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Great Inflation in the Euro Area (and the US)
A dominant view

▸ Inflation in the US & EA has the same cause: excess demand

▸ Fed’s and ECB’s policy mistakes due to group thinking & terrible forecasts

▸ Lots of non-linearities (PC, MP transmission, labour market, etc)

▸ Risk of de-anchoring of expectations and wage-price spirals



Great Inflation in the Euro Area (and the US)
This presentation

▸ Inflation in the US and EA have the same cause: excess demand
US inflation due to demand, EA to energy supply shocks & spillovers

▸ Fed’s and ECB’s slow responses due to ‘group thinking’, and terrible forecasts
Mistakes due to ‘flat Philips Curv-ists’ (US) & incomplete framework (EA)

▸ Lot of non-linearities (PC, MP transmission, labour market, etc)
Very partial understanding, we shouldn’t hide behind non-linearities

▸ Risk of de-anchoring of expectations and wage-price spirals
Risk of over-tightening in the Euro Area

▸ Future of central banking



Inflation EA vs US
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The policy stance
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GDP and components
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GDP and components
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GDP and components
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Labour market
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The policy problem in the Euro Area



The policy problem

▸ Single mandate: price stability

▸ One central bank, many fiscal policymakers

▸ Not a single yield curve: OIS vs country yield curves

▸ Uneven transmission of the policy stance...
... and potential fragmentation risks...
or self-fulfilling crises

▸ Delayed response due to the need of an agreement on the TPI



Energy price shock
source: Guerrieri et al 2023, Geneva Report

prices (Intercontinental Exchange Dutch gas price), along with annual EA and US inflation. The left-

hand side plot shows the time series from 1960 through to 2020, while the right-hand side plot shows the

series from 2020 to 2023. As the plots make clear, the recent trough-to-peak increases in energy prices are

comparable, and indeed larger, than those experienced in the seventies and eighties. The figure highlights

not only the extraordinary scale of the energy price increases, but also the pace at which energy prices

picked up in a very short period of time.

Figure 1: Inflation and energy prices - The Euro area and the US

Source: Haver Analytics.

Increases in energy prices have multiple effects on inflation, which operate at different horizons.1. The

first, direct effect, is reflected in petrol prices paid by consumers, as well as prices charged on household

gas and electricity bills, which immediately push up on consumer price inflation.

There are also indirect supply-chain effects through firms’ input costs, as the production of many

goods and services requires a substantial amount of energy; moreover, even firms for which energy makes

up only a small share of their total cost base can see an increase in prices as their intermediate inputs

costs may also have increased, owing to rising energy prices. The pass-through of these indirect costs

(or “first-round effects”) is a key part of the adjustment in relative prices, and the persistence of this

pass-through process may vary across sectors and countries.

The increase in energy prices can also lead to “second-round effects”; these refer to a variety of

mechanisms that cause inertia from domestic wage and price setting, which, if persistent enough, could

push up on inflation into the medium term. These are typically a product of various rigidities in real

1See Tenreyro 2022

7



Terms of trade
source: Guerrieri et al 2023, Geneva ReportFigure 5: Terms of trade

Source: Haver Analytics.

EA private-sector demand has fallen well below its pre-Covid trend, whereas US private-

sector demand picked up quickly and has been running above its pre-Covid trend.

Starting with private-sector consumption, as illustrated in Figure 6, EA Consumption has been run-

ning significantly below its pre-Covid trend. Indeed, consumption only recently returned to its pre-Covid

levels. In contrast, US consumption displayed a very quick recovery, reaching pre-Covid level in mid-2021

and starting to run above its pre-Covid trend by the middle of that year.

Figure 6: Private Consumption

Source: Haver Analytics. The pre-pandemic linear trend is computed on the sample Q1-2015:Q4-2019.

11



De-anchoring of expectations?
source: ECB

Rubric

www.ecb.europa.eu ©4

Headline inflation, measures of underlying inflation, inflation projections and expectations

Sources: Eurostat and ECB calculations.
The latest observations are for April 2023 for HICP and March 2023 for the range of measures of underlying inflation. The latest observations for market-based indicators of 
inflation compensation are for 23 May 2023. The SPF data show expected annual percentage changes one-year and two-years ahead of latest HICP data at the time the Q2 
2023 round was conducted (i.e. for March 2024 and March 2025) and for the calendar year 2026. The Survey of Monetary Analysts and the September 2022 ECB staff 
projections show quarterly forecasts. The cut-off date for data included in the ECB staff macroeconomic projections was 2 March 2023

Headline inflation, measures of underlying inflation and 
inflation projections and expectations

(annual percentage changes)
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Price-wage spiral?
source: ECB

Rubric

www.ecb.europa.eu ©8

March 2023 MPE: Nominal wages, real wages and unit labour costs

Real wages
(index: 2020 = 100; deflated by HICP) 

Nominal wages
(annual percentage changes) 

Sources: March 2023 ECB staff macroeconomic projections, Eurostat and ECB calculations.
Note: The latest observation is for the fourth quarter of 2022.
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The latest observations are for 17 April 2023 for the wage tracker, Q1 2023 for 
wage growth in latest agreements and negotiated wages
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Bank lending rates
Firms (left), households for house purchase (right), source: ECB
Rubric

www.ecb.europa.eu ©

Lending rates to firms 
(percentages per annum)

Lending rates to households for house 
purchase

(percentages per annum) 

Source: ECB (MIR).
Notes: The indicator for the total cost of borrowing for firms is calculated by
aggregating short-term and long-term rates using a 24-month moving average of
new business volumes. The latest observations are for March 2023.

Source: ECB (MIR).
Note: The indicator for the total cost of borrowing for households for house purchase is
calculated by aggregating short-term and long-term rates using a 24-month moving
average of new business volumes. The latest observations are for March 2023.

Bank lending rates for firms and households for house purchase
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The transmission of conventional MP in the EA
source: Reichlin, Ricco, Savini, Tuteja (2023)



The transmission of conventional MP in the EA
source: Reichlin, Ricco, Savini, Tuteja (2023)



The transmission of conventional MP in the EA
source: Reichlin, Ricco, Savini, Tuteja (2023)



The transmission of conventional MP in the EA
source: Reichlin, Ricco, Savini, Tuteja (2023)



The transmission of conventional MP in the EA
source: Reichlin, Ricco, Savini, Tuteja (2023)



Quantitative tightening in the Euro Area
source: Reichlin, Ricco, Savini, Tuteja (2023)



Risks to growth in the Euro Area

By falling to 48.9, down from 49.9 in the previous month,  dropped
further below the 50 mark that separates contraction from expansion and raised
fears of a potential recession in the eurozone economy after two quarters of mild
contraction.

The flash eurozone reading was well below the 49.7 forecast by economists in a
Reuters poll. 

Eurozone PMIs point to worsening economic
conditions

Purchasing managers' indices (difference from 'no change' score of 50)

Manufacturing Output Index
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← Contraction | Expansion →

2023
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The UK economy is also slowing sharply, according to a separate PMI survey
published on Monday that showed the index of British business activity fell to a
seven-month low of 50.7, down from 52.8 in June.

“The eurozone economy will likely move further into contraction territory in the
months ahead, as the services sector keeps losing steam,” said Cyrus de la Rubia,
chief economist at Hamburg Commercial Bank, adding that there was “an
increased probability” of the German economy sliding into recession in the second
half of this year.

The bloc’s services sector remained in growth territory, despite a drop in its PMI
reading to a six-month low of 51.1. The decline in the manufacturing sector
deepened further after its reading fell to a 38-month low of 42.7.

the PMI index



Group-thinking and policy mistakes



A Fed’s policy mistake?
source: Bini, Reichlin, Ricco (2023), Hasenzagl, Pellegrino, Reichlin, Ricco (2022)

19
65

19
70

19
75

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

20
20

−5

0

5

Greenbook CBO Trend-Cycle Model

Output gap as a percentage of potential GDP

Pe
rc

en
t

19
65

19
70

19
75

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

20
20

−4

−2

0

2

4

6

19
65

19
70

19
75

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

20
20

0

5

10

15

Data

Business cycle

Trend

Energy price cycle

CI, 68%

Idiosyncratic cycle

CI, 90%

Cycle

Pe
rc

en
t

Pe
rc

en
t

Cycle: CPI inflation

Trend: CPI inflation

19
65

19
70

19
75

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

20
20

−4

−2

0

2

4

6

19
65

19
70

19
75

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

20
20

0

5

10

15

Data

Business cycle

Trend

Energy price cycle

CI, 68%

Idiosyncratic cycle

CI, 90%

Cycle

Pe
rc

en
t

Pe
rc

en
t

Cycle: CPI inflation

Trend: CPI inflation



How flat is the Phillips curve?
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Should MP respond to energy shocks?
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The future of central banking



A blueprint for the future?
July 2023 the hottest month on record since 1880



Are we all all submerging markets now?
▸ Large shocks in a volatile environment:

▸ geopolitical tensions
▸ climate and ecological risks, green transition risks
▸ pandemics ...

▸ Central banks:
▸ running out of good luck
▸ ... and good policies harder to define
▸ mandate increasingly di�cult to archive
▸ di�cult trade-o�s
▸ important lessons from emerging markets!

▸ A path forward
▸ a more open and less centralised academic debate
▸ humility and clarity in policy objectives
▸ a nuanced view of what can be archived



Central banking: not a kids’ game!
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