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ECB: One size fits increasingly well

Diverging inflation between countries shouldn't complicate the ECB's
policy as medium-term targets have been converging. Widening bond
spreads, however, could

Inflation rates are diverging more than ever, but mostly due to
energy prices

After last Thursday, the European Central Bank looks a lot closer to normalising or tightening
policy. What you hear a lot these days is that it is getting harder and harder for the ECB to steer
monetary policy with hugely diverging inflation rates. Indeed, there are massive differences in
inflation rates among member states at the moment, from a whopping 12.2% in Lithuania to ‘just’
3.3% in France. Looking at the standard deviation between countries, we see that this indeed
marks the largest divergence between countries’ inflation rates since the start of the monetary
union in 1999.

The strong divergence is mainly driven by energy inflation differences between countries. These
differences are occurring because of four main reasons: rising market prices for natural gas
feeding through to consumers with different delays across countries, the energy mix is different,
governments have put different mitigating measures in place and energy has a different share in
the inflation basket across countries. When looking at core inflation standard deviations, we see
that it is much less pronounced and rather similar to previous peaks experienced in early 2020 and
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Differences between eurozone inflation rates are mainly driven
by energy prices

Standard deviation of eurozone country inflation rates Eurozone inflation breakdown
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Source: Eurostat, ING Research
Right side chart breakdowns use data from December 2021

But indicators relevant to medium-term inflation are
converging...

The current energy crisis can hardly be tackled by monetary policy, though. A central bank can do
a lot, but it can hardly fill gas reserves or produce microchips. Central bank policy works less short-
term and more medium-term as policy changes move slowly, like an oil tanker. Monetary policy is
also much more effective on the demand side of an economy and less so on the supply side.
Therefore, the ECB will mainly look at evidence of economies overheating or underperforming as
this is an important driver of demand inflation.

A key indicator for this is the output gap. Yes, we know that this indicator has to be taken with a
pinch of salt. Still, it does a decent job at proving our directional point below. The output gap
compares current economic output to potential output and we see that the standard deviation for
eurozone output gaps has actually been falling steadily since the euro crisis. Back then, Spain and
Italy performed far below potential, while Germany was at or above potential in terms of economic
performance. In the aftermath of the dotcom crisis, the divergence between large countries was
also large and made policy setting even harder as Spain, France and Italy were performing well
above potential while Germany and the Netherlands were well below. In the current crisis, a large
output gap opened up everywhere during the first wave, after which strong fiscal support and the
Pandemic Emergency Purchase Programme boosted the recovery across the board. Among the
larger countries, we still see Spain lagging, but the Spanish economy will be substantially boosted
by the EU's recovery fund investment in the coming two years, meaning that the patterns are
broadly similar across large economies.
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Output gaps move more in sync in the eurozone in recent years

Output gap standard deviation in the eurozone (changing composition) Output gap

Source: European Commission AMECO database, ING Research calculations
Forecasts are from the European Commission AMECO database

An important driver of output gaps is the labour market and it comes as no surprise that we see
declining standard deviations in unemployment gaps in the eurozone. This is an indicator of a
labour market with tightness or slack and measures the gap between unemployment and a
neutral rate of unemployment below which wage pressures mount. While differences between
unemployment are still large between countries, the unemployment gaps are moving much more
in tandem. In the euro crisis, southern European economies still saw sizable slack in the labour
market while Germany saw unemployment drop significantly. In the current crisis, furlough
schemes across Europe and strong economic recoveries have resulted in similar moves between
the large economies.

This doesn't mean that there are no structural differences. Differences in output and
unemployment gaps often conceal structural weaknesses in Southern European economies that
would benefit from accommodative economic policy for longer to allow for an upward
convergence in the eurozone. Even if it is questionable whether monetary policy is well-placed to
support this convergence, the experience of the euro crisis has shown that austerity policies and
structural reforms alone will not do the trick. In any case, we argue that tighter monetary policy
now would be less harmful to the lagging eurozone economies than in previous episodes.

Unemployment gaps have been converging rapidly over recent
years

Unemployment gap standard deviation in the eurozone (changing
composition) Unemployment gap

Source: Eurostat, European Commission AMECO, ING Research calculations
Forecasts are from the European Commission AMECO database
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Issues for the ECB to tighten monetary policy are smaller than
you might think

For the ECB, this means that while complaints about the one size fits all approach to monetary
policy grow louder, the reality is that one size policy actually fits better and better. Certainly better
than during the euro crisis and the early 2000s in the aftermath of the dotcom crisis. Most
countries are closing the output gap rapidly, indicating that demand-side inflation is returning in
the medium term. Some countries still lead the way of course, but leaders and laggards seem
closer to each other than in previous crises. In any event, most economies are recovering rapidly
and seem able to perform without the current extremely easy monetary stance.

This doesn't mean that there aren’t divergence risks to tightening monetary policy. The main risk is
related to debt sustainability in different countries, as debt levels have run up significantly in some
eurozone economies. Higher policy rates should not automatically put pressure on debt
sustainability but an end to asset purchases and higher bond yields eventually would. This is
clearly the story currently priced in bond markets and illustrated by widening spreads since last
week’s ECB press conference. Admittedly, governments have used the low interest rate period to
roll over debt and to reduce debt costs and the average maturity of outstanding debt is roughly
eight years. Consequently, the impact of higher interest rates would take a while to become
harmful.

Reacting to widening spreads and debt sustainability across eurozone countries is always very
tricky for the ECB. It is always caught between potential monetary financing and ‘only’ ensuring
that monetary policy makes its way into the real economy similarly in every eurozone country.
Generally speaking, the debt sustainability argument could still change the ECB's mind on
‘sequencing’, ie first ending net asset purchases and then hiking policy rates. A way out could be to
at least bring the deposit rate out of negative territory, while at the same time keeping a small QE
floor, or at least using the reinvestment of maturing assets to keep spreads at bay (see also here).
Another option could be to start a small new purchase programme to keep spreads from widening
unsustainably. Clearly, this would come at the risk of pushback from the German Constitutional
Court as such a programme would once again raise questions about whether asset purchases are
a monetary policy instrument solely aimed at the transmission mechanism or covert monetary
financing of governments.

At the ECB, there will be plenty of arguments against rate hikes; inflation divergence across the
eurozone shouldn't be one of them.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR0O00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit http://www.ing.com.
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