 2 percent for some time’, and on January 26
2022, it hinted at a future raise in the policy rate. But on
March 16 2022 only, it finally began raising its policy rate:

“With appropriate firming in the stance of monetary
policy, the Committee expects inflation to return
to its 2 percent objective and the labor market to
remain strong. In support of these goals, the Com-
mittee decided to raise the target range for the fed-
eral funds rate to 1/4 to 1/2 percent and anticipates
that ongoing increases in the target range will be
appropriate” (FOMC statement of March 16 2022).

In November 2021, while still continuing its asset pur-
chase program, the Federal Reserve had started to reduce
it in scale in several steps, to finally stop it in March 2022.
In June 2022, it began to reduce the size of its securities
holdings and balance sheet at a modest pace according to
a defined and announced plan, essentially by not reinvest-
ing the funds that it received from maturing securities.

Since spring 2022, the Federal Reserve has radi-
cally changed its monetary policy course. In view of the
dynamics the process of inflation developed, it hiked
its policy rate decisively in numerous steps, to levels far
beyond of what it had initially foreseen: by 50 basis points
in May 2022, 75 basis points in June 2022, 75 basis points
in July 2022, 75 basis points in September 2022, 75 basis
points in November 2022, 50 basis points in December
2022, 25 basis points in January 2023, 25 basis points in
March 2023 and again 25 basis points in May 2023, yield-
ing a federal funds rate of 5% to 5.25% at the time of this
writing. In the course of 2022, the Federal Reserve began
to realize that inflation dynamics had assumed a virulence
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far more dangerous than it had initially expected, which
required a decisive monetary policy response. After hesi-
tating (far too long), it finally changed course, showing a
strong commitment to defending price stability and mak-
ing sure that inflation will return to low levels.

2.2 The European Central Bank

In the Eurozone, inflation remained low a bit longer than
in the USA. After just slightly exceeding the ECB’s 2 per-
cent target in July 2021, it rose to almost 3% in August
and increased to about 5% in November and December
2021. In 2022, as a result of Russia’s war on the Ukraine
and its consequences for the markets for energy and food,
inflation accelerated to reach more than 7% in March and
about 9% in June, exceeding the mark of 10% in October.
Since then it declined again to about 9% in December,
8.5% in February 2023 and about 7% in March and April
2023. Meanwhile, core inflation kept rising, reaching a
record level of 5.7% in March and 5.6% in April 2023.

The ECB, like the Federal Reserve before, argued pain-
fully long that this increase in inflation would prove to be
a transitory phenomenon only, predicting that inflation
would return to previous low levels without much need
for action on its part. The ECB was even much slower
than the Federal Reserve to eventually understand that
this position was mistaken. It took it until summer 2022
to grudgingly move away from it.

The ECB justified its slow response to the increas-
ing pressure of inflation with essentially the same argu-
ments the Federal Reserve had employed before: that
inflation was a consequence of price increases for just a
few selected goods and services only (mainly food and
energy), that it was the result of temporary effects of sup-
ply disruptions related to the pandemic and the reopen-
ing of the economy which would soon disappear again,
and that there was no sign to be seen of a broad pressure
on wages as yet. The following quotes from speeches by
ECB President Christine Lagarde bear witness to this
attitude:

November 19, 2021: “.. to understand what mon-
etary policy should do in the current circumstances,
we have to identify the underlying drivers of infla-
tion. Today, I will argue that those drivers are likely
to fade over the medium term ... we must not rush
into a premature tightening when faced with passing
or supply-driven inflation shocks” (Lagarde, 2021).
February 7, 2022: “..we have to bear in mind that
demand conditions in the euro area do not show
the same signs of overheating that can be observed
in other major economies. This increases the likeli-
hood that the current price pressures will subside
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before becoming entrenched, enabling us to deliver
on our two per cent target over the medium term”
(Lagarde, 2022a). April 21, 2022: “Inflation has
increased markedly since the middle of 2021, reach-
ing 7.5% in March ... This increase is largely driven
by energy prices, which have been strongly affected
by the war in Ukraine. Food prices also increased ...
Further upward pressure arises from supply bottle-
necks and the recovery in demand as the economy
reopens. The impact of these factors should fade over
time” ... “wage growth has remained muted — despite
a strong labour market” (Lagarde, 2022b).

In summer 2021, after an extensive review of its mon-
etary policy strategy, the ECB’s Governing Council had
approved a symmetric 2% percent inflation target over
the medium term similar in spirit to what the Federal
Reserve had adopted in August 2020. On July 22 2021, the
Council confirmed this view and stressed its conviction
that the current stance of its policy (a main refinancing
rate of 0%, a marginal lending rate of 0.25% and a deposit
facility rate of minus 0.50%, respectively) was consistent
with inflation stabilizing at two percent over the medium
term. It added that this may imply a transitory period in
which inflation is moderately above target. At the same
time, it decided to continue its asset purchase program at
an unchanged pace (net purchases of 20 billion Euro per
month). Thus, the ECB continued its highly expansionary
policy of the past, because it believed that the underlying
trend characterizing the economy was still one of “defla-
tionary pressure”.

The ECB upheld this position at its subsequent policy
meetings in September 2021, October 2021, December
2021 and February 2022 — over a span of time which
saw inflation rise continuously, forcing the ECB to revise
its inflation expectations upwards again and again. On
March 10 2022, with inflation above 7%, while still leav-
ing policy rates unchanged and continuing its net asset
purchases, the ECB hinted at possible rate increases in
the future, adding that it would take such a step only after
ending its asset purchase program, and that adjustments
would be gradual.

In its June 9 2022 statement, the ECB admitted that
inflation pressures had broadened and intensified, forc-
ing it to once more revise its inflation projections up sig-
nificantly. As a consequence, it decided to end net asset
purchases under its asset purchase program as of July 1
2022 and announced its intention to raise key interest
rates by 25 basis points at the July policy meeting. It still
showed great confidence that this would be sufficient to
bring inflation back to the 2 percent target over the next
two years:

Page 5 of 18

“«

. moderating energy costs, the easing of supply
disruptions related to the pandemic and the nor-
malisation of monetary policy are expected to lead
to a decline in inflation. ... new staff projections fore-
see annual inflation at 6.8% in 2022, before it is pro-
jected to decline to 3.5% in 2023 and 2.1% in 2024”
(European Central Bank, Monetary Policy Release of
June 9 2022).

It took the ECB until July 2022 to finally stop its net
asset purchases and start raising rates with a first step of
50 basis points. It became clear soon, however, that this
would not be sufficient, as actual inflation developments
once more ran ahead of the ECB’s projections. Further
rate hikes followed in September 2022 (75 basis points),
October 2022 (75 basis points), December 2022 (50 basis
points), February 2023 (50 basis points), March 2023 (50
basis points) and May 2023 (25 basis points), to yield a
main refinancing rate of 3.75%, a marginal lending rate of
4% and a deposit facility rate of 3.25% at the time of this
writing. Additional future increases are likely to come.

2.3 The Swiss National Bank

Switzerland is an interesting contrasting case. In interna-
tional comparison, Swiss inflation over recent times did
rise very moderately only. Inflation did not exceed 2 per-
cent until February 2022, when it reached 2.2%. It con-
tinued to rise to 3.3% in June and 3.5% in August, slightly
declining again since then to 2.8% in December 2022.
Increases in administered prices (especially electricity)
temporarily raised it to 3.3% in January and 3.4% in Feb-
ruary 2023, before it declined again to 2.9% in March and
2.6% in April 2023 (with core inflation at 2.2%).

In contrast to the Federal Reserve and the ECB, the
SNB does not have a point target for inflation. It defines
price stability as an increase of consumer prices of “less
than 2% As deflation is explicitly excluded as undesir-
able, a reasonable interpretation of this formulation
defines price stability as an inflation rate between 0 and
2%. In this sense, the SNB has pursued an inflation tar-
get a bit lower than that of other central banks.* The
SNB does not aim at a specific value in this range. Fur-
thermore, it does focus on the medium-term outlook for
inflation, which means that minor temporary deviations
on both sides are tolerated, as long as the SNB remains
convinced that they do not signal a persistent trend away
from the target range. As SNB Chairman Thomas Jor-
dan expressed it in his speech at the 2022 Jackson Hole
Symposium, the objective is to have ‘a definition of price
stability that anchors inflation expectations at a low level

4 Note, however, that the ECB originally had an inflation target quite similar
to this.
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while at the same time allowing a certain degree of flex-
ibility with regard to the accepted inflation rates” (Jordan,
2022: 7).

In the low interest rate era following the financial cri-
sis, the SNB developed its own set of unconventional
measures, lowering its policy rate to minus 0.75% and
extensively intervening in the foreign exchange market
by acquiring large amounts of foreign currency assets,
its response to the other central banks’ huge programs
of Quantitative Easing. The aggressive monetary expan-
sion of the big central banks of the world had led to an
extreme tendency of the Swiss franc to appreciate. The
SNB was practically forced to respond to this change in
global environment with its foreign exchange interven-
tion policy. Otherwise, it would have allowed deflation-
ary pressure for Switzerland to develop. The strength of
this need is documented by the fact that SNB asset pur-
chases relative to Swiss GDP exceeded by far those of
other central banks.

Swiss inflation has traditionally been somewhat below
that of most other countries, and Swiss interest rates
lower than abroad, the Swiss franc being a valued invest-
ment currency, reflecting Switzerland’s long established
fiscal, monetary and political stability. Thus, when infla-
tion dynamics began to accelerate globally in 2021, Swiss
inflation, starting from a lower level, took longer (until
February 2022) to exceed the SNB’s target range than
was the case abroad. Beyond that, its rise since then has
remained comparatively modest. A major reason for
this is the strength of the Swiss currency. The fact that
the Swiss economy is less dependent on cheap imported
energy than the economies of many other countries also
contributed to keep Swiss inflation in check.

In December 2021 already — with Swiss inflation still
within target, but in view of developing global inflation
dynamics — the SNB announced that it would allow the
Swiss franc to appreciate in nominal terms to a certain
degree, in order to reduce inflation pressure from abroad.

In June 2022 — even before the ECB started to reset its
policy — the SNB raised its policy rate by half a percent-
age point to —0.25%, signaling at the same time that fur-
ther rate increases may be necessary in the foreseeable
future. In September, it hiked the policy rate by 75 basis
points to 0.5%, in December 2022 by 50 basis points to
1%, and in March 2023 again by 50 basis points to 1.5%.
At the same time, it confirmed its willingness to sell for-
eign currency assets, if market conditions make it advis-
able to do so.

In comparison with other central banks, the SNB thus
was quick in adjusting its policy, once inflation actu-
ally began to exceed the upper end of its target range.
Even before that happened, it had preventively tight-
ened its policy course somewhat by allowing the franc to
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appreciate. The ECB, in contrast, began to adjust its pol-
icy rates in July 2022 only, with inflation already running
at about 10% (and the FED in March 2022 with inflation
at 8%).

3 Review of inflation dynamics in the light
of traditional concepts of inflation analysis

The last section has described what happened to inflation
and to monetary policies over the last two years — in the
USA, in the Eurozone and, reflecting this author’s origin,
in Switzerland. This section offers an attempt to analyze
and explain the observed course of events in the light of
standard concepts of inflation analysis.

3.1 Supply versus demand shocks

Prices can increase in response to shocks to demand or
shocks to supply (costs). This is true for individual con-
sumer prices, but also for their average, the general level
of consumer prices, as measured by a consumer price
index. Demand side effects can be due to expansion-
ary fiscal shocks, expansionary monetary impulses, or
a spontaneous rise in consumers’ propensity to spend.
A cost or supply induced increase of consumer prices
results from an increase in the price of the resources used
in production, such as energy or labor services. In an
open economy, when resource prices are fixed in foreign
currency, this can be due to a decline in the value of the
domestic currency.

For short-run monetary or fiscal policy responses, the
distinction between demand and supply shocks is impor-
tant and thus often stressed. A positive shock to aggre-
gate demand tends to increase not only prices, but also
economic activity and employment, frequently signal-
ing an overheated economy. A restrictive fiscal and/or
monetary policy then is appropriate with respect to both
prices and employment. A shock to aggregate supply, on
the other hand, while increasing the price level, tends to
coincide with a decline in economic activity and employ-
ment. A policy of monetary or fiscal restraint then would
be beneficial by keeping prices low, but would dampen
the economy even more. In consequence, it is much more
controversial in this case than in the case of a demand
driven increase in prices.

The drivers of the recent surge in consumer prices are
not difficult to identify. They reflect partly shocks to sup-
ply and partly shocks to demand. The Corona pandemic
with its lockdowns had thrown the world into a severe
recession, artificially cutting down both supply and
demand. When western governments (but not China)
reopened their economies in 2021, demand saw a quick
revival. Consumers wanted to make up for opportuni-
ties suppressed during the pandemic. The price of goods
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which had declined during the lockdown, especially for
energy and durables, rebounded.

Supply, on the other hand, had more difficulty to
quickly readjust to pre-pandemic levels. Disruptions in
supply and delivery chains, not least due to the Chinese
economy still being closed, led to a scarcity in the avail-
ability of certain materials and intermediate products.
A lack of qualified personnel in important sectors of the
economy, as well as the insight that too much “just-in-
time” and minimization of reserves in production had
turned out to be problematic in crisis times, were also
drivers of price increases. The outbreak of Russia’s war
on the Ukraine in February 2022 reinforced these sup-
ply effects strongly, resulting in further large increases
in the prices of energy and certain other goods, food in
particular.

Nevertheless, recent inflation dynamics were not
driven by supply and costs alone, demand effects were
equally important. As a response to the pandemic, many
countries did resort to a previously unknown fiscal
expansion, and they maintained this course even in post-
pandemic times. Central banks, by keeping interest rates
near or even below zero and continuing their programs
of asset acquisition, did their part to support an exuber-
ant demand and allow an immense growth of private and
public debt.

Central banks like to emphasize the supply related
shocks to inflation, because they can rightfully point to
the fact that it is not in their power to prevent them from
occurring. Central banks do not have the means to create
oil or food, it is true. Nevertheless, they are accountable
for an emerging inflation process, regardless of whether
its origin is driven by demand or by supply, as I will
emphasize below.

3.2 Once-for-all effects on the price level versus enduring
inflation - the crucial role of inflation expectations
More fundamental than the distinction between demand
and cost driven inflation is the distinction between a
once-for-all effect on prices and an enduring change in
the rate of inflation. All of the shocks mentioned above,
be they shocks to demand or to supply, in principle
explain a onetime increase in the level of prices only,
but not a sustained increase in its rate of growth, infla-
tion. Even if their effect on the price level is permanent
(i.e. the cost or demand effect behind them is enduring),
their effect on inflation, in principle, is transitory. They
may be relevant for the short- and medium-term dynam-
ics of inflation, but not, by themselves, for the long-run

level of inflation.

However, given the right conditions, the short-term
dynamics of inflation can affect the dynamics of infla-
tion expectations, wage negotiations and price setting by
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firms. This is where the responsibility of the central bank
and its monetary policy comes in — regardless of whether
price increases are supply or demand driven. By set-
ting the right conditions, it must ensure that short-term
inflation dynamics do not result in a sequence of ever-
increasing inflation expectations, wages and prices.

When inflation started its rise in 2021, central banks
were quick to argue that this was the result of shocks
whose effects on inflation would wash out over the
future. Energy costs and supply conditions would nor-
malize with time and, in any case, their effect on infla-
tion would be merely transitory. Policy thus should stay
put and “look through” these short-term disturbances.
It would be a mistake to offset temporary fluctuations
in inflation. Indeed, this was a sensible view to take — as
long as the central banks had good reasons to believe
that inflation expectations remained stable and reli-
ably anchored. Ideally, monetary policy should pursue a
steady course determined by its medium- and long-term
aims.

However, this was a very risky view to take in 2021,
given that the monetary policy stance both the Federal
Reserve and the ECB intended to maintain still was the
highly expansionary policy stance reflecting the needs of
the crisis years — a policy stance far removed from rep-
resenting a “neutral’; long-run sustainable policy course.
Both the Federal Reserve and the ECB had admitted
for quite some time before that a normalization of their
monetary policies was unavoidable and would have to
come at some time in the future. It should have been
clear in 2021, that continuing in the crisis mode of the
preceding years in view of emerging inflation pressures
would involve a great risk.

A bit perplexing was also that neither the Fed-
eral Reserve nor the ECB had used the same “looking
through” logic when, only a short time back, inflation
was deemed to be too low. The Federal Reserve, and
even more so the ECB, had taken a very different posi-
tion then. With inflation just slightly below target (by
one percent or even less), they had expressed great fears
that inflation expectations would lose their anchor and
stressed the need for an aggressive monetary expansion
in order to prevent a downward spiral of prices.

In any case, the “looking through” mode clearly lost its
persuasiveness, once inflation had reached levels of 4%
and more, exceeding the central banks’ target by a fac-
tor of 2 and more. That medium and long-term inflation
expectations and the dynamics of wages and price setting
would remain unaffected became more and more tenu-
ous under these conditions, and the “looking through”
script highly risky. In retrospect it is clear that both the
Federal Reserve and the ECB took far too long to aban-
don it. Central banks should also have understood that



Baltensperger Swiss Journal of Economics and Statistics (2023) 159:10

their technical inflation forecast models were of limited
use in these times of severe structural change and shifts
in underlying inflation trends (or “regimes”).’

3.3 Therole of the central bank and its monetary policy

The central bank cannot prevent shocks to the price level
(except for those caused by monetary policy itself), it is
true. It is not in its power to undo an increase in energy
prices resulting from a scarcity of supply. It cannot pre-
vent the resulting increase in energy costs from spreading
to the prices of other goods and services using energy as
an input. It cannot prevent workers and employees ask-
ing for wage compensation to make up for their loss of
purchasing power. Indeed, it does not need to smooth out
each and every short-run deviation from target resulting
from such shocks. Such deviations are not harmful, as
long as they remain transitory and stay within bounds.

But the central bank must ensure that the resulting
inflation dynamics do not get out of hand. If this is at
risk, it must act quickly and decisively. If deviations get
too big and enduring, they are likely to set into motion
a rise in inflation expectations and wage-price dynamics
which are difficult to keep under control. Preventing the
occurrence of self-feeding processes of accelerating infla-
tion (or deflation) is the primary task of central banks’
monetary policy. The likelihood that the central bank is
successful in this is the higher, the quicker it reacts in
case of doubt.

The Federal Reserve, after erring initially, seems to have
understood this at last. Since spring 2022, it did correct
its course in a decisive way, raising rates rather aggres-
sively and expressing a strong commitment to bring the
economy back to an environment of low inflation. How
far interest rate increases will go, and whether the Fed-
eral Reserve will stick to its guns when opposition from
politics and the public becomes more intensive, only the
future will tell. The ECB, on the other hand, has changed
its course much more reluctantly and timidly since sum-
mer 2022. Its interest rate response up to now is prob-
ably far from enough to rein in inflation. The ECB gives
the impression that it still clings to the hope that a rather
moderate policy response will be sufficient to bring infla-
tion back to target. This is likely to be wishful thinking.
The SNB, finally, has handled the situation much better. It
has reacted fast, when it became necessary, and inflation
still is not that far beyond target.

In all cases, the last decade’s monetary policy has cre-
ated a great burden for central bank policies of the pre-
sent and the future, in the following ways:

5 See Borio, Lombardi, Yetman and Zakrajsek (2023) for a discussion of the
nexus between wages and prices in a high-inflation environment, as opposed
to a “low-inflation regime”.
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3.4 The burden of last decade’s monetary policy

To begin with, it is obvious that the central banks’ task
since 2021 would have been much easier, had they been
able to start their fight against rising inflation from a
“neutral” policy stance, instead of having to normal-
ize their interest rate and asset acquisition policies first.
This would have increased their chances to successfully
rein in inflation and inflation expectations with relatively
minor policy adjustments. As things stood, they had to
start raising rates stepwise from zero and below, leaving
them for an extended time (partly up to the present) far
below what would have been appropriate given the actual
course of inflation. This is likely to extend the duration
of their anti-inflation efforts and force them to ultimately
increase rates beyond what would have been necessary
otherwise.

Second, the immense growth of both private and public
debt which was induced by the central banks’ low inter-
est rate and asset acquisition policies of the last ten years
severely constrains what is politically feasible for them to
do today and represents a (political) risk to their future
monetary policies. A rise in interest rates lowers the valu-
ation of assets. Real estate and bond prices, in particular,
are depressed. Large valuation losses damage the portfo-
lios of the holders of these assets. Interest rate increases,
especially if they are large and abrupt, have the potential
to lead to financial market disruption and turbulence.
Given the immense volume of government and private
debt in the market, this forces central banks to move very
carefully today. The vulnerability of many actors, includ-
ing banks and financial firms, is high.® Central banks do
not want to create a new financial crisis. In Europe, the
risks linked to the common European currency elevate
this danger to a further level. The high volumes of debt
represent a threat to central banks’ independence from
politics and interest groups and to their ability to act
freely and appropriately.

Normalizing policy by selling central bank owned
assets does not solve this problem. It also induces inter-
est rates to rise. If central bank asset acquisitions had the
effect of keeping interest rates low (as claimed by both
the Federal Reserve and the ECB), it stands to reason that
selling assets will have the opposite effect. The SNB may
be in a more fortunate situation here, as most of its assets
are in foreign currencies. It can sell foreign currency
assets, allowing the exchange rate to rise, without an out-
right increase in its policy rate — enjoying the benefit of
an additional tool in its efforts to keep inflation low, so
to speak. But it might be difficult to achieve this without

6 The new instruments of macroprudential policy developed after the finan-
cial crisis are helpful in this context. But they do not remove the problem.
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realization of (possibly extensive) balance sheet losses
and a corresponding damage in reputation.

Third, in the process of their policies of asset acqui-
sition of the 2010s, central banks have created huge
amounts of liquidity in the form of bank deposits at
central banks (“bank reserves”). This liquidity has partly
found its way into the markets for existing assets, such
as real estate or stocks, resulting in an inflation of asset
prices there. But most of these funds have stayed within
the banking sector, without flowing into consumer and
investment spending and creating commodity price infla-
tion. With (near) zero interest rates, banks held on to
these reserves voluntarily, as few attractive investment
opportunities were available as an alternative. In the EU
and Switzerland, they did this even when the central bank
imposed a negative interest rate.

Today, with interest rates rising to more normal levels,
this is not the case anymore. Central banks must immo-
bilize these funds by paying interest at the market rate on
bank reserves. In this way, they induce banks to continue
to hold these funds voluntarily. Without interest on bank
reserves, central banks would lose control over their
interest rates. The Federal Reserve, the ECB and the SNB
all pay interest at the market rate on bank reserves. Given
the huge amounts of such reserves in existence today,
this will be very costly for central banks, the more so, the
higher interest rates move. Needless to say, large pay-
ments of interest from the central bank to commercial
banks are likely to be highly controversial among politi-
cians and the public, as they reduce central banks’ poten-
tial for revenue distributions to governments accordingly.

Alternatively, central banks could remove bank
reserves from the market by selling assets, reducing their
total assets and liabilities. Indeed, central banks have
announced their intention to rescale their balance sheets.
But they want to go about it very reluctantly. They see
the longer-run desirability to move back to more “nor-
mal sized” balance sheets, but do not want to disrupt
asset markets by moving too fast. The SNB, addition-
ally, has the option to issue so called SNB bills, short-
term interest-bearing central bank liabilities, to absorb
bank reserves. It uses this instrument to a certain degree.
But again, this implies an interest cost which increases
with the market level of interest rates. A final alterna-
tive would be to simply declare existing bank reserves as
required reserves. This would amount to a huge tax on
the banks and their deposit business. Given today’s vol-
umes of bank reserves, this would represent an extreme
measure, politically highly difficult to push through.

3.5 Interactions between central bank and fiscal policy
Today, a majority of governments live under very strained
fiscal conditions. A high level of debt, large fiscal deficits
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and a strong dependence on the possibility of future bor-
rowing is characteristic for many countries’ public sec-
tor. This makes the links between monetary policy and
the fiscal state of governments crucially important. High
interest rates threaten the fiscal credibility of these gov-
ernments and the sustainability of their fiscal course. This
is true for the USA, and even more so for many countries
of the Eurozone. The Eurozone is particularly vulnerable,
because the common currency links the fate of all of its
member countries. More than ever under today’s con-
ditions, there is a danger of pressure on central banks
to raise rates only slowly and not too far. Some central
banks may feel compelled without much external pres-
sure to comply with such wishes, depending on their
proximity to the government.”

It is true that some of the fiscally strained countries
have issued large amounts of long-term debt at very low
interest over the recent years, so that their total inter-
est burden may not immediately jump in a dramatic way
if rates increase. But this is not really reassuring. These
countries will depend on new debt issues, their fiscal
situation being very tense. They have not issued large
volumes of long-term debt just as a precaution, without
really needing the funds, permitting them to stay away
from the debt market in coming years. On new debt they
will have to pay the higher rates. Their financial situation
will deteriorate further, rather than improve (as desired).
Furthermore, and even more importantly: the period
of higher rates is likely to last much longer than many
believed at first (see Sect. 8). That we will soon return to
a world of near zero interest looks more and more to be
pure wishful thinking. As time goes on, the cheap credit
of the past will help less and less.

Also, if strong interest rate increases and consequent
valuation losses cause turbulence and disruption in
financial markets, this can force governments to engage
in bailout operations with severe fiscal costs. As we know
from the financial crisis of 2008, private debt under these
circumstances is easily turned (at least in part) into a
public debt, in one form or another, especially if the
safety and stability of banks is at risk.

Not to forget in this context is the international dimen-
sion. Emerging and developing countries in many cases
are highly indebted in foreign currency, especially in US

7 1 am speaking here of incentives and risks. I do not claim that such concerns
have actually guided the Federal Reserve’s and the ECB'’s policies of the last
two years — although their retarded (and in the case of the ECB very timid)
response to the rising risks of inflation is fully consistent with such a view. So
is the fact that the ECB, before it actually began to raise rates, first felt it nec-
essary to install a new and highly controversial transmission protection instru-
ment (TPI) designed to ensure that interest rate spreads for its peripheral
crisis members would stay within narrow bounds (for a critical discussion, see
Issing 2022b).
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dollars. Restrictive monetary policy measures in the USA
then can cause balance of payments crises in these coun-
tries and create panic in international financial markets.

Finally, as noted above, under existing institutional
arrangements, central banks must pay interest on bank
reserves at the market rate to banks. With today’s huge
volumes of bank reserves, this implies very substantial
streams of payments, reducing what remains available for
disbursements to the public sector. All these factors are
likely to increase political interference with the central
bank.

4 Monetarist versus Keynesian views of inflation?
Opinions on inflation and central bank policies differ,
today as much as in earlier times. There are those who
agree with most of what central bank did over the last
ten years. There are those who criticize central banks for
almost anything they do. And there are many with posi-
tions in between.

It is a frequent reflex to relate these divergences of
opinions to the great debate which had marked the last
period when inflation was a major theme of public pol-
icy, the 1970s (to be more precise: the years between the
mid-1960s and early 1980s). An intense debate between
the Monetarists and the Keynesians (also referred to as
Fiscalists at that time) governed the intellectual debate of
this era.

In my opinion, this is wrong and misleading. The dis-
tinction between monetarism and Keynesianism, in the
sense these terms were used and discussed in the 1960s
and 1970s, is not very relevant anymore in our days.
The predominant view today, New Keynesianism, is a
synthesis view, which owes as much to old monetarism
as it owes do old time Keynesianism. A vast majority of
modern economists and central banks base their analy-
sis and policy recommendations on some variant of this
approach. Of course, New Keynesianism is not uncon-
tested. The financial crisis has made clear, e.g., that New
Keynesian macroeconomics does not adequately capture
the interactions between the financial sector (banking),
monetary policy and the real economy. There is a wide-
spread desire to develop models which are capable of
doing so.®> However, I know of no alternative model as
yet which could seriously challenge or even replace tra-
ditional New Keynesianism as the mainstream approach.

Monetarism was an intellectual movement which
emerged in the 1960s and 70 s as a response to what rep-
resented state-of-the-art, mainstream macroeconom-
ics at that time. I have discussed its contribution to the

8 See, e.g., Akinci and Queralto (2018), Boissay, Collard, Gali, and Manea
(2022) and Gertler and Karadi (2013) for important contributions.
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development of monetary theory and policy in my chap-
ter of the Karl Brunner Centennial volume published
by the Swiss National Bank (see Baltensperger, 2022).
Monetarism itself evolved over time, and its challenge
was taken up by the Keynesian economists it addressed.
This produced an extremely lively and fruitful intellectual
interchange with a lasting imprint on macroeconomic
theory and policy.

It is a recurring error to simply reduce monetarism to
the idea of money-growth targeting. It is true, of course,
that this was a central piece of monetarist thinking. It
happens that with this recommendation monetarists did
not succeed in the long-run. While monetary targeting
was used successfully as an instrument of disinflation
policy in the high-inflation world of the 1970s and 80 s,
especially in Germany and Switzerland, it gave way to
policies that were aimed at interest rates and direct infla-
tion targets in the course of the 1990s and 2000s, as a
consequence of instabilities in the demand for money (or
its velocity).”

However, monetarism was not just about money-
growth targeting. It contributed heavily to important
other developments which have influenced economic
thinking ever since: To begin with, monetarists played a
decisive role in restoring money and monetary policy as a
central element of macroeconomic analysis and policy in
the 1950s and 60 s. At that time, a majority of Keynesians
held monetary policy to be largely powerless as a tool
for macroeconomic stabilization. They relied on fiscal
policy alone. Beyond that, monetarists introduced and
championed the role of policy rules. With their critique
of the short-term policy activism favored by Keynesians
in the 1960s and 70 s, and their emphasis on policy rules
and their implications, they exerted a powerful influence
on economic theory and policy up to the present. Most
importantly, they played a central role in bringing back
inflation and inflation expectations into macroeconomic
analysis. Frequently used Keynesian textbook models of
the 1950s and 60 s did not take account of inflation at
all. They typically assumed a fixed price level and made
no distinction between nominal and real magnitudes.
Even the so-called neoclassical synthesis model, which
included a monetary sector and the distinction between
nominal and real, and became the Keynesian mainstream
model in the 1960s and 70 s, was unsuitable for analyzing
inflation in an adequate way. It lacked a tool for analyzing
expectations and failed to distinguish between actual and

9 still, it is somewhat ironic that the programs of quantitative easing initiated
and used in grand style by central banks in more recent times have brought
back a strong quantitative element of monetary control, which is entirely for-
eign to the New Keynesian models that have dominated central bank thinking
otherwise.
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expected inflation (and between nominal and real inter-
est). The monetarists played a central role in overcoming
these deficiencies.'”

In all of these ways, monetarists, along with the efforts
of their Keynesian contemporaries, have shaped the eco-
nomic thinking of their time and of generations to follow.
As a result, much of their work has become mainstream
economics over time. For a more detailed discussion, see
Baltensperger, 2022.

For these reasons, it is not sensible to discuss contem-
poraneous differences in attitudes to inflation and mon-
etary policy in terms of the old concepts of monetarism
and Keynesianism. These differences must be explained
by other aspects of economic structure and policy mak-
ing. In some cases, they may be vaguely related to the old
debate, but in general I find it difficult to connect them
to particular “schools” of thought. The following aspects
come to mind:

« Different views on the feasibility of policy fine-tuning.
Some observers were not concerned about the seem-
ingly endless continuation of an extremely expansive
monetary policy, because they believed that central
banks have the ability to smoothly manage infla-
tion and keep it under tight control at all times. If it
should rise too much above target, they could swiftly
bring it back to course again, they thought. Others
(this author included) were always skeptical about
this.

« Different views on the importance of political con-
straints on economic policy. Some observers were
not concerned about the massive growth of central
bank money and balance sheets over the last decade,
because they believed that today’s independent cen-
tral banks would always be able to swiftly re-absorb
or immobilize this liquidity whenever conditions
required this. Others (including this writer) argued
that with today’s levels of (public and private) debt,
for political reasons, this would prove to be very dif-
ficult.

«+ Different views on the importance of monetary policy
for inflation in today’s globalized world. Some observ-
ers were not concerned about the super expansive
monetary policies of the past, because they believed
that worldwide competition in commodity and labor

19 Furthermore, monetarists have stressed the importance of explicitly dif-
ferentiating between alternative assets and their rates of return, including real
capital, for analyzing the propagation of monetary policy impulses. In this
endeavor, they met in spirit with Tobin, who also favored an approach tak-
ing account of more financial market details. These efforts have been largely
ignored by the following generations. Only recently, as a response to the
financial crisis of 2008, has interest in financial market details and in models
paying attention to them been revived.
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markets imply a deflationary trend for commodity
prices, regardless of what central banks do. Globali-
zation had created conditions which would exclude a
possible return of worldwide inflation, they thought.

+ Different views on inflation (and deflation) costs.
Some observers were not worried about future infla-
tion, because they believe that inflation is not as
costly as is usually claimed.

+ Different views on the resilience and stability of the
underlying political structures. Some are concerned
about future inflation and the stability of our mone-
tary system, regardless of what current central banks
do, because they believe that, sooner or later, govern-
ments are bound to misuse their monopoly to issue
money, resulting in quality loss, money debasement
and a breakdown of our current monetary standard.

+ Different views on the equilibrium real rate of inter-
est, used as a benchmark for central banks’ interest
rate policy. Some observers believe that this rate has
declined so much that last decade’s monetary policy
was not as expansionary as is commonly thought,
maybe not expansionary at all, but more or less neu-
tral. This points to an interesting parallel to the old
strategy of monetary targeting: uncertainty about the
equilibrium real rate presents a challenge for inflation
targeting quite similar to that faced by monetary tar-
geting in preceding decades. While monetary target-
ing suffered from shifting money demand, inflation
targeting suffers from finding its appropriate interest
rate benchmark.'!

5 Fiscal theory of price level determination -

the role of public debt
One serious approach which differs from standard infla-
tion analysis is the fiscal theory of price level determina-
tion and inflation. It centers on the role of public debt
and the government’s budget constraint (see Sims, 1994,
Woodford, 1995 or Cochrane, 2023).

5.1 The government’s budget constraint
and the coordination of monetary and fiscal policy

The government’s budget constraint, for the consolidated
government sector including the central bank, states that
government expenditures, including debt service (repay-
ment of principal plus interest), must be financed by
either tax revenue or by revenue from new issues of gov-
ernment debt or of government money (“seigniorage”). In
its intertemporal version, the constraint is expressed in

1 On the difficulty to find an appropriate measure of the equilibrium real rate
of interest, see Taylor and Wieland 2016.
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present value terms and states that the discounted value
of present and future government expenditures on goods
and services must equal the discounted values of govern-
ment’s present and future tax and seigniorage revenues
minus the value of outstanding government debt.

The government’s budget constraint involves instru-
ments of both fiscal and monetary policy. As govern-
ment debt and government (central bank) money are
instruments expressed in nominal terms, it also involves
the price level. Thus, the constraint represents a linkage
between monetary and fiscal policies and implies that
their interaction can have price level and inflation effects.

The government’s budget constraint is traditionally
understood as a constraint on either fiscal or monetary
policy. It highlights the need for a “fundamental’, long-
term coordination between the two, especially if they
are managed by separate, independent authorities (Sar-
gent & Wallace, 1981). The preferred order in most mod-
ern monetary constitutions is that monetary policy acts
independently first, by choosing a policy course which
ensures fulfillment of its mandate for (long-term) price
stability. By doing so, it implicitly determines the amount
of net income (seigniorage) it can disburse to the govern-
ment as a fiscal revenue. Given this, it is the fiscal author-
ity’s task to balance its budget by appropriately setting its
fiscal instruments.

Alternatively, if the fiscal authority decides first, by set-
ting the pattern of taxes and government expenditures
autonomously without regard to balancing the govern-
ment’s budget, a regime of fiscal dominance results. The
responsibility to establish such balance then is shifted to
the central bank. It is forced to pursue a monetary policy
course which generates sufficient seigniorage revenue to
finance the fiscal decisions chosen by the fiscal author-
ity. A monetary policy aiming at price stability and low
inflation may be rendered impossible by such a regime of
fiscal domination.

5.2 The fiscal theory of the price level

The fiscal theory of the price level, rather than under-
standing the government’s budget constraint as a restric-
tion on fiscal or monetary policy, interprets it as an
equilibrium condition determining the price level. With
nominal government debt outstanding, the government’s
budget may not only be balanced by appropriate settings
of fiscal or monetary parameters, but also by a revalua-
tion of government debt through an adjustment of the
price level.

Government’s intertemporal budget constraint can
be expressed as stating that the value of outstanding
government debt equals the discounted sum of present
and future primary surpluses of government, including
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seigniorage revenue. Suppose that the central bank pur-
sues a policy aimed at a constant price level P*. Now sup-
pose that the fiscal authority decides on a fiscal course
which is not consistent with this monetary course in the
long-run, in other words, is not sustainable at the price
level P*. Then the price level adjusts in a way which
enforces the budget constraint through a revaluation of
outstanding government debt, according to the fiscal
theory. Future fiscal conditions, rather than monetary
policy, determine the current price level.

The fiscal theory of the price level addresses situa-
tions where the public distrusts the government’s abil-
ity or willingness to honor its real obligations, where it
doubts the government’s commitment to fully repay its
debt. It stresses that investors hold government debt to
the extent that they expect the intertemporal government
budget constraint to hold. The valuation of the govern-
ment’s outstanding debt thus reflects investors expecta-
tion to be repaid in the future by government revenue net
of expenditures.

In today’s environment, with the sustainability of
governments’ fiscal course seriously in doubt in many
countries, including the USA and numerous Eurozone
members, this is a concern not to be taken lightly. The
fiscal theory suggests that such conditions can set into
motion a process of expectational dynamics and rising
inflation which is nourished by doubts about the sustain-
ability of fiscal policies, rather than by what monetary
authorities do. Nevertheless, a linkage to monetary pol-
icy is necessary, in my view, to initiate a process of rising
prices.

The immediate effect of such doubts will be a decline
in the value of government debt and an increase in its
rate of return. In extreme cases, this could involve finan-
cial market disruption and turbulence. This in itself is
likely to be deflationary, rather than inflationary. It is
conceivable, however, that this would induce the cen-
tral bank to change to a more inflationary course. It is
also conceivable that the government in such a situation
would exert pressure on the central bank to accommo-
date its fiscal desires. Parliament could change the central
bank’s mandate and force it to support the government’s
fiscal policy by pursuing a more inflationary course. But
with these linkages, we are back to the traditional argu-
ments of fiscal dominance, and the cause of inflation
becomes monetary again, not fiscal. Without a linkage to
monetary policy of one sort or another, I find it difficult
to understand how the equilibrating increase in prices
would come about. What remains true, however, is that
an excessive volume of government debt and persistent
deficits are a threat to a stable monetary policy and stable
prices. Monetary stability depends not only on a stable
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monetary framework. It is equally dependent on a stable
and reliable fiscal environment.'?

6 The central bank’s responsibility for price
stability: what does it mean?

Price stability is almost universally stated as a major
central bank mandate, either alone or jointly with other
objectives. The Federal Reserve’s mandate, commonly
known as its “dual mandate’, requires it to pursue the
goals of price stability and maximum sustainable employ-
ment. The ECB’s primary mandate is to maintain price
stability in the Eurozone. As a secondary (subsidiary)
objective, the ECB is asked to support the general eco-
nomic policies in the Union. The SNB’s mandate is to
ensure price stability, while taking account of economic
developments.

At the same time, common sense tells us that cen-
tral banks have no power to prevent certain types of
price increases, e.g. increases in the prices of energy or
food due to a scarcity of supply. The central bank can-
not resolve this by creating additional supply. It is not
in the business of producing electricity or food. This has
been emphasized by many in recent times. US senator
Elizabeth Warren, e.g., has strongly criticized the Federal
Reserve on numerous occasions for raising interest rates,
given that today’s high inflation is due mainly to the com-
bination of continued supply chain disruptions and Rus-
sia’s invasion of the Ukraine, and taking account of the
fact that the Federal Reserve has no instruments to deal
directly with those.

So, what does the central bank’s responsibility to ensure
price stability mean under these conditions? Have we
assigned an impossible task to central banks? Should cen-
tral bank mandates be rewritten? The answer is clearly:
no. The price stability mandate is as important as ever.
But it must be interpreted in a realistic and sensible way.

It is a primary task of any monetary order to provide a
nominal anchor for the economy’s system of prices and
valuations. In the metallic money systems which have
ruled the world for centuries, this was achieved by fix-
ing the price of a particular metal in terms of the mon-
etary unit (the dollar, franc, or whatever it is named).
In the gold standard, this meant fixing the money price
of gold, and making money redeemable in gold at this
fixed price. By doing so, the monetary unit was identi-
fied with a particular (physical) quantity of gold. Through
this, the quantity of payment instruments (money) was
linked to the quantity of a scarce commodity available to
the economy. While this did not prevent the price level

12 For a critique of the fiscal theory of the price level, see Buiter 2002 and Nie-
pelt 2004.
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to rise or to decline over certain phases, it did constrain
such movements and prevent the development of infla-
tionary (or deflationary) spirals without bound. All prices
relative to that of gold could rise or decline, depending
on demand and supply conditions in their markets. But
the fixed money price of gold did limit how far the money
prices of other goods and services could depart from this
anchor.

The transition to today’s fiat money standard has
removed this constraint. The central bank has no obli-
gation to the holders of its money anymore, other than
accepting it in exchange as a means of payment. There
is no convertibility requirement of any sort. In conse-
quence, there is no systemic limit to the amount of its
own money a central bank can issue. In such a system,
the quest for price stability becomes the first and most
important task of central banks. The authors of central
bank constitutions around the world were well aware of
this. For good reason, they have specified ensuring price
stability as a primary mandate of the central bank. Mod-
ern central banks pursue this goal by setting a nominal
interest rate, usually a very short-term rate, accordingly.
In the zero-lower-bound world of the post-financial crisis
era, they have supplemented their interest rate policies to
a considerable extent by quantitative monetary measures
in their policies of Quantitative Easing. An alternative, of
course, would be to peg the (nominal) exchange rate to
another currency which is deemed to be stable.

It is clear that central banks cannot control all individ-
ual prices and their relations to each other. This would be
beyond their power. Neither would it be desirable. Rela-
tive prices must be able to move in accordance with real
economic conditions governing individual markets. The
central banks’ task is only to stabilize the average, general
level of prices. The gold standard achieved this by credibly
fixing the price of just one individual commodity, that of
gold. Modern monetary systems instead aim at the price
level and its rate of growth (inflation) directly. If inflation
exceeds the level they identify with price stability, cen-
tral banks tighten their monetary policies — they increase
their interest rate or apply other tightening measures —
and vice versa. The transmission of these impulses to eco-
nomic activity and prices runs through three channels:

First, through changes in the relative price of pre-
sent and future consumption and the financing costs of
investment (the interest rate channel). Second, through
influences on the valuation of assets and the net wealth
position of households and firms (the wealth effect chan-
nel). Third, through their influence on expectations, in
particular expectations of future inflation (the expec-
tations channel). These expectational effects are very
important to modern monetary thinking. A credible
commitment to a policy ensuring medium-to long-term
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price stability anchors inflation expectations and allows
central banks a short-term flexibility in their policy they
otherwise would not possess. With their successful low-
inflation policies of the 1990s and 2000s, central banks
have gained high credibility, an extremely valuable asset
to them. Without this credibility capital, they would
never have been able to maintain their extremely loose
policy stance of the last ten years. Recent developments,
however, may have severely damaged this reputational
capital.

Through these channels, monetary policy exerts pow-
erful effects on economic activity and prices. It is well
known, however, that the transmission of monetary pol-
icy takes time. The effects of policy impulses are often
fully felt after one or two years only. Therefore, monetary
policy must be forward looking: it must gear its actions
not to the present or the past, but to its anticipations of
the future.

The lags in the transmission of monetary policy alone
make clear that central banks cannot enforce price level
stability at all times and at all costs. Short-term fluctua-
tions in inflation are unavoidable. Indeed, it is not even
desirable to prevent them in all cases, especially if they
are driven by supply shocks, such as the energy price
shock of current times. If an electricity price increase
is tramsitory in nature, its effect on the price level will
be transitory, too, and disappear again once electricity
prices return to their earlier level. If the electricity price
increase is permanent instead, it will lead to a once-for-all
increase in the price level which persists. But even then,
its effect on inflation, the rate of growth of prices, will
be transitory only (unless the electricity price rises again
and again). It is usually considered to be less costly to live
with a merely temporary hike in inflation than trying to
fight it through monetary restriction which hurts eco-
nomic activity and employment. In this sense, the Fed-
eral Reserve ‘s and ECB’s policies of “seeing through” the
initial increases in inflation in 2021 were understandable
indeed.

However, there is one big reservation to such a pol-
icy reaction. It can be justified only as long as inflation
expectations and longer-term price and wage dynamics
are not affected. High inflation leads to a distortion of
price signals and misdirected resource allocation, as well
as to arbitrary effects on income and wealth distribution.
In consequence, it is not socially acceptable in well-func-
tioning societies.

A developing inflation spiral is best stopped in the bud,
before inflation expectations lose their anchor and cen-
tral bank credibility is hurt too much. If the period of ele-
vated inflation lasts too long, or if inflation rises too fast
and strongly and is not restricted to just a few selected
prices anymore, such as energy or food, but spreads to
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core inflation, this is a signal of great danger. A process
of inflation and expectational dynamics can easily set
in under such circumstances which becomes difficult
to control. This can be reinforced by different types of
adverse shocks occurring simultaneously, or by a repeti-
tion of such shocks over time.'® The more this is the case,
the greater is the risk that efforts to bring inflation back
to target will trigger a recession.

In such situations, a very cautious monetary policy is
advisable, regardless of the origin of the initial shocks.
The central bank must employ all its means to prevent a
temporary increase of inflation from spreading to more
and more prices and wages and feed a process of expec-
tational dynamics which later can be stopped at much
greater costs only. This is the sense, in which central
banks are responsible for the emergence or non-emer-
gence of inflation, and for its control over the medium-
and long-run, even if they cannot, and must not, prevent
all short-term fluctuations in the price level and inflation.

7 Monetary policy of the last 15 years: well done
or mistaken?

Central banks, and many central bank observers, con-
sider the monetary policies of the 2010s largely appropri-
ate and a success. They point to a record of low inflation,
moderate unemployment and adequate growth to sub-
stantiate this view. They emphasize also the development
of new policy tools, especially Quantitative Easing and
“forward guidance” (see, e.g., Bernanke, 2020). Indeed,
these instruments, if used wisely and with restraint, can
greatly contribute to the success of monetary policy,
especially in situations where interest rates are close to
their “zero lower bound”

Nevertheless, my personal judgement is much more
critical. It is based on the fact that the 2010s represent
only the easy part of the relevant policy cycle. Easy
money has always been popular and not difficult to sell.
However, a decade of extreme monetary expansion has
left a legacy for the present and the future which is highly
problematic. That this would be the case should not come
as a surprise. This author belongs to those who have
pointed to these risks on numerous occasions for years
and years (see, e.g., Baltensperger, 2015, 2018, 2020). In
America, long-time critics include John Cochrane and
John Taylor (see Cochrane, 2023; Taylor, 2023), in Europe
Hans-Werner Sinn and Volker Wieland (see Sinn, 2021;
Taylor & Wieland, 2016).

In the aftermath of the financial crisis, central banks
have aggressively lowered their interest rates. The “zero

13 Demographic developments and their effects on the labor market or
the movement to a “greener” economy, e.g., could imply such a sequence of
adverse shocks.
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lower bound” on nominal rates of interest led them
in addition to an extensive use of other, nonconven-
tional instruments, in particular the implementation of
huge programs of Quantitative Easing. In my opinion,
this policy was fully justified during the financial crisis
of 2008/09 and the following debt crisis of 2009/10 in
Europe. But it was maintained far too long afterwards,
with a strong imbalance between benefits and risks.
Remember that up to 2021, central banks did all they
could to convince market participants that interest rates
would stay low for a long time to come, inducing them
to ignore interest change risk — in my view an exemplary
case of misdirected “forward guidance” I am convinced
that we would be much better off today, if central banks
had normalized their monetary policies at a considerably
earlier time.

My critique of the last decade’s monetary policies is
based on the following observations in particular:

7.1 Disregard of established policy rules

In the USA, as well as in Europe, inflation throughout
the 2010s was roughly where it should be under a policy
aiming at price stability. A bit below the 2 percent target
of the Federal Reserve and the ECB, it is true, but not by
much. Judged by reasonable and historical standards,
price stability was more or less achieved over this period.
The pace of economic activity also had become fairly
steady. This means that the stance of monetary policy
should have been much closer to “neutral” than it actu-
ally was —maybe still somewhat expansionary, in view of
persisting risks, but only slightly so.

Established economic policy rules, such as the Tay-
lor rule, as well as common sense, demand that the
distance between the actual setting of a policy instru-
ment and its neutral position (which would affect the
economy neither in a stimulating nor in a retarding
way) must reflect the distance between the actual (or
expected) state of the objective variable and its target
value. The Federal Reserve and the ECB did not adhere
to this principle throughout the 2010s. Instead, they
seemed to follow a rule which says that, as long as infla-
tion stayed below its 2 percent target, even if only by
“epsilon’, and slight risks to employment and growth
persisted, monetary policy must go ahead with full
power, regardless of how far away we are from target.
If the central banks had adhered to a Taylor rule (e.g.),
they should have raised their policy rates long ago (see
Taylor, 2021, 2023).

In the early 2010s, the Federal Reserve and the ECB
justified this course of monetary super-expansion by
fears of an imminent deflation — probably unfounded to
begin with, but soon not even maintained by the central
banks themselves. It is difficult to understand, therefore,
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that they were not ready to moderate their course in due
time. The benefits of this policy were vague and difficult
to demonstrate. At the same time, it allowed large risks to
the economy to build up.

7.2 Risks to financial and monetary stability

The long extension of this policy of extremely low inter-
est rates and enormous central bank balance sheet expan-
sion led to an immense growth of private and public
debt, which could not have occurred otherwise. It should
always have been clear that this would represent a great
risk to financial stability, as well as to monetary stability,
once central banks were asked to switch back to a more
restrictive monetary policy stance:

A risk to financial stability, because the asset valuation
losses resulting from monetary policy restriction have the
potential to impair commercial banks’ balance sheets and
threaten their solvency, either directly, if assets they hold
in their books are exposed to such losses, or indirectly,
by impairing the balance sheets of their credit customers.
The recent financial market turmoil with the collapse of
Silicon Valley Bank and other regional banking institutes
in America (and the crisis around Credit Suisse following
it) bear witness to this.

A risk to monetary stability, because political pressure
on central banks to restrain their monetary policy tight-
ening would be hard to avoid under such conditions.
Fears of financial market turbulence and a weakening
economy would see to this. Important fiscal implications
of monetary restriction would have the same effect. An
interest rate increase makes new government debt more
expensive. It also lowers the market value of central bank
assets, reducing the central bank’s net worth position and
the potential for central bank revenue disbursements to
the government. This is reinforced by the fact that central
banks must remunerate bank reserves at market rates, if
they want to retain control over interest rates. The pay-
ment of large streams of interest to banks, unavoidable
with today’s large volumes of bank reserves, is obviously
politically highly delicate.

7.3 Non-sustainable policy course

It should always have been clear that the central banks’
policies of the 2010s were not sustainable. They had to
end at one point or another. By staying in their crisis
mode too long, without addressing how and when they
intended to get out of it, central banks did not act in a
confidence-building way. Rather, they injected uncer-
tainty and doubt into the economy — poison for invest-
ment and consumption. It is no wonder, therefore,
that the pace of economic activity remained subdued
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for years, an enormous degree of monetary support
notwithstanding.

In spite of all the talk about forward guidance and the
need for monetary policy to act in a forward looking way,
both the Federal Reserve and the ECB forgot all about
this when it counted. When inflation rates rose and rose
in 2021/22, instead of adjusting their policies in time and
preparing markets accordingly, they did stick far too long
to their policies of the past and made markets believe that
these policies would continue far into the future. Their
commitment to forward guidance apparently was just a
device for extending their course of unlimited monetary
expansion into a future with (seemingly) no end.

7.4 Loss of reserve capacity for future action
A sound policy must be conservative in the sense that
it maintains capacity for future action in cases of need.
A new crisis can occur at any time, as we all know, even
if we do not expect it. By practically exhausting all their
available means in times when this was not really neces-
sary, central banks have disregarded this principle in the
2010s. Today’s central banks owe much of their reputa-
tion to the fact that, when the financial crisis broke out
in 2008, they were able to act swiftly and decisively — in
contrast to most countries’ fiscal authorities, whose
scope of action was seriously limited at that time by pre-
vious overextension. With their policies of the 2010s,
central banks have gambled away much of this advantage.
One aspect of this is that, when central banks in 2022
finally realized the need for policy restriction in view
of accelerating inflation, they had to begin first with a
process of policy normalization, slowly guiding inter-
est rates back to levels a bit closer to neutral and turn-
ing around their asset purchase programs. As a result, for
an extended period of time, interest rates were still below
“neutral” and central banks still added liquidity to the
markets (even if to a lesser degree than before). Their pol-
icies were still stimulating, when they should have been
restrictive.

7.5 lllusions of control

In the 2010s, many central banks became more and more
obsessed by the desire to reach a 2 percent inflation tar-
get with almost exact precision. As described above, the
SNB is an exception. The ECB originally had used a target
range for inflation, similar to what the SNB still employs
today, defining price stability as an inflation rate “below 2
percent” (interpreted as meaning “between 0 and 2 per-
cent). At a later point only, it changed this to “close to,
but below 2 percent”. Even then, it emphasized that this
was a medium-term target, allowing temporary devia-
tions on both sides. Over time, however, its objective
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assumed more and more the character of a point target,
to be controlled as tightly as is possible at all times.

Historical knowledge, along with their painful expe-
rience in the 2010s, should have told central banks that
trying to manage inflation with this kind of precision is a
futile endeavor. Year after year they announced that they
would raise inflation to their 2 percent targets, without
success. Inflation is a sticky process which central banks
have never been able to control exactly. Monetary policy
can control its long-run course, but not its short-run
dynamics. We are not even able to measure inflation with
a precision which would justify such an attempt.

7.6 Policy asymmetry and credibility

Related to this, central banks’ views on inflation have
become increasingly asymmetric. While very strongly
responding to any downward deviation of inflation from
target, central banks made it increasingly clear that their
response to deviations on the upper side would be very
moderate and slow. Indeed, in 2020/21, both the Fed-
eral Reserve and the ECB explicitly announced that they
would not only tolerate, but even encourage within cer-
tain limits an inflation above the 2 percent target. In my
view, this was a dangerous course implying consider-
able risks to the credibility of central banks.'* Credibility
requires swift and decisive action in both cases.

7.7 Real economic problems cannot be solved
by monetary policy

It is well known that the ECB is burdened by specific
Eurozone problems, due to structural issues result-
ing from the European common currency. The ECB has
always justified its policies of low interest rates and gov-
ernment securities purchases to a considerable extent by
pointing to disruptions in the transmission of its mone-
tary policy to the real economy in its peripheral member
countries. The Eurozone and these countries have many
unresolved economic problems, this is true. But they are
not of a kind which can really be solved by monetary pol-
icy, except seemingly and temporarily.

8 What about the future?

8.1 The near-term future

The near-term future of inflation depends on the pol-
icy course chosen by central banks now, as well as on
exogenous developments which monetary policy can-
not control. Given the central banks’ current measures
of restriction, and barring new price-driving shocks of
importance, it is likely that inflation will further recede
from its current levels in the near future. Not as quickly

14 See footnote 3 above.
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as was believed by many until very recently, however, and
hardly all the way back to the central banks’ 2 percent
target.

In my view there is considerable danger that central
banks will relax too soon, so that inflation will decline
from its present high levels, but gets stuck at some rate
still significantly exceeding the central banks’ targets. The
high level of public and private debt in particular makes
such a development rather likely. The financial market
turmoil created by the breakdown of several regional
banks in America and the crisis around Credit Suisse in
March 2023 has reinforced this danger.

It is laudable that, in view of inflation still running
far too fast, the Federal Reserve, the ECB and the Swiss
National Bank have all raised their policy rates in in
March 2023, in spite of strong pressure from financial
market circles calling for at least a temporary halt. In
the USA, the rate increase of 25 basis points was smaller
than expected (and previously envisaged), though, and
was interpreted by many as a signal that the rate hiking
cycle will slow and may soon come to an end, and pos-
sibly be reverted. This would seem rather risky, given the
evidence of a strong growth of wages in many parts of the
US economy.’ In Europe, with inflation still exceeding
the ECB’s interest rates by a large distance, monetary pol-
icy is not even close yet to a stance which can seriously
be called restrictive. In Switzerland, the outlook is con-
siderably better, since inflation, while too high, is still not
that far away from the SNB’s target range.

8.2 Longer-term perspectives

The last 25 years have been demanding years for central
banks, no doubt. They had to face a major financial cri-
sis of international dimension, the European debt crisis,
the Corona crisis, and all the disruptions which followed
from them. In addition, they did not get much support
from governments’ fiscal authorities in most countries.
Nevertheless, from an inflation control point of view, this
was a period which was rather easy for central banks. On
the one hand, they inherited a culture of low inflation and
inflation expectations well anchored at low levels, estab-
lished by the efforts of their predecessors in the 1990s.
Beyond that, most structural trends characterizing the
real economy in this period were benign with regard to
inflation. The globalization of product and labor service
markets, technological growth, digitalization, an increas-
ing inclination to rely on outsourcing and “just-in-time”
procedures in production: they all had the effect to
dampen costs and constrain firms’ power to raise prices.
This benign environment (with regard to inflation) gave
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central banks much leeway and allowed them to pursue
monetary policies without much restriction, while infla-
tion still remained low.

The future looks to be rather different. Longer-run
perspectives suggest that many of these trends will be
reversed:

» Demographic developments and ageing populations
will make labor services scarce and costlier, introduc-
ing a “wage push trend” instead of wage restraint, not
just in Europe and the USA, but also in China (Good-
hart and Pradhan 2020).

+ Experience related to Corona, reinforced by the
war in the Ukraine, has exposed the vulnerability
which may result from too strong a dependence on
complex, tightly managed delivery chains and non-
diversified sources of supply. An increasing desire for
security and resilience resulting from this experience
makes likely a temporary pause, or even a regress, of
globalization trends, accompanied by a rise in some
forms of protectionism.

+ The ambition to establish a “green economy” may
lead to a trend of rising prices for energy and energy
intensive products.

+ High financial needs of governments are very likely
to persist and to be characteristic for the future, as
much as for the present.

All these developments imply, that structural change
and shocks over the next decade will be quite different
from what we experienced over the last 25 years. They
will mostly not be benign with regard to inflation, as they
were in the past, but quite the opposite, price-driving
rather than price-dampening. This will create a much
more challenging environment for central banks in their
quest for price stability, increasing the likelihood that we
will have to live with an elevated inflation for a consider-
able time to come.
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