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Since the early 1990s, many central banks worldwide have adopted a framework for monetary policy

known as “inflation targeting”.lJ In this framework, central banks announce a target rate or range for

medium-term inflation, typically 2%, and adjust short-term interest rates to steer actual inflation
towards the target.[Z]

The rise of inflation targeting was a response to the turbulent inflation episodes of the 1970s and
1980s when most central banks were only loosely committed to price stability. Inflation targeting was
an acknowledgement that monetary policy was most effective when it was given a clear mandate.

Inflation targeting went hand-in-hand with a discernible increase in central bank independence and
transparency. Central banks operating outside the influence of political election cycles played a critical
role in making inflation targeting credible and feasible. Political independence, in turn, required central
bank officials to publicly explain and justify their actions as a manifestation of democratic
accountability.

Greater transparency was also needed to operationalise inflation targeting. The reason is that, given
the lags in monetary policy transmission, central banks can only affect future inflation. As such,
inflation targeting has typically been formulated in terms of inflation forecast targeting where the
central bank adjusts policy to offset deviations of its projection of medium-term inflation from the target.

[

Inflation forecast targeting requires the central bank to provide a coherent narrative to the public that
links its current decisions to the way it expects economic activity and inflation to evolve over the policy-

relevant horizon, typically over the next two to three years.
Inflation forecast targeting has been implemented differently across the central banking community.

The Reserve Bank of New Zealand, Norges Bank and Sveriges Riksbank, for example, publish
inflation forecasts that are conditional on a policy rate path consistent with delivering inflation in line
with the target over the policy-relevant horizon. Similarly, the US Federal Reserve System provides
policy rate forecasts through its Summary of Economic Projections.

While these interest rate paths do not constitute a formal commitment on the part of policymakers,

they do provide forward guidance, which potentially raises the ability of central banks to manage



interest rate and inflation expectations.*]
Other central banks, including the ECB and the Bank of England, publish inflation projections based on

financial market participants’ expected path for short-term interest rates.?] In this case, the public
typically expects policy to deviate from the market-implied path if the medium-term inflation forecast is
inconsistent with the target.

At the ECB, the link between policy decisions and inflation projections was deliberately diluted, as

projections are “owned” by staff and not the Governing Council.[9 In practice, however, inflation
projections, whether owned by the committee or not, have over time become the main communication

vehicle for most central banks worldwide, including the ECB.

Inflation forecast targeting and the surge in inflation
Inflation targeting has generally been a success.

Before the pandemic, inflation had been low and stable over three decades (Slide 2). And by providing
a clear yardstick for the public to measure the central bank’s success in delivering on its mandate,

inflation targeting has made monetary policy more transparent and accountable.

Yet, while changes to monetary policy frameworks had been important in bringing about benign

inflation outcomes since the late 1980s, there is broad agreement that during that period, central
banks benefited from a decline in macroeconomic volatility and globally subdued price pressures.[Z]
In this environment, even systematic forecast errors by central banks had only limited impact on their
credibility.’] In the euro area, for example, HICP inflation excluding energy and food was persistently
over-projected between 2013 and 2019 (Slide 3, left-hand side).@]

But since these forecast errors were small in absolute terms, and the public was not concerned about
a limited undershooting of inflation targets, the appropriateness of central banks’ broader policy
frameworks was not questioned, and neither was their ability to maintain price stability.

However, the pandemic changed all of this.
Inflation forecast errors rose measurably and remained persistent.[m] This was not because central

banks were particularly bad at projecting inflation. After all, significant forecast errors were made by
professional forecasters and international institutions alike (Slide 3, right-hand side).

Rather, it was because the size of the shocks hitting our economies increased sharply, with some of
them entailing fundamental structural changes to the economy, making inflation forecasting an
extremely difficult undertaking. These forecast errors, in turn, arguably contributed to central banks’

delayed reaction to the surge in inflation.

Data dependence challenges inflation forecast targeting
Central banks are currently trying to draw the right lessons from recent experience.

Perhaps the most important one is that the post-pandemic surge in inflation has validated rather than

refuted the inflation targeting framework. Despite inflation often reaching double-digit levels, long-term



inflation expectations have remained broadly anchored around 2% across advanced economies

(Slide 4).

This is a strong vote of confidence in the central bank’s determination and ability to restore price
stability. By keeping inflation expectations anchored, central banks managed to significantly reduce the
persistence of inflation, thereby helping avoid the output losses that had been necessary in the 1980s

to bring inflation down from elevated levels.

A second area of reflection relates to the role central bank projections should play in calibrating and

communicating monetary policy.

In response to the outbreak of the pandemic in 2020, and the Russian invasion of Ukraine in 2022, the
ECB adjusted the way it presented and used economic forecasts in its decision-making process.
Alternative scenarios and extensive sensitivity analyses complemented the baseline and helped to

convey the considerable increase in uncertainty regarding the future path of the economy.

In addition, in early 2023, when interest rates had already been raised considerably, we clarified that
the large prevailing uncertainty about the medium-term inflation outlook required a data-dependent
approach to monetary policy, where the observed dynamics of underlying inflation and the strength of

monetary transmission would serve to cross-check the inflation projections.[!!]

These measures effectively marked a departure from “textbook” inflation forecast targeting. As
projection errors, even over short horizons, rose to unprecedented levels in the wake of the recent
energy crisis, the baseline scenario was no longer a sufficient summary indicator for calibrating and

communicating monetary policy actions.

Breaking this link was not entirely new. Already in 2019, following a long period of subdued price
pressures, the ECB adopted rate forward guidance that conditioned its future actions not only on the
inflation outlook but also on the actual progress in underlying inflation dynamics. This was also
intended to ease financing conditions further.

But in the high-inflation period, the stakes were arguably higher. Consider the June 2022 Eurosystem
staff projections as an example. These projections were the first opportunity to fully reflect on the
impact of the war in Ukraine on activity and prices in the euro area. They foresaw inflation to average
3.5% in 2023, almost two percentage points below the actual outcome of 5.4%, with interest rates
being markedly higher than expected in 2022.

Should we return to strict inflation forecast targeting?

The question we are facing today is whether, in view of the recent normalisation of forecast errors,
central banks should return to the strict inflation forecast targeting that prevailed most of the time
before the pandemic.

This question is not about whether central banks should use model-based forecasts or not. Good
policymaking will always have to rely on models about how the economy works and how our policy

decisions affect central macroeconomic variables. In other words, models are indispensable.

It is not about whether central banks should be forward-looking, either. Again, there is no question that
a central bank must focus on medium-term inflation. It should not form its decisions by looking only in



the rear-view mirror.

Instead, the question is whether we should give the baseline projections a weight in policy calibration
and communication, so that deviations of projected medium-term inflation from the target would almost
mechanically trigger expectations of policy adjustments.

Clarity on how central banks intend to conduct policy over the medium term is certainly important for
predictability and hence transmission. During the past few months, financial markets have repeatedly
repriced the future expected path of short-term interest rates in different directions, thereby affecting

actual financing conditions (Slide 5).[2]

These swings do not necessarily imply a lack of understanding of central banks’ reaction functions, as
there was often a wedge between the medium-term inflation outlook expected by investors and central
banks.

But they do suggest that investors expect policymakers, at least for now, to continue to pay more
attention to actual inflation outcomes, or to the tails of the forecast distribution, than what a typical
inflation forecast targeting central bank would do.

Putting less weight on the baseline forecast in the decision-making process has two drawbacks.

First, it may lead to excessive volatility if financial markets overreact to individual data prints. The
sensitivity of short-term interest rates to surprises in the most relevant macroeconomic indicators is

currently at elevated levels (Slide 6).

Second, it could increase the risk that, should the central scenario materialise, monetary policymakers
may have waited too long to adjust the stance in their search for “sufficient confidence”. In the current
context, being behind the curve can be costly in terms of lost output.

At the same time, despite the reduction in forecasting errors, there are a number of reasons
suggesting that it could be prudent to continue to consider the baseline forecast as just one input to
policy decisions, or to consider other changes to the framework, including in communication, even as
inflation continues to fall.

Central forecasts create a false sense of precision
First, while central forecasts are easy to communicate, they convey a false sense of precision.
At the ECB, significant resources are constantly devoted to improving the set of models used for

forecasting.[ﬁ After the global financial crisis, for example, credit and banking gained prominence in
our workhorse models. More recently, we made important changes to the assumptions about the pass-

through of energy prices to consumer prices in the presence of large cost-push shocks.'4]

But no matter how much we improve our models, projections will always be surrounded by a
significant degree of uncertainty.

Take energy inflation as an example.

During the recent inflation surge, errors in the conditioning assumptions for energy prices — based on
market futures prices — explained, on average, about three-quarters of the Eurosystem and ECB staff
projection errors for inflation four quarters ahead (Slide 7).



While other forecasting techniques, such as using random walk assumptions, may sometimes yield
superior outcomes, there is no one method that consistently outperforms the others.

Uncertainty is even greater when estimating and forecasting unobservable variables, such as the
output gap or the natural rate of interest. While being of first-order importance for assessing
inflationary pressures or the restrictiveness of monetary policy, neither concept can be pinned down in

real time with any reasonable degree of precision.

In addition, forecasts of models estimated on historical time series tend to revert to the mean towards
the end of the projection horizon.

This mean reversion is an integral part of inflation targeting, based on the assumption that long-term
inflation expectations are firmly anchored at target. This approach is reasonable for as long as this

assumption is confirmed by surveys and market prices.

But when shocks are large and persistent, and inflation expectations are at risk of de-anchoring, mean

reversion can make monetary policy procyclical.

Consequently, there is a risk that policymakers react too late when the economy is hit by a more
persistent inflation shock, and that policy is loosened too early when inflation falls again. In other
words, mean reversion introduces an easing bias during inflation shocks and a tightening bias during

disinflation shocks.

Biases may also occur due to the incremental approach typically used in forecasting when new
projections start from the most recent vintage. This may lead to an excessive degree of inertia,
especially at turning points, which models typically have a hard time anticipating given the lack of tools
to identify changes in the trajectory of key economic variables in real time.

The use of judgement can partly compensate for such shortcomings. However, the line between
technical and policy judgement is often blurred. And in a large monetary policy committee, such as the
Eurosystem, where the projection process has deliberately been delegated to staff, policy judgement
should ideally be the outcome of deliberations rather than an input to the baseline scenario.

Supply-side shocks make inflation forecasting more difficult

Second, inflation forecast targeting typically relies on the assumption that supply side shocks are
transitory, meaning changes in economic activity result predominately from changes in aggregate

demand along a balanced steady-state growth path.

As monetary policy works mainly on the demand side, it can be optimally adjusted to offset the impact
of expected changes in activity on prices and wages, taking into account the lags in policy
transmission. This is the “divine coincidence” at work.

However, these might not be the kind of conditions facing central banks in the foreseeable future.[']

Last year, in her speech at the Jackson Hole symposium, ECB President Christine Lagarde laid out
the significant potential for pervasive and persistent shocks to affect the supply side and hence wages,

inflation and interest rates.['%] Examples are climate change, the rapid ageing of our population and

the rise of generative artificial intelligence.



In addition, the nature of globalisation is changing fundamentally. Not only are firms reconsidering the
robustness of their value chains in the light of significant geopolitical uncertainties, they are also facing

fiercer global competition in many areas.

China, in particular, is transitioning away from being the world’'s manufacturing base towards becoming
a major player in high-tech industries, such as electric vehicles. Over the past few years, Chinese
firms have rapidly gained global market shares (Slide 8, left-hand side).

These developments are unfolding alongside the persistent effects of the recent shocks to our
economies. It is becoming increasingly clear that the COVID-19 pandemic and Russia’s war on

Ukraine are having long-lasting, if not permanent, effects on the euro area economy.

For example, despite the significant drop in energy prices, the output of energy-intensive industries,
such as chemicals and basic metals, has dropped considerably more than that of other sectors over

the past two years (Slide 8, right-hand side).

The pandemic, meanwhile, has exacerbated the secular decline in hours worked per person
employed. Today, people are working on average 2% fewer hours compared with the five-year average
before the pandemic, contributing to labour shortages (Slide 9, left-hand side).

At the same time, we are seeing a strong rebound in the labour force, owing largely to the contribution

from foreign workers (Slide 9, right-hand side).[ﬂ] However, over time this increase in the labour force
may be countered, and possibly more than offset, by the projected decline in the domestic working-age

population.

Overall, these supply-side shocks are difficult to anticipate and can have very different effects on
wages and inflation than shocks triggered by changes in aggregate demand, making inflation forecast

targeting considerably more challenging.

State-dependent monetary policy transmission complicates policy calibration

Finally, inflation forecast targeting relies on a stable and effective transmission of monetary policy, so
that changes in the monetary policy stance have the desired and predicted effects on projected

inflation.

The experience over the past ten years, however, has challenged our understanding of the way

changes in short- and long-term interest rates affect output and inflation.

Before the pandemic, record low, and even negative, interest rates failed to provide sufficient stimulus

to lift the economy out of a low-growth, low-inflation environment.
Evidence is pointing increasingly towards monetary policy transmission to activity and prices being
highly non-linear, with diminishing returns when financing conditions are very loose. 18]

Today, researchers are trying to reconcile the surprising resilience shown by parts of the economy with

the sharpest tightening cycle in decades.

This resilience is most evident in the United States where growth remains surprisingly buoyant. But
questions about the strength and lags of policy transmission have emerged across a broad range of

economies.



Evidence from the euro area, for example, is increasingly consistent with the view that monetary policy
transmission is highly state-dependent.

During the current tightening cycle, large cash positions held by firms, a rotation of spending from
goods to services, a high share of fixed-rate mortgages, comparatively healthy borrower balance
sheets and resilient employment amid persistently tight labour markets may all have dampened policy
transmission.

Even though a considerable amount of effort is made to understand all these channels, anticipating
them in real time is inherently difficult. They typically only become visible once transmission is at a
more advanced stage, making policy calibration based narrowly on projections a difficult exercise. This
is even more the case if structural shocks also affect the natural rate of interest, creating uncertainty

about the degree of restrictiveness of current monetary policy.'¥]

Dot plots and alternative scenarios could offer solutions

The question, then, is how policy frameworks can be adjusted to deal with these challenges for

calibrating policy and communicating decisions to the public.
Last week, Ben Bernanke presented possible solutions in his review of the Bank of England’s
forecasting framework.24 Some of the points he raised could also be of relevance to the ECB.

One area of reflection relates to whether policymakers’ views on their expected future path of short-
term interest rates should be made more transparent, akin to the “dot plot” used by the Federal

Reserve System.[21]

The distribution of these paths could help signal the risks members of the committee attach to the
baseline scenario built by staff. The narrower the distribution, the stronger the implied endorsement by

policymakers, and vice versa.22

A dot plot can therefore help convey the uncertainty about the future path of the economy and
simultaneously provide greater clarity about where policymakers see interest rates moving in the

future, potentially working against excessive market volatility.

A downside to the publication of interest rate paths is that they may overly condition market pricing,
thereby de facto reducing its informational content. Recent research shows that the dot plots may have

lowered US real long-term bond yields by around 130 basis points over the last decade.[23]

A second, and complementary, option is to systematically include alternative scenarios to
communicate the uncertainty around central bank projections more directly. By looking at different and
potentially equally realistic paths for growth and inflation, there may no longer be a central scenario.

The ECB conducts scenario analyses frequently. The most recent projection report looked at how an
escalation of disruptions in the Red Sea could affect output and inflation in the euro area.[24]

Our technical assumptions are also subject to regular sensitivity analysis. At present, for example, the
option-implied gas price distribution indicates pronounced upside risks to the March 2024 baseline

scenario.



These alternative scenarios and sensitivity analyses, however, are currently not receiving the weight
and attention they deserve among central bank watchers, with most focusing narrowly on the point
forecast of inflation two to three years ahead.

One reason for this might be that the scenarios we consider are, in most cases, partial rather than
general equilibrium, or restricted to tail events, meaning that they do not seriously challenge the main
narrative underlying the baseline scenario.

To signal more clearly the significant uncertainty surrounding the baseline, realistic alternative
scenarios — possibly presenting the range of views within the committee — could test some of the main
assumptions feeding the baseline.

The challenges currently facing the euro area demonstrate how this could be done.

In one scenario, monetary policy is expected to succeed in creating conditions such that firms will
absorb large parts of current high unit labour cost growth in their profit margins alongside a recovery in
labour productivity growth. In this case, underlying price pressures would gradually abate, and inflation
would return to, or even undershoot, the target over the projection horizon.

This is broadly the narrative underlying the current ECB and Eurosystem staff projections. Such a
scenario could be augmented with additional sensitivity analysis, examining, for instance, by how

much inflation could undershoot the target if the effects of monetary policy were stronger than usually.

In an alternative scenario, productivity growth would remain depressed over the projection horizon and
demand for less interest-rate sensitive services could remain sufficiently strong to allow firms to pass a
larger share of the increase in labour costs on to consumers. This scenario would take into account
that the capacity of firms in the services sector to absorb rising input costs is more limited than in other
sectors, such as industry or agriculture, where profits have been rising much more forcefully over the
past years and where falling input prices have created space to absorb other cost increases. Overall,
in this scenario, underlying price pressures could be stickier and the return of inflation to the 2% target
delayed.

The regular and consistent use of such scenarios could better convey the uncertainty facing central
banks and contribute to making policy decisions more robust by considering a range of plausible
outcomes.

Conclusion

All this suggests, and with this | would like to conclude, that returning to the pre-pandemic policy
framework, which relied heavily on central banks adjusting and communicating policy around a central
inflation forecast, may come with risks. This framework may thus require a deeper re-think, even if
inflation is getting closer to levels consistent with price stability.

As part of this re-think, central banks will need to carefully evaluate the role the central forecast should
play in an environment characterised by higher macroeconomic volatility and persistent supply-side
shocks, and how projections could be made more robust in order to place policymaking on a firmer
footing, while allowing for clear and transparent communication about the inherent uncertainty.

Thank you.
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