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ECB: Zero rates forever?
„If you are in trouble double“. This famous trading advice may work sometimes, but it
is very risky. This should also be true for Finnish central bank chief Olli Rehn’s
suggestion to revise the ECB’s monetary policy strategy and to introduce temporary
price level targeting. If the ECB were to keep its zero interest rates much longer in its
fight against low inflation, the risk of dangerous bubbles in the financial and real estate
markets would rise.

A monetary policy strategy of temporary price level targeting
Olli Rehn, a possible successor to ECB President Mario Draghi, picked up an idea of former
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Fed chairman Ben Bernanke and proposed a new monetary policy strategy for periods when
the ECB’s policy rate has already reached the zero-lower bound and inflation is still below the
target of two percent. Within the framework of the so-called temporary price level targeting,
the ECB should only raise its policy rate once inflation has exceeded two percent for a while
and has fully compensated for the previous period of below two percent inflation. The zero
interest rate policy would therefore be maintained for much longer than with the current
inflation targeting strategy, which aims to prevent the inflation rate from rising above two
percent. The expectation of a lower-for-longer zero interest rate should make monetary policy
more expansionary, boost the economy and thus shorten the phase of too low inflation. This
will be necessary more frequently in the future, because the ageing of the society e.g. causes
people to make more private provisions which lowers the so-called natural rate of interest. The
ECB, which needs an even lower policy rate to stimulate the economy, would then more
frequently hit the zero-lower bound. This would make it more difficult for the central bank to
prevent too low inflation or even deflation. But the monetary policy strategy of extending zero
interest rates will not solve this problem and has further considerable weaknesses.

ECB partly to blame for reaching the zero lower bound
First, central banks are not innocent that they frequently reach the zero-lower bound on
interest rates. This is because the interest rate level they have to undercut to stimulate the
economy is low not just because of a demographically caused savings glut. Rather, the
central banks themselves have contributed to this by buying government bonds on a massive
scale. If the ECB wants to be less frequently thwarted by the zero-lower bound, it should
reduce its bond holdings instead of keeping them constant by reinvesting the proceeds from
maturing bonds.

Low inflation not a big problem
Secondly, the fixation on preventing low inflation rates is exaggerated. The Bank for
International Settlements has shown for 38 countries that even slightly declining consumer
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prices have not burdened economic growth over the past 150 years. Since the turn of the
millennium, Japan's per capita GDP has risen at a rate similar to that of the USA, despite
inflation of almost zero percent.

ECB fights against inflation dampers
Thirdly, the supporters of a strategy of extended zero interest rates overlook that inflation is
being depressed by global value chains, with digitalization as the next inflation damper
already in sight. It is doubtful whether the ECB will succeed in raising the inflation rate to over
2% without leaving key interest rates at zero for an unacceptably long time (see box on p. 2).

Dangerous side effects
Fourthly - and this is the most important objection - a strategy of longer-for-lower interest rates
has dangerous side effects. For example, the US Fed raised its policy rates far too late after
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„Temporary price-level targeting: An alternative framework for monetary policy“, Brookings, blog from
October 12th 2017.
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the bursting of the stock market bubble in 2000. For too long, interest rates were well below the
level that would have been justified by growth and inflation, said the renowned US economist
John Taylor. The Fed thus promoted the emergence of the real estate and debt bubble, which
burst in 2007 and plunged Western economies into a severe recession and contributed to low
inflation in the euro zone. If the monetary policy strategy of price-level targeting recommends
zero interest rates for even longer, it will turn the lessons of recent economic history upside
down.

ECB needs a strategy of comprehensive stabilization
A reform of the ECB's monetary policy strategy must not lead to an even looser monetary policy,
in other words to more of the same, even if the finance ministers of the highly indebted Southern
European states would welcome it. Instead, the ECB needs a strategy of comprehensive
3
stabilization. It should strive not only for price stability, but also for financial stability. If, for
example, house prices or credit volumes rise too sharply, it should raise its policy rate even if
inflation is low, in order to avoid a dangerous bubble.

Simulation of temporary price level targeting
In order to illustrate what temporary price level targeting could mean for the ECB's key interest
rates, we run a simulation which assumes that the central bank would introduce this strategy
immediately, i.e. in March 2019. If the ECB mechanically adheres to the new strategy, it would
have to keep its refinancing rate constant at 0% as long as any fall of the inflation rate below the
target value (1.8%) (since the introduction of the zero-interest rate policy in March 2016) is fully
compensated by a corresponding overshooting of the inflation target, so that in chart 1 the red
and green areas are of the same size. We assume that the ECB is able to gradually raise the
inflation rate to 2.3% (0.5% percentage points above the target of 1.8%) over the coming two
years and to keep it there in the following years. Assuming the trajectory of the inflation
overshooting as shown in the chart below, the policy would thus be kept constant until spring
2024.
CHART 1: Inflation undershooting is compensated by a corresponding overshooting
Euro area CPI, year-on-year change in %; simulation of temporary price level targeting: key interest rate
remains unchanged until red and green areas are of the same size
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