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Normalising monetary policy in non-normal times

Speech by Fabio Panetta, Member of the Executive Board of the ECB, at a
policy lecture hosted by the SAFE Policy Center at Goethe University and the
Centre for Economic Policy Research (CEPR)
Frankfurt am Main, 25 May 2022
Following the acute phase of the pandemic, central banks in most advanced economies have started to withdraw
stimulus as the recovery has progressed and inflationary pressures have emerged. In the jargon of central bankers, this
process is often described as bringing about a “normalisation” of monetary policy.
We are not, however, in normal times.
Unlike some other advanced economies, the euro area is not facing a situation of excess domestic demand. As ECB
President Christine Lagarde recently noted, “consumption and investment remain below their pre-crisis levels, and even
further below their pre-crisis trends”.[ ]

Instead, the euro area is confronted with a war on its doorstep that comes on top of a series of negative supply shocks
generated abroad. These shocks – above all the increase in energy prices – are creating sizeable and persistent upward
pressures on near-term inflation. But by hitting real incomes, confidence and ultimately domestic demand, these shocks
could derail the post-pandemic recovery.
In other words, the very shocks that have led to a surge in inflation are also depressing output. As a result, the inflation
path is starting from a much higher point but the medium-term inflation outlook is characterised by high uncertainty.
In this situation, policy normalisation needs to be clearly defined, and how it is carried out needs to be carefully judged
and calibrated. In my remarks today, I will outline what it means to normalise monetary policy, what implications this
normalisation has for our policy instruments, and how far it should go.
For now, given the exceptional level of uncertainty we face, we should normalise our monetary policy gradually, in line
with the progressive adjustment that has inspired our action in recent months.

What is normalisation?
Let me begin by defining what normalisation is, and what it is not.
Normalisation occurs when the central bank adjusts its policy parameters as medium-term inflation approaches its price
stability objective[ ], so as to achieve this objective durably.
In other words, normalisation describes a situation in which monetary policy is shifting from a stance that aims to raise
the inflation path – for example, by making the policy stance more expansionary – to one that aims to cement the inflation
path at the target.
There are three important distinctions we need to make about normalisation.

Normal does not mean neutral
First, normalisation is not the same thing as a neutral policy stance, which is when monetary policy is neither
accommodative nor contractionary for the economy. A neutral stance allows the central bank to stabilise inflation around
its target when output is at potential and when there are no transitory shocks disrupting the inflation path.
But if we have a situation where there are shocks depressing the economic outlook, uncertainty is high and output is still
below its potential level, cementing the inflation path at 2% would require a gradual withdrawal of accommodation, so that
the stimulus is reduced over time but does not suddenly disappear.

Normal does not mean theoretical
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Second, the normalisation process should not be assessed against unobservable reference points, such as the natural
(or neutral) rate of interest[ ] and some optimal or “normal” size and composition of the central bank’s balance sheet in
the long run. These concepts are only vague guideposts at the best of times, and they are particularly fraught with
uncertainty in the current environment.
Before the pandemic, the real natural rate of interest for the euro area was estimated to range from just over 0% to less
than -2%, depending on the model used.[ ] In fact, proxies of real rates are already at the higher end of that range – for
instance, the one-year forward real rate nine years ahead[ ] recently increased significantly, reaching 0%.
But the natural rate of interest is particularly hard to estimate at the moment, not least because the pandemic has
scrambled all the typical models used to calculate it. All we can say with confidence is that the natural rate of interest has
declined significantly compared with the period before the global financial crisis and that estimates are imprecise and
widely dispersed. As such, they cannot serve as an actual guide for policy.
The picture is further clouded when it comes to the “normal” size and composition of the central bank’s balance sheet. It
is unlikely that the prevailing size and composition prior to the global financial crisis are still valid benchmarks – we can
surmise that the optimal balance sheet is different in size and composition today. But there has so far been little empirical
work in this area[ ], so it cannot serve as an actual guide for policy either.
This uncertainty means we should think about normalisation in terms of changes in the degree of accommodation we are
providing based on the medium-term inflation outlook, rather than the distance of our policy tools from their unobservable
theoretical levels.
So, if we were to see shocks that would lead to the medium-term inflation path being revised upwards, we would change
our policy stance to reduce accommodation more rapidly – and vice versa – so as to keep inflation on target over the
medium term.

Normal does not mean conventional
Third, normalisation does not imply adjusting unconventional instruments more rapidly than conventional ones. In the
review of the ECB’s monetary policy strategy that we completed last year, we were clear that both types of instrument are
essential and permanent components of our toolkit. What matters is finding the combination of tools to deliver the
necessary policy stance in the most effective and proportionate way.
In the ECB’s case, we currently have three main levers that we can, in principle, use to adjust policy.
The first is interest rates, which have a greater influence on the short and medium-term segments of the risk-free yield
curve.
The second is asset purchases, which have a greater influence on the longer end of the yield curve and risk premia.
The third is the provision of liquidity through our targeted longer-term refinancing operations (TLTROs). TLTROs influence
the transmission of benchmark yields to bank lending conditions, as well as overall liquidity conditions in the financial
markets. This, in turn, helps to control rates at the short end of the money market and affects risk premia.[ ]

Various combinations of tools could be used to achieve the desired policy stance.
For instance, if we bring net purchases to an end but continue to reinvest the stock of assets purchased, our balance
sheet will keep supporting the economy through what is known as the “stock effect”[ ], but it will no longer provide
additional accommodation. In fact, for technical reasons, the degree of accommodation it provides is likely to decrease
over the coming years.[ ]

So the appropriate stance could in principle involve maintaining a constant stock of assets purchased under our asset
purchase programme (APP) and pandemic emergency purchase programme (PEPP). At the same time, we would be
using interest rates to adjust the degree of policy accommodation – so long as this combination of tools remains
consistent with inflation stabilising at 2% over the medium term.
Overall, this way of defining normalisation is consistent with our inflation-targeting framework. It is not about targeting
unobservable natural settings for our instruments, or about preferring some tools over others. Rather, it is about using an
efficient mix of instruments to achieve the policy stance that effectively cements inflation at 2% over the medium term.

Calibrating policy normalisation
Even if the goal of normalisation is relatively straightforward, calibrating this policy normalisation process in the euro area
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today is extraordinarily complex.
In my view, there are two principles we need to apply to orient the normalisation process correctly. The first is gradualism,
and the second is robustness.
These principles can, in turn, help us to define the pace of normalisation and the mix of instruments.

Gradualism
As William Brainard proposed in his seminal work, gradualism is necessary when the transmission of policy changes to
the economy is uncertain.[ ] In such conditions, the optimal policy involves moving cautiously and observing how the
economy responds to a gradual adjustment.
Gradualism is clearly appropriate in the euro area today, for several reasons.
First, the nature and strength of recent shocks is generating extreme uncertainty about the outlook for economic activity
in the period ahead. The range of plausible outcomes is wide.
The economy has faced a series of negative global supply shocks in the form of surging energy and commodity prices,
compounded by supply bottlenecks.
The Russian invasion of Ukraine and “zero Covid” policies in China are now prolonging and amplifying these shocks,
which are all contributing to very high imported inflation. The higher cost of imports, in turn, is eating into domestic
demand and pulling production away from full capacity, reinforcing the war’s negative impact on confidence.
It is hard to gauge how far-reaching and persistent the implications of the hit to euro area consumer and business
confidence will be. The weakening in consumption registered this year suggests that the rise in near-term inflation
expectations is not prompting consumers to bring purchases forward. Rather, as recent research findings illustrate[ ], it
is leading households to be more pessimistic about their real income and to reduce their consumption.[ ] In other words,
the depressing effect on consumption from higher inflation is working through the expected – and not just the realised –
hit to real income.
We may also be underestimating the full impact on global growth of the simultaneous tightening of financing conditions
across advanced economies, coupled with the slowdown in China. A recent survey suggests that global growth optimism
has collapsed to record lows.[ ]

The second reason why gradualism is appropriate is that, given the unprecedented nature of the shocks we are facing
and the lack of reliable benchmarks for our policy stance, we can only truly gauge the effects of the withdrawal of
accommodation by getting feedback from the economy. This means not only monitoring soft leading indicators – like
inflation projections and expectations or confidence indicators – but also assessing hard data on financing conditions and
economic activity. As a result, we will have to move step by step, reassessing and adjusting our policy as necessary.
In an environment where leverage in the economy is high, small rate increases might have larger effects. We are already
seeing some evidence of this in the United States, where some highly leveraged segments of asset markets – such as
the technology sector – are responding strongly and non-linearly to policy adjustment. During the pandemic, demand has
largely been concentrated in sectors that are sensitive to interest rates, such as durable goods and construction. This
could also mean that rate increases will have a sizeable effect on demand.
The considerable uncertainty surrounding how monetary tightening will be transmitted through broader financing
conditions and across the euro area is another reason why we should take small steps. Typically, at cyclical turning points
financial markets become more volatile and banks’ lending policies are more difficult to forecast.[ ] In the euro area, this
latter effect is reinforced by the phasing-out of the TLTROs.
Of course, a gradual approach is not appropriate in all circumstances. For example, when faced with deflationary shocks
that risk rooting interest rates at the lower bound, it pays to act more decisively.[ ] The same is true when inflation
expectations are threatening to become de-anchored or if we see incipient signs that a wage-price spiral may start.[ ]

The current short-term inflationary pressure may spill over to inflation expectations, leading to more protracted inflationary
pressures. These risks have to be carefully considered when we are deciding on both the pace and path of the
withdrawal of accommodation.
If we were to see clear signs of a de-anchoring of medium-term inflation expectations, we would accelerate the pace of
withdrawal, and we could go further and adopt a restrictive stance if necessary. For now, we do not see this “ugly
inflation” scenario materialising[ ], but the risks need to be monitored. Currently, premia-adjusted market-based
measures of inflation expectations are consistent with inflation meeting our 2% target at the end of 2024, and being
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slightly below 2% from 2025 onwards.[ ]

Robustness
Turning to the second principle, we need to choose the mix of instruments that is most robust to the wide range of
plausible scenarios we are facing.[ ]

This calls for us to avoid normalising our monetary policy using all instruments at once, in order to minimise uncertainty
and reduce the risk of financial stability being negatively affected.
The natural way forward would be to start raising interest rates while keeping the stock of assets purchased under the
APP and PEPP constant. This seems the most appropriate approach for a number of reasons.
First, the size of our balance sheet is already expected to significantly shrink and its composition will change as the
TLTROs are wound down, ultimately leading to a reduction of around €2.2 trillion in excess liquidity.
Second, we do not need to risk unsettling financial markets via a passive runoff or active sales of bonds we hold on our
balance sheet, given that we could proceed with the necessary withdrawal of accommodation in other ways. Starting to
reduce the stock of assets purchased under the APP and PEPP would likely exacerbate the impact of rate changes, both
along the yield curve and on risk premia, especially if liquidity is declining.
Third, although we have plenty of experience of how asset purchases and policy rates can reinforce each other as part of
an easing strategy, we have no experience of the reverse scenario in the euro area. And the experience of other major
central banks, limited as it is, is unlikely to be transferable to the euro area given the unique nature of our economic,
financial and institutional set-up.
In this context, we will be much more able to anticipate the consequences of gradually adjusting rates while keeping our
balance sheet constant.
Using policy rates to withdraw accommodation thus allows us to better calibrate the adjustment that is consistent with 2%
inflation over the medium term. This reduces the risk of an overcorrection that would durably depress the economy. And,
at the same time, it allows us to move faster if the risk of second-round effects starts to materialise.
Tightening policy through rate changes would also be simpler for us to communicate and easier for the general public to
understand, reinforcing confidence and the anchoring of inflation expectations at our target.
So, once net asset purchases have come to an end and the stock is being reinvested, I see rate policy as being clearly
superior to balance sheet policy as the main tool to deliver these various goals.
This is the position of the ECB. We currently intend to end net asset purchases in the third quarter. However, even after
net asset purchases come to an end and policy rates start to rise, we still intend to continue reinvesting in full the
principal payments from maturing securities.

Policy implications
So what does this imply for the ECB’s normalisation process today?
Subject to incoming data – we are and should remain data-driven – both the economic outlook and the principles I have
outlined justify ending net asset purchases and then gradually exiting negative rates. This would allow us to continue to
normalise policy by removing the part of our monetary accommodation that is no longer needed today. In particular,
negative rates may imply distortions which were only necessary and proportionate when inflation was threatening to be
too low over the medium term, relative to our target.The first adjustment is already under way. The ECB has already
made two major announcements on asset purchases, first in December last year, and then again in March, when we
signalled our expectation that net asset purchases would be concluded in the third quarter of this year. At the same time,
the stock effects associated with our reinvestment policy will ensure that accommodation is withdrawn gradually. This will
avoid creating financial stability risks in an already very volatile and uncertain environment.
The second adjustment – the adjustment to our deposit facility rate – would allow the recent rise in medium-term inflation
expectations to be reflected in our monetary policy. It would be consistent with a progressive removal of accommodation,
still allowing us to steer output back towards potential but confirming the direction of normalisation that has already led to
an increase in rate expectations.
By the time we consider the next steps, we will have more information on which to base our decisions. In particular, we
will have a better sense of two key developments.
First, the sensitivity of the economy to the significant adjustment in financing conditions that is already under way, so we
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can gauge whether the pace at which we are withdrawing accommodation is appropriate.
We have already seen a material increase in nominal yields and real rates in recent months. In fact, an adjustment is
already working its way through the economy. And according to our latest bank lending survey, banks expect to tighten
credit conditions markedly in the coming quarters.[ ]

The second key development will be how resilient the domestic economy is to the combined impact of the war, lower real
incomes and a darkening global outlook.

So far, we are seeing a clear weakening of soft leading indicators.[ ] Signs of economic stress are emerging in the hard
data[ ] – signs which may become more visible in the coming months.
Against this background, pre-committing to further steps – just like ruling them out – seems unnecessary and unwise.
The uncertainty we are facing makes it harder to accurately forecast economic developments beyond short time
horizons. Given these circumstances, speculating about monetary policy measures over an extended period of time
would be a futile exercise at this stage, as further evidence is needed in the period ahead.
Finally, a critical element in determining the normalisation process will be how rate increases are transmitted across the
euro area. In this respect, ensuring monetary policy is transmitted smoothly and evenly and delivering the adequate
degree of policy normalisation are two sides of the same coin. And this is not a new concept for the ECB.
During the recovery from the global financial crisis, the ECB applied a “separation principle” to its various policy tools,
whereby measures that prevented financial fragmentation could be deployed regardless of the level of interest rates. The
logic was that delivering the appropriate policy stance should not come at the cost of disrupting the transmission of the
stance through the financial sector.
I believe a similar principle should apply today. In particular, we should be ready to intervene as needed to neutralise any
non-linear market responses that may arise from raising rates, and to mitigate the impact of an asymmetric tightening of
financing conditions within the euro area. In other words, we should avoid the risk of a “normalisation tantrum”.
An anti-fragmentation tool of this nature would be even more beneficial if we were to see incipient signs of a de-
anchoring of inflation expectations or risks of a wage-price spiral, which would dictate that rates should rise more rapidly.
We should thus ensure that we are in a position to credibly announce the availability and readiness of such an anti-
fragmentation tool.
In other words, addressing fragmentation risks is central to the normal conduct of monetary policy in the euro area.
At the same time, the successful implementation of the national investment and reform plans under the Next Generation
EU programme remain critical to support macroeconomic resilience, thereby also addressing fragilities that increase
fragmentation risks. And joint European investments to reduce energy dependence would help cushion the effects of the
idiosyncratic shocks that may result from the war.[ ]

Conclusion
Let me conclude.
The ECB is currently dealing with the economic effects of an unprecedented sequence of shocks generated abroad. Like
other major central banks, we are faced with the task of normalising monetary policy at a point in time that is anything but
normal.
In this difficult situation we will guarantee medium-term price stability, just like we protected the euro area economy from
deflation during the pandemic.
Normalisation does not mean removing stimulus outright. Rather, it is a process of gradually reducing that stimulus in a
way that firmly anchors the inflation path at 2% over the medium term. This process has already got under way in the
euro area.
Getting normalisation right is no easy task, as the euro area economy must contend with an outlook that is marked by
exceptional uncertainty. This means we should normalise our monetary policy gradually and choose a mix of instruments
that is robust to the wide range of plausible scenarios we could face.
These tried-and-tested principles have proved instrumental for central banks in the past. We should remain true to them
today.
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