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The 2021-22 inflation



Headline and core inflation Headline inflation: by component
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Source: Eurostat. Note: latest observation March 2024.

* Inflation increased markedly in 2021 and 2022, reaching a historical record in October 2022
* Core inflation reached unprecedented levels in spring 2023

* All main categories contributed to raising inflation; supply shocks played largest role (Neri et al., 2023)
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Indicators of supply bottlenecks and producer prices Energy contribution to headline inflation
(percentage points) (percentage points)
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changes. (2) Standard deviations from the index’s historical average. Latest observation March

2024 for all but PPI — intermediate goods (February 2024). Source:: Burostat. Note: latest observation March 2024.

* Post-pandemic reopenings and global supply bottlenecks led to a strong increase in services and
goods inflation 1n advanced economies

* Strong global demand for energy commodities and Russia’s invasion of Ukraine led to an
unprecedented increase in cost of energy (gas, electricity and fuels) in euro area



The 2023 disinflation



HICP inflation: main categories

* Energy disinflation started in late 2022, as (per cen’)
gas and oil prices fell from summer peaks 7 04 o nEigGs  —services - - Energy (ths) | o
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spring 2023 as commodity  prices
decelerated and supply restrictions eased

* Services inflation peaked later, its fall
stalled in November 2023

* Rapid inflation and disinflation consistent
with high frequency of price adjustments
after large shocks (“Large shocks travel fast”;
Cavallo, Lippi and Miyahara, 2023)
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Source:: Burostat. Note: latest observation: March 2024.
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* In recent months, disinflation in euro area has Services inflation

been held back by services inflation (per cont)
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Source:: Burostat. Note: latest observation March 2024.

adjusted for past inflation (e.g. rents)
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Lessons for the ECB’s monetary policy



* ECB has faced an extremely complex environment in last couple Energy
of years (Panetta, 2023a) crisis

Post-pandemic
re-openings

* Unprecedented sequence of shocks made 1t difficult to
disentangle supply and demand shocks in real time and assess
their role in raising inflation

* Exceptional circumstances called for an exceptional response
* Was response of ECB’s monetary policy:

— necessary?

— timely?

— adequate?

Supply-side
bottlenecks

Geopolitical risks

* Was a data-dependent and meeting-by-meeting approach useful?
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Risk of de-anchoring
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Sonrce:: Neri (2024). Latest observation: April 2022 Survey of Professional Forecasters.

* Was ECB’s response necessary?
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* Surge in inflation could risk an upward de-anchoring of long-term inflation expectations and fueling

a wage-price spiral, even if supply shocks were dominant drivers of inflation
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* ECB began normalization in December 2021

—Headline ----Core

* Was ECB’s response timely?

Headline and core inflation

. :
Progress in recovery and expected convergence (per ent 2 -

of inflation to new 2% symmetric target allowed
ECB to reduce net asset purchases

* After Strategy Review, headline inflation was
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* Sharp increase in gas prices in Autumn 2021 was (per cent)

perceived as temporary
* Counterfactual simulations show limited gains
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Stefano Neri “There has been an awakening”: inflation, disinflation and ECB’s monetary policy 12



* In late 2021, rate on deposit facility was in negative territory (-0.5%; MRO at 0) and Eurosystem was
purchasing private and public assets (PEPP and APP)

* Was ECB’s response adequate?
* ECB rapidly reduced net asset purchases and raised key rates rapidly and by an unprecedented amount

* Markets anticipated beginning of tightening cycle already in 2021

Net asset purchases: PEPP Net asset purchases: APP Cumulative change of ECB> MRO rate
(billions €; monthly data) (billions of €; monthly data) (percentage point; 1= 1 time of the first hike)
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Sonrce:: ECB. Note: latest observation March 2024. Source:: ECB. Note: latest observation 17 April March 2024.
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* Forecasting inflation has become challenging since outbreak of Covid-19. However, large and persistent
errors in forecasting inflation were not due to failure of models

*  “Inwiew of the uncertainty [...], it is no longer appropriate for monetary policy to give detailed forward guidance. Given the
complexity [....] we are facing, being able to respond to the incoming data is a major advantage.” 1agarde, 4/11/2022

* Was a data-dependent
and meeting-by-meeting

ECB/Eurosystem inflation projection errors Disagreement among SPF participants
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Euro-area real GDP

* Economic activity in euro area has been stagnating since e 202001100
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* Rate on deposit facility is expected to remain

above long-run “equilibrium” level throughout Expected rate on deposit facility
. (per cent)
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* In summer of 2021, euro-area inflation woke up for first time in many years

* Facing a sequence of exceptional supply shocks, monetary policy must stand
ready to act timely and forcefully to prevent a de-anchoring of inflation

expectations and materialization of second-round effects

* Once monetary policy stance is sufficiently restrictive and confidence on inflation
convergence to its target strengthens, monetary policy should aim at minimizing

its impact on economic activity

* 2022-23 tightening cycle 1s different from past episodes: Eurosystem’s balance sheet

is shrinking
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Thank you for your attention!

stefano.neri@bancaditalia.it

https://sites.google.com/view/stefano-neri/home
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