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Abstract 

Following three crises with global repercussions, a fourth crisis, 
political in nature, is impacting the euro area economy. More 
potential crises are looming. The study makes two points and 
draws one conclusion. First, the ECB misunderstood warnings of 
a surge in inflation. Second, over-confidence in monetary policy’s 
ability to control inflation stemmed from over-burdening the ECB 
with responsibilities. The remit of the ECB, including its monetary 
policy strategy, must be reformed. This will be a very difficult task. 

This paper was provided by the Policy Department for Economic, 
Scientific and Quality of Life Policies at the request of the 
Committee on Economic and Monetary Affairs (ECON) ahead of 
the Monetary Dialogue with the ECB President on 20 June 2022. 

 

Is this time different? 
War, supply 

constraints and the 
resilience of 

monetary policy 

Monetary Dialogue Papers  
June 2022 



This document was requested by the European Parliament's Committee on Economic and Monetary 
Affairs (ECON). 
 
AUTHOR 
Pierre SIKLOS, Wilfrid Laurier University and Balsillie School of International Affairs, CASE – Center for 
Social and Economic Research 
 
ADMINISTRATOR RESPONSIBLE  
Drazen RAKIC 
 
EDITORIAL ASSISTANT  
Catherine NAAS 
 
LINGUISTIC VERSIONS 
Original: EN 
 
ABOUT THE EDITOR 
Policy departments provide in-house and external expertise to support European Parliament 
committees and other parliamentary bodies in shaping legislation and exercising democratic scrutiny 
over EU internal policies. 
 
To contact the Policy Department or to subscribe for email alert updates, please write to: 
Policy Department for Economic, Scientific and Quality of Life Policies 
European Parliament 
L-2929 - Luxembourg 
Email: Poldep-Economy-Science@ep.europa.eu  
 
Manuscript completed: June 2022 
Date of publication: June 2022 
© European Union, 2022 
 
This document was prepared as part of a series on “War in Ukraine: implications for the ECB”, available 
on the internet at: 
https://www.europarl.europa.eu/committees/en/econ/econ-policies/monetary-dialogue  
 

Follow the Monetary Expert Panel on Twitter: @EP_Monetary 
 

DISCLAIMER AND COPYRIGHT 
The opinions expressed in this document are the sole responsibility of the authors and do not 
necessarily represent the official position of the European Parliament.  

Reproduction and translation for non-commercial purposes are authorised, provided the source is 
acknowledged and the European Parliament is given prior notice and sent a copy. 

For citation purposes, the publication should be referenced as: Siklos, P. L., Is this time different? War, 
supply constraints and the resilience of monetary policy, publication for the Committee on Economic and 
Monetary Affairs, Policy Department for Economic, Scientific and Quality of Life Policies, European 
Parliament, Luxembourg, 2022.

mailto:Poldep-Economy-Science@ep.europa.eu
https://www.europarl.europa.eu/committees/en/econ/econ-policies/monetary-dialogue
https://twitter.com/EP_Monetary


Is this time different? War, supply constraints and the resilience of monetary policy 
 

 3 PE 703.385 

CONTENTS 

LIST OF ABBREVIATIONS 4 

LIST OF FIGURES 5 

LIST OF TABLES 5 

EXECUTIVE SUMMARY 6 

1. INTRODUCTION 7 

2.1. A new monetary policy strategy coming undone? 9 

2.2. Same old story, new risks? 12 

2.3. The price stability-financial stability trade-off: an illusion? 18 

3. WHERE DO WE GO FROM HERE? 23 

3.1. The fallout from major conflicts: a time for reform 23 

3.2. Doing the hard things 25 

4. CONCLUSION 27 

REFERENCES 28 

ANNEX 30 
 

  



IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 
 

PE 703.385 4  

LIST OF ABBREVIATIONS  

APP Asset purchase programme 

BIS Bank for International Settlements 

EA Euro area 

ECB European Central Bank 

EMU European Monetary Union 

EP European Parliament 

EU European Union 

GC Governing Council 

GDP Gross domestic product 

GFC Great financial crisis 

HICP Harmonised index of consumer prices 

MPS Monetary policy strategy 

PEPP Pandemic emergency purchase programme 

QE Quantitative easing 

QT Quantitative tightening 

SDC Sovereign debt crisis 

TLTRO Targeted longer-term refinancing operations 

UK United Kingdom 

UMP Unconventional monetary policy(ies) 

US United States 

  



Is this time different? War, supply constraints and the resilience of monetary policy 
 

 5 PE 703.385 

LIST OF FIGURES 

Figure 1:  Varieties of inflation rates 15 

Figure 2:  Varieties of expected inflation rates 16 

Figure 3:  Anatomy of HICP level changes 16 

Figure 4:  Beveridge curves for selected European countries 18 

Figure 5:  Spillovers in geopolitical risks 20 

Figure 6:  Policy rates and policy rules 22 

Figure 7:  The past repeating itself? 23 

 

LIST OF TABLES 

Table 1:  Monetary policy statement narratives 10 

Table 2:  Largest acceleration in inflation rates 12 

Table 3:  Tightenings and loosenings in ECB monetary policy stance 14 

 



IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 
 

PE 703.385 6  

EXECUTIVE SUMMARY 

• The current crisis exceeds the ECB’s capacity to control inflation without severely 
endangering credibility in the institution. 

• The ECB’s monetary policy strategy reveals a combination of complacency, over-confidence, and 
an excessive concern over very low inflation. 

• The ECB’s communication over the past year displays benign neglect of signs of a coming surge in 
inflation. 

• The war in Ukraine, together with an over-reliance on an outlook predicated on the ECB’s full 
credibility, risks a further deterioration in the public’s trust in the ECB. 

• The presumed trade-off between price and financial stability is partly illusory and reveals the 
difficulties for a central bank that is over-burdened with responsibilities. 

• Institutional reforms that involve the governance of the ECB, including its monetary policy strategy, 
and changes in the relationship between euro area governments and the ECB, are required. 

• Reforms recommended in this paper will be very difficult to achieve. 
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1. INTRODUCTION 

The last 15 years have seen events that have run the gamut of economic shocks. More recently, the 
ongoing pandemic first led to a large negative demand shock, followed by start-stop rebounds as 
economies reopened and then partially shut down again, as well as repeated supply shocks as 
production chains struggled through interruptions due to travel and other barriers erected to contain 
the COVID-19 virus. The war in Ukraine represents the latest supply shock with, this time, food 
shortages looming on the horizon. Meanwhile, China appears now to be experiencing a combination 
of negative demand and supply shocks as government efforts to stamp out the virus are proving 
difficult, and the implications are felt globally. If consumer sentiment deteriorates and pessimism sets 
in, this may, in turn, be followed by a future negative demand shock. A frequently overlooked risk is 
that household and firm pessimism can have the property of becoming a self-fulfilling prophecy 
(Curtin, 2019). 

Simultaneously, despite vaccination programs in advanced economies especially that have seemingly 
blunted the worst of the side effects from the pandemic, the health crisis continues with politicians and 
the public apparently having decided to “move on”. As a result, pent-up demand is worsening the 
aggregate demand and supply imbalances leading to inflation rates not seen since the 1970s. This is 
the fallout, in no small part, from a concerted effort at using fiscal policy on a large scale to cushion the 
blow from the health shocks than began in March 2020 (e.g., see Siklos, 2021 and references therein).  

The latest shock is perhaps made worse, not only because of the speed with which inflation has risen 
around the globe, but because the two most important central banks, the US Federal Reserve (hereafter 
the Fed) and the European Central Bank (ECB) introduced revised monetary policy strategies (MPSs) 
overwhelmingly influenced by a decade of inflation rates considered too low. Therefore, early inflation 
rates that exceeded targets were not countered by tightening monetary policy but by deeming them 
acceptable under the revised policy strategy since it was assumed to be a transitory phenomenon. 
Central banks later laid the blame on unexpectedly large forecast errors, but they appeared incapable 
of explaining why they judged the stance of policy to be appropriate when inflation rates began to soar 
in 2021. It took several more months for major central banks to acknowledge that mistakes were made 
and that they may have been “behind the curve”, only to tighten monetary policy in earnest. 
Pinpointing the sources of imbalances in aggregate demand and supply continues to be as difficult as 
it was in 2020 and 2021.  

It is not surprising then that complaints about the conduct of monetary policy and the competence of 
central banks are on the rise. Indeed, broader questions are once again being asked about whether 
politicians expected central banks to do too much and whether the monetary authorities were 
themselves willing conspirators in accepting more responsibilities for stabilisation policy (Economist, 
2021).   

Beginning in 2007, the advanced economies experienced two major financial crises, the so-called great 
financial crisis (GFC), usually associated with the near-death experience of the US financial system, 
followed by the euro area sovereign debt crisis (SDC) starting in 2010. The low inflation and low growth 
that followed apparently did not permit monetary policy to go back to normal, that is, for the ECB to 
rely on policy rates to signal the stance of monetary policy and the withdrawal of asset purchase 
programmes (APPs) that inflated the central bank’s balance sheet. Instead, the advanced world was, 
we were told, mired in secular stagnation.  

Even when the COVID-19 crisis arrived, the euro area could still not yet contemplate fully withdrawing 
support in the form of the portmanteau term quantitative easing (QE) despite a decade’s worth of effort 
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and large fiscal stimuli. It is only in late 2021, as the spectre of high and persistent inflation rates 
threatened large economies, including the euro area, that the expression quantitative tightening (QT) 
entered the vocabulary of monetary policy.  

It does appear that the events of the past decade and a half for monetary policy are unprecedented in 
scope and scale but, more importantly, for economic policy more generally. Historically rare events 
arrived in a cluster. Financial crises in large and advanced economies, a global pandemic that has cost 
millions of lives, and now a war which, in many respects, feels global even if the battlefield is in a 
relatively small region of Europe.  

With the foregoing considerations in mind, the present paper examines the risks to price and financial 
stability in the euro area as a result of the war in Ukraine. Context is vital and so I also revisit, in narrative 
terms, recent decisions of the ECB to assess whether the central bank misunderstood the incipient 
inflationary forces that would roil monetary policy. The study concludes by suggesting that the events 
of the past 15 years only serve to reinforce the need to revisit some core responsibilities of the ECB and 
its governance. To paraphrase US President Kennedy who talked about the challenges of a manned 
flight to the moon in 1962, changes are necessary “…, not because they are easy, but because they are 
hard,… because that challenge is one that we are willing to accept, one we are unwilling to 
postpone…”1 No doubt many will make the reasonable claim that one should wait until the present 
crisis has passed before undertaking reforms (or, the “if it ain’t broke, don’t fix it” attitude). However, 
this ignores the possibility that once a crisis has passed, urgency for reform also dissipates. At the very 
least, preparations should be made for the changes that ought to ensure not only that monetary policy 
is more resilient but to reinforce the ability of the European Union to continue to thrive. 

The rest of the paper is structured as follows. The following section examines whether the ECB’s 
monetary policy is off-track. Broadly speaking, the answer is in the affirmative. That said, there is much 
to commend the ECB for the changes made to the previous monetary policy strategy even if the current 
one is much too ambitious given the present state of knowledge and is rooted in an era when only low 
and stable inflation rates were contemplated. The bottom line is that the new MPS reflects the arguably 
unintentional hubris of policy makers who came to believe that they had the ability to act and talk in 
such a way as to keep inflation in a certain target range by simply assuming, as their models do, that 
they are always credible. Credibility, however, is fragile and recent events undermine that presumption. 
As a result, central bankers are engaged in shifting blame onto forecast errors and heightened 
uncertainty. This pivot does great harm to the credibility and institutional trust in central banks.  

Section 3 asks where we go from here. Significant changes are needed in the role and governance of 
the ECB not because there has been a complete failure in the past. Indeed, the ECB as an institution has 
largely been a success. Instead, the shocks of the past decade and a half point to a need to move away 
from the arm’s length relationship between the ECB and Member States government to a clearer 
contract between them that acknowledges cooperation is essential, and coordination with the fiscal 
authorities can also help under some circumstances. The kind of independence the ECB obtained under 
the Maastricht Treaty is no longer appropriate in the present era. As noted above, this will be hard to 
achieve. The paper concludes with a summary.      

                                                             
1   Excerpt from Kennedy’s speech at Rice University, https://er.jsc.nasa.gov/seh/ricetalk.htm 

https://er.jsc.nasa.gov/seh/ricetalk.htm
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2. IS THE ECB OFF TRACK? 
In what follows I provide an overview and evaluation of the ECB’s monetary policy since the new MPS 
was introduced on 8 July 2021. A proper assessment also requires some cross-country evidence as well 
as lessons from the history of inflation. I conclude with some observations about the so-called trade-
off between price and financial stability. To be sure, the two concepts are inter-connected, but the 
trade-off as portrayed by central banks is partly an illusion. 

2.1. A new monetary policy strategy coming undone? 
After a delay due to the ongoing pandemic, the ECB released its new MPS in July 2021. The background 
work leading to the Governing Council (GC)’s announcement on 8 July is considerable.2 Unsurprisingly, 
the MPS is a creature of its time. It focuses on inflation rates deemed too low and the struggle to return 
to an era where a single policy instrument suffices. It helps for what follows to briefly highlight the 
principal elements of the new MPS. They are: 

a) 2% inflation target in HICP inflation over the medium term.3  

b) The target is treated symmetrically with the proviso that monetary policy is intended to be 
relatively more aggressive when it is threatened by the effective lower bound of interest rates. 
Accordingly, there is also a recognition that inflation may be higher than the stated target for a 
transitionary period. 

c) ECB interest rates remain the primary monetary policy instrument. 

d) Notwithstanding (c), forward guidance, asset purchases, long-term refinance operations may be 
used as appropriate. 

e) The ECB system aims to take into account the implications of climate change and incorporate 
climate factors into its assessments. 

f) The ECB undertakes to next reassess its policy strategy in 2025.  

Table 1 below summarises the main features of statements, as interpreted by the author, published 
since the introduction of the new MPS to assess changes in the substance of the statements over time. 
Note that since the December 2021 meeting a related document, called the Combined Monetary Policy 
Decisions and Statement, has been provided in addition to the usual Statement. This is a welcome 
addition since a reading of the transcript of the press conference that follows a decision or listening to 
the Q&A by the President and Vice-President of the ECB represent a mix of opinion and statements and 
may not necessarily give a clear indication of the salient economic considerations that go into each 
decision. 

Three themes emerge from a reading of the relevant documents. First, there is an immediate concern 
about APP, including one directly activated to deal with the financial threats stemming from the 
COVID-19 pandemic (the so-called PEPP). From the rear-view mirror, one could posit that the belief in 
an accommodative monetary policy stance, as stated following the July 2021 meeting, remained the 
GC’s position for the foreseeable future. Second, there is little concern shown over inflation prospects 
until the December 2021 meeting. One must wait until the outcome of the February 2022 meeting for 
an upward “tilt” in the inflation risk assessment. There is no indication whatsoever that a tightening of 
monetary policy is in the offing until the latest meeting, as of this writing, when there is belated 

                                                             
2    Readers should visit https://www.ecb.europa.eu/home/search/review/html/index.en.html for all studies and analyses. 
3    The GC also recognises that improvements need to be made to HICP data to better incorporate owner-occupied housing costs. 

https://www.ecb.europa.eu/home/search/review/html/index.en.html
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recognition that a policy rate rise will be triggered before it projects inflation to reach its 2% “well ahead 
the end of its projection horizon”. This, despite earlier recognition that large forecast errors were made 
(Chahad et. al., 2022) which suggests, in a turbulent time such as the one we are going through, that 
there is little confidence the projection horizon offers much clarity about the future course of inflation.  

Placing blame on uncontrollable or unexpected factors and taking comfort in the fact that other central 
banks made similar errors is unlikely to inspire much confidence in the ECB’s ability to persuade markets 
and the public that the timing of any future policy rate increase, based on the next set of forecasts, will 
be successful. More importantly, the ECB’s attitude suggests that it places more emphasis on models 
than is warranted or desirable. Adding a concern for the economic implications of climate change only 
confuses matters even more. At its root, this is simply another shock whose impact is likely to be felt 
more keenly in the coming years. However, it is not the task of monetary policy to stress one type of 
shock over others. Giving climate change pride of place only raises worries that the ECB may find new 
ways to intervene in financial markets without the political or public support that must come first.4  

Central bankers have, for a long time, stressed that while projections represent an input into their 
decisions, they also rely on judgment (e.g., see Siklos, 2017). As will be shown below, there were several 
signals indicating that a sharp rise in inflation was coming well before the Spring of 2022. Second, 
others including Brunnermeier (2020), warned of the inflation “whipsaw” phenomenon at the 2020 
virtual edition of the ECB Forum.5 Even if, as we shall also see below, a sudden or sharp tightening of 
the monetary policy stance was inappropriate in the near term, the ECB could have prepared the public 
much earlier about the widening range, or rising statistical uncertainty, around point estimates of 
expected future inflation.  

There will always be an unexpected element in projecting the future and, while the size and timing of 
the surge in energy prices, typically the main culprit in explaining recent large forecast errors, is 
unknown the sign is not. Indeed, during the summer of 2021, when the ECB suggested that assistance 
through the PEPP can be moderated, the kind of stress tests commonly carried out for banks, could 
have been initiated for aggregate economic activity and inflation.   

Table 1: Monetary policy statement narratives 

Date Summary 

22 July 2021 Maintain a persistently accommodative stance to meet its Inflation target. 

9 September 
2021 

Judges that PEPP can be moderated. 

28 October 2021 
APP to be moderated over time but to run so long as necessary. 

Same opinion about PEPP until the GC judges “that the coronavirus phase is 
over”. 

16 December 
2021 

Step-by-step reduction in APP and discontinue net APP under PEPP by March 
2022. 

Notes economic improvement and “ample policy support” driven by robust 
domestic demand. 

                                                             
4   Not to mention that our understanding, let alone modelling, of climate change on macroeconomic outcomes is in its infancy and 

complex. See, for example, ECB (2021). At a time when existing models are under attack for their forecast errors, this threatens to pile on 
new sources of forecast errors.  

5  Brunnermeier (2021) would later expand on the potential surge of inflation following the pandemic. 
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Targeted and growth-friendly fiscal measures should continue to complement 
monetary policy. 

Inflation elevated in the near term “but we expect it to decline in the course of 
next year”. 
Risks to growth balanced; no formal risk assessment for inflation. 

3 February 2022 

GC expects net purchases under APP to end shortly before it starts raising key 
ECB interest rates. 

Inflation is expected to remain elevated for longer than previously expected, 
but to decline in the course of this year. 

Economic impact of the pandemic is now proving less damaging. Growth 
should rebound strongly over the course of 2022. 

Risks to growth balanced over the medium-term; inflation risks tilted to the 
upside. No mention of rising geopolitical risks.  

10 March 2022 

War in Ukraine a watershed for Europe. 

APP will end in the 3rd quarter, but final decision will be data dependent. 
Notes economic boost from falling impact of Omicron variant. 

Inflation “continued to surprise on the upside” due to “unexpectedly high 
energy costs”. 
GC “sees it as increasingly likely that inflation will stabilise at its two percent 
target over the medium term”. All scenarios generate a 2% inflation rate by 
2024. 

Price rises have become more widespread. 

Inflation risks remain on the upside, but economy should continue to rebound. 

14 April 2022 

Opening comments discusses the war in Ukraine’s impact across the board and 
the appearance of new supply side bottlenecks. 

Inflation rose “significantly” and mainly because of the sharp rise in energy 
costs. 

APP still expected to be concluded by the 3rd quarter. Maturing securities will 
continue to be reinvested for “an extended period of past” when key ECB 
interest rates will begin to increase. 

ECB interest rates will increase only when inflation is seen as reaching 2% “well 
ahead of the end of its projection horizon”. 

Fiscal and monetary policy support remain critical. 

Long-term inflation rates from financial markets and professional forecasters 
remain around 2% but GC sees “initial signs of above target revisions”. 

The war is generating higher downside growth risks. Inflation risks are seen as 
rising.  

Source:   See : https://www.ecb.europa.eu/press/govcdec/mopo/html/index.en.html 

Note:       Author’s interpretation of Monetary Policy Decisions of the ECB. Quotes are extracts from the policy statement or 
the Combined Monetary Policy Decisions and Statement. Note that the latter document is first introduced following 
the 16 December 2021 meeting. 

https://www.ecb.europa.eu/press/govcdec/mopo/html/index.en.html
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2.2. Same old story, new risks? 
It is useful to take a step back and ask whether history offers any guide that might have led to a different 
strategy in dealing with the current inflationary surge, conditional not only on the pandemic but also 
on the ongoing war in Ukraine. As always, history offers guidance and not a prediction of future 
outcomes. Matters are more difficult still since we have little evidence to draw on that resembles the 
case of a war on the doorstep of the euro area.  

Table 2 provides some evidence that ranks changes in inflation for five economies throughout history. 
Clearly, until 2022, the euro area’s history is short and, thankfully, free from a nearby war. The euro area 
data are augmented by post-World War II data for Germany. Additionally, for the US, the UK, and 
Canada, monthly consumer price inflation data are available since World War I.    

The top 10 largest changes in inflation are shown for each economy as well as how recent inflation 
rates fare in the ranking. Consider first the euro area where data have been compiled since January 
1990 by the Bank for International Settlements (BIS), that is, the data include a synthetic inflation rate 
is estimated for the years when the single currency, introduced in 1999, did not exist. The surge in 
inflation in recent months makes the top of the list. Brief inflation surges around the time of the GFC 
and the SDC round out the list. It is striking how large the recent changes in inflation have been since 
August 2021 when compared to earlier inflation scares.  

The theme that, once inflation surges, it can be persistent is one, as we shall soon see, that applies to 
all the other cases considered. If we consider Germany, the top ten list of positive changes in inflation 
take place in the early 1950s, as the country was still adjusting to the post World War II environment 
and before the deployment of the Marshall Plan. All ten instances occur in 1951 once again highlighting 
the persistence property of changes in inflation. Recent increases in inflation are, however, not far 
behind with rises in late 2021 and early 2022 some of the largest changes in Germany’s inflation rate 
since the early 1950s. 

In the case of the US, the UK and Canada we have data that includes World Wars I and II, as well as the 
Korean and Vietnam wars. The latter two may not have involved major powers directly, but as is 
arguably true of the ongoing war in Ukraine, implicated the great powers by proxy. Beginning with the 
US we see that the largest changes in inflation history since the founding of the Fed take place shortly 
after World War II. While the inflation rate rises in late 2021 and early 2022 don’t make the top ten list, 
they are well within the top 10% of inflationary surges. The same results are obtained for the UK and 
Canada. Wars, and their aftermath, lead to surges in inflation and the ongoing war is, sadly, no different.  

Table 2: Largest acceleration in inflation rates 

Euro area 
1990:1-2022:3 

Germany 
1950:01-2022:3 

US 
1914:1-2022:3 

UK 
1916:01-2022:3 

Canada 
1915:01-2022:3 
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1 2022.3 6.07 1 1951.6 16.61 1 1947.2 17.10 1 1920.11 28.32 1 1917.5 14.98 

2 2021.12 5.23 2 1951.7 16.42 2 1947.3 16.86 2 1920.12 26.59 2 1922.11 14.69 

3 2021.11 5.15 3 1951.10 16.19 3 1946.12 15.88 3 1920.10 25.46 3 1922.12 13.94 

4 2022.02 4.96 4 1951.11 15.74 4 1947.1 15.88 4 1940.7 23.86 4 1923.3 13.47 

5 2021.10 4.33 5 1951.5 15.23 5 1947.4 15.65 5 1940.8 22.91 5 1917.6 13.02 
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Euro area 
1990:1-2022:3 

Germany 
1950:01-2022:3 

US 
1914:1-2022:3 

UK 
1916:01-2022:3 

Canada 
1915:01-2022:3 

6 2022.01 4.24 6 1951.8 14.59 6 1934.3 15.56 6 1922.12 22.45 6 1917.7 13.02 

7 2021.09 3.68 7 1951.4 14.24 7 1946.11 15.42 7 1940.5 20.42 7 1917.8 13.02 

8 2021.08 3.13 8 1951.12 13.72 8 1947.5 15.03 8 1940.6 20.18 8 1923.2 12.81 

9 2010.7 2.36 9 1951.9 13.48 9 1934.4 14.91 9 1923.1 19.58 9 1923.1 12.42 

10 2008.7 2.28 10 1951.3 12.40 10 1934.2 14.65 10 1940.4 17.51 10 1948.2 12.09 

35 2001.5 1.33 15 2021.12 5.59 81 1922.2 6.19 81 2022.3 6.30 107 2022.2 4.60 

   16 2022.3 5.55 95 1922.1 6.08 95 2022.2 5.68 109 2022.3 4.47 

   17 2021.11 5.52 115 1922.3 5.92 115 2021.11 4.77    

   18 2021.10 4.72 117 1921.12 5.67 117 2021.12 4.76    

   20 2021.9 4.25 121 1921.11 5.63 121 2022.1 4.67    

No. of periods   375 867 1299 1275 1287 

Note:      Inflation rates are monthly annualised rates. Changes are evaluated on an annual basis and were ranked from largest 
to smallest. Dates are expressed as year and month (YYYY:M). Only selected data for Size are shown and are all in %. 
Rank is based on the full available sample for each economy.  

Source:  Data are from the BIS (https://www.bis.org/statistics/oth_ind.htm?m=2680) and author’s calculations. 

 

Goodfriend (1993), almost 30 years ago, warned policy makers that failing to address inflation scares, 
defined as adverse movements in inflation expectations that threaten the credibility in the inflation 
objective being pursued, is a challenge but one that must be tackled quickly to prevent inflation from 
rising and persistently remaining too high. I return below to the role and experience with inflation 
expectations in the euro area. In the meantime, Table 3 shows three episodes of monetary policy 
tightening and loosening by the ECB since it came into existence. Changes in policy stances are defined 
as consecutive rises or falls in the policy rate of the central bank or, as in the case of the loosening of 
policy since 2019, one that is explained by the continued application of QE.  

Alongside these episodes are shown the mean real GDP growth and inflation rates and changes in the 
unemployment rate. Other than during the SDC, monetary policy tightening periods did not impair 
economic activity, took place when unemployment rates were falling, and while inflation remained 
above the then target of close to but under 2%. The loosening of monetary policy occurred when real 
GDP growth was negative and unemployment was rising, as it should. That said, and other than during 
the COVID-19 era, inflation remained above the then inflation objective. Given the record of growth, 
and changes in unemployment and inflation since the ECB’s inception (last line of Table 3), tightening 
episodes are seen to have taken place when growth was considerably higher than its mean and when 
inflation was also higher than its objective, while unemployment changes since 1999 have been 
negligible. On this, admittedly stylised, score, monetary policy appears to have done its job adequately. 
Nevertheless, one exception is the 2011 episode. This event could be an example of a “hard landing” 
with the other two tightening episodes more akin to “soft landings”. 

  

https://www.bis.org/statistics/oth_ind.htm?m=2680
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Table 3: Tightenings and loosenings in ECB monetary policy stance 

Type Dates 
Real GDP 
Growth 

Unemployment 
Rate Change 

Inflation 
Change in 

Policy Rate 

TIGHTENINGS 1999.3-2001.1 3.63 -1.4 2 2.3 

 2005.3-2008.3 2.49 -1.8 2.53 2.3 

 2011:1-2011.3 2.12 2.4 2.75 0.5 

LOOSENINGS 2008:1-2009:2 -1.68 2 2.16 -2.9 

 2011:3-2013:1 -0.33 1.8 2.45 -0.7 

 2019:4-2020:2 -5.88 0.33 0.78 0 

Since 
inception 

1999:1-2022:1 1.30 -0.04 1.71 1.55 

Source:    Author’s calculations based on same sources as in Figure 1. 

Note:      Data refer to mean levels in the variables, unless otherwise indicated. Real GDP growth rate are in % as is inflation (in 
HICP). The policy rate is the main refinancing operations interest rate. Data are from the BIS 
(https://www.bis.org/statistics/oth_ind.htm?m=2680) and author’s calculations. Dates are chosen according to 
persistent increases or decreases (i.e., more than one consecutive change) in the policy rate. All data are quarterly. 

It is perhaps bad luck that both the ECB and the Fed announced revisions to their policy strategy when 
they did, namely when a pandemic was raging. The principal worry was to create conditions that would 
move monetary policy away from the effective lower bound of interest rates, return inflation to target 
after almost a decade of inflation below target, and shrink balance sheets closer to pre-financial crisis 
levels. The sub-par inflation performance is clear to see from Figure 1 which plots HICP inflation, core 
HICP inflation that strips food and energy prices from the headline index, and the ECB Staff’s one year 
ahead inflation expectations. Other than a brief respite in 2011, when a sudden energy price shock 
generated a spike in inflation, observed inflation and the Staff’s expectations were well below the then 
close to but below 2% inflation objective of the ECB. If the tightening episode stemmed from a supply 
shock, then the ECB’s response at the time must be counted as a mistake. 

If an inflation scare is visible, then the last few observations of the sample shown in Figure 1 suggest 
that one might be underway. Although the ECB Staff’s inflation expectations have risen during the last 
few quarters, they fall far behind observed inflation thereby providing an explanation for the ECB’s mea 
culpa about model performance mentioned earlier. However, other forecasters were not as modest in 
their response to the latest set of economic conditions. Figure 2 plots 8 other inflation expectations 
from professionals, households and international organisations. Many, especially the forecasts of 
households and firms (i.e., EC Business Survey, EC Consumer Survey, ZEW) react much more strongly 
and sharply to recent economic news than the professionals or central bankers. This reflects in part the 
well-known finding that households and firms form their expectations based on what they see in real 
time giving them a forecasting advantage over professionals who will await data from statistical 
agencies that arrives with a lag (e.g., see Curtin, 2019). Surely the ECB must also have seen this, but their 
models are not well-suited to consider the forecasts of others. The ECB must also have been aware that 
more accurate forecasts can be generated from estimates from the dynamic association among 
observed variables (viz., factor models).  That said, the one year ahead forecasts even as late as early 
2022 were falling far behind observed inflation rates thereby exacerbating forecast errors. While the 
economics profession may not have reached a consensus on how to quantify credibility the public has 

https://www.bis.org/statistics/oth_ind.htm?m=2680
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been conditioned over the past two or three decades to lay the blame for inflationary surprises at the 
feet of the monetary authorities. 

Figure 1: Varieties of inflation rates 
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Note:       Annualised quarterly inflation rates.  

These features in the data were either ignored or somehow did not influence the judgment about how 
to communicate monetary policy decisions. What is being emphasised here is not that the current set 
of interest rates and QE style interventions leaned excessively on the easing side, although they likely 
did, but the failure to alert the public that a change was brewing and that the central bank alone was 
incapable of preventing a significant rise in inflation.  

Perhaps, as has been suggested recently (e.g., Rudd, 2021), policy makers place far too much emphasis 
on inflation expectations, or possibly the wrong ones, by arguing that all is well because markets and 
professionals believe the current inflation target will be achieved. Meanwhile, consumers and 
households do not. One does not have to go too far to see that the winds of change were in the air. 
Figure 3 plots data for selected major components of the harmonised index of consumer prices (HICP) 
published by the ECB. The price levels for food, goods, industrial goods, services and even administered 
prices display noticeable movements upwards at various times well before the surge in HICP inflation 
(Figure 1) is observed. There seems to be a change in the direction of prices in food as early as May 
2021, in goods beginning in January 2021 and in services starting in April 2021. Administered prices 
display sudden shifts in December 2020 and again in June 2021. Finally, prices of industrial goods have 
become far more volatile since the pandemic.6  

  

                                                             
6    Plots for global commodity, fuel and non-fuel prices (not shown), would have led to a similar conclusion. 

https://sdw.ecb.europa.eu/
https://www.ecb.europa.eu/pub/projections/html/index.en.html


IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 
 

PE 703.385 16  

Figure 2: Varieties of expected inflation rates 
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Source:   ECB Statistical Data Warehouse, https://sdw.ecb.europa.eu/, OECD Economic Outlook, International Monetary Fund 

(WEO), Survey of Professional Forecasters (ECB), European Commission (EC Business and Consumer Surveys) and 
European Commission) the Economist magazine, and ZEW. Additional details for the sources are also provided in 
Siklos (2020). 

Note:     Annualised quarterly inflation rates. 

 

Figure 3: Anatomy of HICP level changes 
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Source:   ECB Statistical Data Warehouse, https://sdw.ecb.europa.eu/ 

Note:      Price levels (index). Data are monthly. The first vertical dashed line dates the beginning of COVID-19 (March 2020); 
the second vertical dashed line is the month when the ECB’s MPS was introduced. 

https://sdw.ecb.europa.eu/
https://sdw.ecb.europa.eu/
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While one does not wish central banks to respond to every wiggle in the data the broad scope of 
changes ought to have alerted the ECB to modify how it communicated its inflation outlook. No doubt 
some will argue that this would be akin to yelling fire in a crowded theatre, but this is misleading. If 
expectations are indeed crucial to ensure that inflation is anchored around the announced target, then 
the ECB ought to have raised the issue and helped prepare the public and governments for what might 
come. This need not have been done using alarmist language. Instead, the ECB staff and the Governing 
Council are left to explain forecasting mistakes and reduce the likelihood that its outlook will be taken 
as seriously.   

So far, the foregoing analysis has followed the usual recipe of looking for signs of potential loss of price 
stability in past inflationary episodes and in periods of monetary policy tightening and loosening. But 
it is inconceivable that the turbulence and distortions occasioned by over a decade of massive 
monetary and fiscal interventions, not to mention changes triggered by the rapid digitalisation of the 
economy, would leave labour markets unaffected. Not surprisingly, an old device has been revived to 
address this question and it suggests a structural shift of macroeconomic importance. The Beveridge 
curve (Elsby et. al., 2015) has been used to remind us of the possibility of a return to another period 
when low growth combines with high inflation to produce stagflation.  

Figure 4 shows, for four European countries where the data are plentiful enough, scatter plots of 
unemployment versus vacancy rates which is the Beveridge curve. There seems to be a clearly visible 
separation in the relationship between the two variables during the COVID era (i.e., post March 2020) 
and the crisis eras (i.e., August 2007-December 2012). In all four cases, though less clearly so for 
Portugal, vacancy rates are higher, to much higher, and unemployment rates comparable or lower in 
the pandemic period than since the GFC and SDC eras. This is normally thought to set the stage for 
higher future wages and, consequently, higher future inflation. And because the shift is a structural one 
it is not clear how a mere inflation objective, unaided by policies that stimulate higher productivity and 
facilitate other structural improvements, can alone bring inflation back to the desired target range.  The 
data for Germany suggest that we may well see difficult wage negotiations later this year with, as yet, 
unknown inflationary consequences.    
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Figure 4: Beveridge curves for selected European countries 
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Source:   Federal Reserve Bank Economic Data, Federal Reserve Bank of St. Louis, https://fred.stlouisfed.org/  

Note:      Data are monthly. The COVID era begins March 2020. The pre-COVID era begins in the late 1990s with small 
differences in data availability across countries. 

If history is any guide, then wars, and their aftermath, are most likely to lead to a surge in inflation. 
Unfortunately, the most recent policy episode can also easily cloud our judgment about new risks. The 
accumulated impact of two major financial crises, a pandemic that has yet to end completely, and a 
war that appears superficially to be regional but has global repercussions, on top of policies that have 
suppressed financial instability while giving the appearance of maintaining price stability, have all 
conspired to make policy makers complacent about new risks. Just as price stability seems to have been 
threatened so is the risk of a loss of financial stability.  

2.3. The price stability-financial stability trade-off: an illusion? 
There is ample evidence that lax regulations, combined with complacent supervision, are ingredients 
that create conditions for future financial crises. It is outside the scope of this paper to consider the 
extent to which unfinished business from the GFC and the SDC concerning the unhealthy links 

https://fred.stlouisfed.org/
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between the banking system and sovereigns, and the structure of the financial system more generally 
in the euro area, are preparing the ground for the next financial crisis. 

In any case, there are other potential sources that do not augur well for the maintenance of financial 
stability. Many have already written about how the series of central bank interventions in the financial 
system, referred to by the umbrella term QE, are unsustainable, limit the scope of future interventions 
that may become necessary, and have already created large distortions that cannot easily be repaired 
(e.g., Lombardi et. al., 2018, and White, 2021).  

While central bankers received the green light from politicians for taking on simultaneously the 
responsibility of jointly maintaining price and financial stability, the theoretical and empirical links 
between the two are, at best episodic and, at worst, illusory. Schwartz (1995) long ago made the case 
that price stability was a means of ensuring financial system stability. Of course, this did not prevent 
the twin GFC and SDC of the 2000s. Having experienced a form of price stability for over two decades, 
theorists and policy makers then argued that higher than desired inflation was a price that can be paid 
to extricate ourselves from the secular stagnation forces that drove inflation to be too low (e.g., 
Woodford, 2012).  

China’s entry into the club of systemically important economies did not do any favours to policy makers 
trying to reach their inflation objectives from below. Instead of turning to structural reforms that 
international organisations (e.g., OECD, IMF) repeatedly called for, central banks stepped into the 
breach by repeatedly arguing that QE was a critical policy that would permit financial markets to heal 
and provide the impetus for eventual economic growth. By the time the COVID-19 pandemic erupted, 
the advanced economies had not escaped stagnation. Now, the war in Ukraine is exacerbating the 
problem by adding inflation into the picture and setting the stage for a renewed bout of stagflation. 

Beyond the surge in inflation and in inflation expectations documented earlier, at least one other risk 
threatens financial stability. Conflict is not a friend to investors and the war in Ukraine is a global 
phenomenon. A good way to see this is by examining how geopolitical risks in a major economy, such 
as Russia, spills over into other countries. Figure 5 is a scatter plot of geopolitical risk in Russia against 
the same risk as perceived in the US and Germany. It is abundantly clear that the positive relationship 
between geopolitical risks across countries is partly driven by the war in Ukraine as the “outliers” in 
Figure 5 suggest. That said, notice that the Russian occupation of Crimea in 2014 also stands out. Hence, 
at least in the political realm, current events may partially have their origins in a different kind of policy 
failure. This kind of policy mistake is, of course, not in the realm of monetary policy even if the monetary 
authorities must deal with some of the economic fallout from such failures. To the extent that these 
geopolitical risks translate into poorer economic outcomes and continued high inflation (e.g., see 
Caldara and Iacoviello, 2022) the risks to financial instability cannot be far away.  
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Figure 5: Spillovers in geopolitical risks 
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Source:  See : https://www.matteoiacoviello.com/gpr.htm  

Note:     Author’s calculations based on Caldara and Iacoviello’s (2022). All dots inside the ellipses are for 2022 and began 
rising in January 2022 before war in Ukraine was actually declared. 

If central banks are in fact withdrawing their support of financial markets via QE and have switched to 
QT then only other, and older, forms of financial repression are conceivable to thwart any imminent 
financial crisis due to the events in Ukraine and the political economy implications arising thereof.  

Figure 6 shows the observed, shadow, and recommended policy rates for the euro area. If the shadow 
policy rate, which seeks to quantify how loose monetary policy is once QE interventions are accounted 
for, reflects the actual stance of monetary policy it is difficult to see how the negative economic impact 
of a financial crisis can be prevented via a return to a form of QE. If, instead, the focus turns to what 
policy rate might be recommended given what we know about current observed and expected 
inflation, the degree of aggregate slack in the economy, the weight policy effectively places on 
attaining output and inflation objectives, then even conservative estimates of policy rules would have 

https://www.matteoiacoviello.com/gpr.htm
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recommended swift rises in policy rates beginning in 2021. Even the shadow rate, which remains 
negative, reaches a turning point in 2021. As the ECB’s focus turns more to inflation to make up for its 
past complacency the resulting tightening of policy, likely far more modest than any policy rule would 
recommend, suggests that the risks to financial stability must rise, if past history is any guide. Hence, 
while there may be a range of economic conditions where price and financial stability can be traded-
off against each other, as was the case post GFC and SDC, we are in uncharted waters. Matters are made 
worse because the ECB and national central banks have taken on additional responsibilities they 
cannot meet unless there is more effective coordination with the political authorities. One hopeful 
element is that the same forces that produced Next Generation EU funding at the supra-sovereign level 
will likely be required when the ECB and national central banks start to claim that there are limits to 
what they can do to prevent the next financial crisis. 

Figure 6 also illustrates another key limitation the ECB faces in the near term. Because the stance of 
monetary policy combines the observed policy rate and the impact of various forms of APP style 
interventions over time, of course, we do not observe a shadow rate. Observers of monetary policy, 
however, have been conditioned to think about what the policy rate might be if a version of the well-
known Taylor rule were used. A variety of these rules were considered and the one that combined what 
economists think the inflation and output gaps, neutral real rate and degree of conservatism in 
changing the policy rate are produces the line labelled as the recommended policy rate in the Figure. 
Many other variants were also considered but they yielded even larger changes than the ones shown 
in Figure 6. Nevertheless, it is seen that the pandemic would have yielded a policy rate far more 
negative (-2%) than the one actually in effect while the rebound in 2021 would have produced a sharp 
rise in the policy rate of around 3%. If the ECB had implemented the Taylor rule as estimated this would 
have meant a swing of about 5% in the policy rate in approximately one year. This, despite limiting the 
size of any change to account for interest rate inertia. Clearly, no central bank would likely envisage 
such volatile policy rate movements. However, given that the actual policy rate remained at zero 
percent the emphasis then turns to justifying the level, scope, and duration of APP interventions and 
communicating alternatives for changing the stance of monetary policy that would have been much 
less palatable. Yet, the ECB did relatively little to communicate the public of the policy rate constraints 
it faced nor how euro area government policies worked in combination to soften the blow of the 
pandemic or prepare for tightening when the economy rebounded as everyone expected. 

Central banks will argue that a wide range of macroprudential tools are available to forestall any 
incipient financial instability. Once again, however, the prediction is a theoretical one. There is little 
evidence that existing macroprudential tools have been put to the test and, in any case, they cannot 
possibly cover all sources of financial excesses nor do these seem to have slowed down the rise in 
private sector debt. There is a sense in which macroprudential tools give central banks comfort that a 
financial crisis is a thing of the past but, if complacency in dealing with sharply higher inflation is any 
guide, then this a not a reassuring state of affairs.7 

  

                                                             
7  Lombardi and Siklos (2016) and Forbes (2019) critically examine the promise of macroprudential policies.  
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Figure 6: Policy rates and policy rules 
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Source:  The shadow rate is the mean of the Wu-Xia and Krippner shadow rates. The former is available from 
https://sites.google.com/view/jingcynthiawu/shadow-rates; the latter from https://www.ljkmfa.com/. The observed 
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Note:  The recommended policy rate is based on the expression: policy rate=Neutral real rate+0.5*inflation 
gap+0.5*Output gap. Three other alternatives were considered. In one case the weight on the output gap is 
increased to 1. Another alternative is to add a term reflecting inertia or persistence in policy rate changes. In this 
extension +0.85*last period’s policy rate is added to the previous expression. The 0.85 weight is an approximate  
historical average of the degree of policy inertia in the policy rate. Finally, one version allows the neutral real rate to 
vary over time. The estimates are based on the technique used in Sikos (2021). The inflation gap is observed inflation 
less expected inflation where the latter is the simple mean of eight different measures of expected one year ahead 
inflation expectations in the euro area. The output gap is also evaluated as the difference between observed real 
GDP growth and four different estimates of one year ahead real GDP growth in the euro area. See Siklos (2021) for 
the sources of inflation and real GDP growth expectations. The recommended policy rate shown in the Figure is 
based on the (0.5, 0.5, 0.85) weights for the inflation gap, output gap, and interest rate inertia variables. 
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3. WHERE DO WE GO FROM HERE? 

3.1. The fallout from major conflicts: a time for reform 
It has been argued that complacency, combined with a loss of memory about events that took place 
long ago is a recipe for the next conflict. Indeed, the GFC, the SDC, and the COVID-19 pandemic were 
crises that most did not see coming even if others warned such crises could emerge. 

History might be repeating itself with the war in Ukraine. After all, the European project was meant to 
ensure that conflict would never again rear its ugly head. After over seven decades of peace, and a 
policy intended to bring Russia closer to the West and Germany in particular, we are seeing the real 
possibility that old problems that we long ago thought would remain in the past are resurfacing. 

The Annex to the paper reproduces three graphs to illustrate the point. The first shows the percentage 
of years when the “great powers” were in conflict with each other. The figure has declined steadily since 
World War I and stood at zero in 2015. The next piece of evidence estimates the number of deaths from 
various kinds of conflicts (civil, conflicts between states). These declined rather sharply after the 1980s 
and remained low relative to the available data since 1946. Finally, the other telling data come from 
estimates of the number of people who die annually from famine. Given the ongoing risks to food 
supplies and the threats from sharply rising food prices the likelihood that famine will strike globally 
has risen. However, one needs to go back to the 1960s, and the 1920s through the 1940s, to see 
significant numbers of deaths from famine. Indeed, the death rate from famine in the 2010-16 period 
was only 1% of the same rate during the 1960s.  

A more prosaic interpretation is that we are witnessing the emergence of forces that have existed in 
the past but were suppressed or thought to have been eliminated. As the cartoon below (Figure 7) 
from illustrates, what was apropos in 1904 is also relevant in 2022. 

Figure 7: The past repeating itself? 

 
Source:  Punch magazine, 24 April 1904. 

Clearly, conflict and its impact on the livelihood of families is not the direct concern of monetary policy. 
Nevertheless, since spillovers from such events on inflation cannot be avoided, central banks will be 
called upon to navigate the consequences under a regime that calls for low and stable inflation. 
Unfortunately, the two will be in conflict for some time.  
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Paralleling the foregoing forces are ones that argue the end of the globalisation era is upon us. 
Intuitively, one can understand the reasoning behind such arguments. After all, conflict is often 
associated with a rise in nationalistic tendencies and, consequently, a shift away from ever more 
reliance on trade between countries. Blanchard and Pisani-Ferry (2022), for example, argue that 
deglobalisation is one of the likely consequences of the war in Ukraine. James (2022) takes a different 
point of view as he argues that crises can represent a spur for future globalisation. Whether 
globalisation withers or not also has monetary policy consequences because the impact of spillovers 
from global shocks will be reflected in a shift towards greater reliance on domestic sources that will 
almost certainly have consequences for producer and consumer prices.   

The only exception then is to enhance the resilience of institutions that are currently under stress, 
including central banks. As Hartwell and Siklos (2022) demonstrate empirically, central banks that are 
more resilient are also more credible and the trust such institutions build up over time is also a function 
of the political environment, including the strength of property rights.  

In the current environment the consequences of war in Ukraine, on top of the other shocks the global 
economy has experienced, translates into more frequent supply shocks for the foreseeable future (Ip, 
2022). There may be a lender of last resort in case of a demand shock. There is no lender of last resort 
when the shocks are supply side driven. One can understand, therefore, why the reaction to central 
banks who thought that the rise in inflation was transitory has been so negative (Rendell, 2022). 
Instead, they are left with arguing that they are determined to return inflation to target while 
simultaneously arguing that there is so much uncertainty that there are no guarantees about the 
timing of the return to lower and more stable inflation. Indeed, governments are rushing to find ways 
to cushion the blow from higher energy prices especially by cutting fuel taxes and subsidising 
households. Of course, this is a recipe for maintaining higher aggregate demand, worsening deficits 
with the consequent further rise in debt, all of which may exacerbate the inflation problem.  

If governments then increasingly rely on policies that will suppress price movements, or distort them 
via tariffs, export controls, and the like, the public will soon ask whether any inflation target is 
meaningful. Indeed, central banks will be left wondering how useful are signals about the stance of 
monetary policy especially if balance sheets remain bloated thanks to the continuation of 
unconventional policies. 

Just as the world had become convinced that low and stable inflation, that is, around 2 to 3% was 
thought as delivering the best aggregate economic outcomes we now face the distinct possibility, if 
inflation remains elevated for the medium term, that observers will begin asking again what is an 
acceptable inflation rate in the more uncertain and volatile environment we are living under. 
Economists long ago debated this question and, in the case of the trade-off between growth and 
inflation, readers might be surprised to find out that inflation rates quite a bit higher than 2% were 
deemed tolerable before growth was significantly negatively impacted (Bruno and Easterly, 1996; 1998, 
Temple, 2000). Reopening arguments about acceptable inflation rates will likely be similar to the 
reopening of old wounds. After all, if the alternative of tightening monetary policy sufficiently to tame 
the current spike of inflation is adopted then we are back to episodes such as the 1979-82 period in the 
US when then Fed Chair Paul Volcker managed to reduce inflation but at a great economic cost.8 A 
softer return to lower inflation, at least in terms of real economic effects, is likely to consist of a mix of 
policies that suppress inflation but with a significantly tighter monetary policy stance.  

                                                             
8  A literature emerged that attempted to estimate sacrifice ratios, that is, how much economic growth is lost when policies to reduce 

inflation are implemented.  
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3.2. Doing the hard things 
There is undoubtedly considerable truth in the argument that the Maastricht Treaty, with all of its flaws, 
laid the groundwork for the creation and introduction of a successful single currency (Brunnermeier et. 
al., 2016). The overly generous report card about EMU the EU gave itself after its 10th anniversary would 
be followed by a near failure soon after in the form of a SDC. Unless the current inflation and financial 
stress that envelops Europe, and the globe more broadly, can be overcome it risks triggering another 
existential moment for the EA in the foreseeable future.  

In the short-run, the ECB can only respond as it has in the past three crises (GFC, SDC, COVID-19). 
However, just as the next generation EU program was capable of overcoming resistance to creating an 
EU-wide form of fiscal policy, the ECB’s mandate and role also requires some rethinking. This will be 
difficult since it is likely that a new Treaty may be required. However, the ECB as an institution is now 
mature enough to withstand the necessary changes. At issue is the resilience of monetary policy when 
shocks are more frequent, larger, and shine a light on the limitations of what central banks can 
accomplish. Not at issue is the desirability of low and stable inflation nor is the concept of the autonomy 
of the central bank in question. That said, there must be recognition that it is autonomy within 
government and not from government that works best.9  

Second, if the conflict in Ukraine prevents the ECB from credibly meeting its inflation objective, the MPS 
must be modified to include an escape clause for circumstances beyond the ability of conventional (or 
UMP) to control inflation. Simultaneously, some responsibility should be shifted onto euro area 
governments via requiring a directive for the ECB to temporarily suspend any inflation target. It would 
assist the credibility of the directive if euro area governments treated any threat to the single currency 
area from inflation, or some other existential danger, much like article 5 in the NATO Treaty.10 That is, 
large economic shocks that would likely disproportionately impact some countries in the euro area 
would be seen as a threat to all countries in the monetary union.  

Finally, the sequence of crises over the past two decades has, hopefully, taught policy makers that 
monetary policy cannot do all the work of economic stabilisation. Democratic accountability, 
combined with best practices in institutional governance, ought to lead to a sharing of policy 
responsibilities across different institutions. Equally important, euro area governments cannot remain 
oblivious to the interaction of fiscal and monetary policies. Responsibility for defining the objectives of 
policy should be jointly determined by euro area governments and the ECB11. And, once the remit is 
set, the ECB should not be interfered with until a new remit is negotiated. This would bring the ECB 
more in line with practices in other jurisdictions.  

The time to shift more of the responsibility for economic stabilisation away from central banks has 
come. The war in Ukraine has laid bare the limits of monetary policy. Nevertheless, undesirable, and 
even disastrous, economic outcomes can be avoided if it is recognised that economic stabilisation is 
the joint responsibility of fiscal and monetary policies. The ECB cannot remain an island in the fight to 

                                                             
9  This is especially difficult when proposals for reform require unanimity. However, there is already recognition within the EU that unanimity 

is not a sustainable model. If the current model is eventually replaced by a new and more flexible one then reforms of the ECB will be 
easier to implement. 

10  The relevant texts is: “The Parties agree that an armed attack against one or more of them in Europe or North America shall be considered 
an attack against them all…”. See https://www.nato.int/cps/en/natolive/official_texts_17120.htm for the full text. 

11  This requirement could also impact the oversight role for the European Parliament if, for example, Member States, are happy to allow the 
responsibility to remain at the EU level. Existing frameworks, such as articles that define the current European Commission’s oversight 
responsibilities under the existing Treaty on the Functioning of the European Union might also be relied on to deal with the question. 
Alternatively, the European Commission might serve as the coordinating mechanism (e.g., as in the current Alert Mechanism Report) to 
report to individual euro area Member States who would then define the objectives of monetary policy but ask the Commission to report 
on its status at regular intervals 

https://www.nato.int/cps/en/natolive/official_texts_17120.htm
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prevent a return to stagflation that may well emerge from the war in Ukraine. Ultimately, the 
consequences of the ongoing conflict with Russia are political first and will then spillover into the 
economic sphere. Central banks have no policy instrument that can deal with this type of shock.   
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4. CONCLUSION 
All is not doom and gloom. Central bank interventions since 2008, fiscal interventions during the 
pandemic, and vaccine developments have demonstrated a level of policy resilience that is impressive. 
We are in a much better place than if benign neglect was deemed to be the best strategy. That said, 
there are storm clouds on the horizon and the next steps fraught with added risks because they are 
dependent on actors whose actions are not motivated by economic outcomes but by political ones. 

It should be acknowledged that the ECB has been too late to react in the face of current inflationary 
pressures. The war in Ukraine adds to the difficulty of identifying supply versus demand shocks and 
certain comments by the ECB President to the effect that the current situation is largely due to supply 
side factors is not supported by the facts (Lagarde, 2021). Even if the latest shock is primarily a supply 
side one, it is puzzling then that there is a rush to promise tighter monetary policy faster. Unless the 
textbook description is entirely wrong, central banks ought to look past the first-round effects of supply 
shocks and use communication to persuade the public that this will pass once aggregate imbalances 
are eliminated. Instead, we may see a worse version of the 2011 ECB monetary policy mistake that 
produced a hard landing. If so, the economic pain of the early 1980s in the US triggered by the Fed then 
led by Paul Volcker, may also be in our future. 

Beyond these short-run considerations the ECB as an institution requires reforms. The Maastricht 
requirement that the central bank set its own course and is largely independent of how fiscal policies 
are set in the single currency area is no longer helpful. Governments and central banks are in this 
together. To pretend otherwise suggests that the ECB lacks maturity. After more than two decades of 
existence, it is time for policy makers to think differently about how monetary and fiscal policies should 
co-exist.    
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	1. INTRODUCTION
	2.1. A new monetary policy strategy coming undone?
	2.2. Same old story, new risks?
	2.3. The price stability-financial stability trade-off: an illusion?

	The last 15 years have seen events that have run the gamut of economic shocks. More recently, the ongoing pandemic first led to a large negative demand shock, followed by start-stop rebounds as economies reopened and then partially shut down again, as well as repeated supply shocks as production chains struggled through interruptions due to travel and other barriers erected to contain the COVID-19 virus. The war in Ukraine represents the latest supply shock with, this time, food shortages looming on the horizon. Meanwhile, China appears now to be experiencing a combination of negative demand and supply shocks as government efforts to stamp out the virus are proving difficult, and the implications are felt globally. If consumer sentiment deteriorates and pessimism sets in, this may, in turn, be followed by a future negative demand shock. A frequently overlooked risk is that household and firm pessimism can have the property of becoming a self-fulfilling prophecy (Curtin, 2019).
	Simultaneously, despite vaccination programs in advanced economies especially that have seemingly blunted the worst of the side effects from the pandemic, the health crisis continues with politicians and the public apparently having decided to “move on”. As a result, pent-up demand is worsening the aggregate demand and supply imbalances leading to inflation rates not seen since the 1970s. This is the fallout, in no small part, from a concerted effort at using fiscal policy on a large scale to cushion the blow from the health shocks than began in March 2020 (e.g., see Siklos, 2021 and references therein). 
	The latest shock is perhaps made worse, not only because of the speed with which inflation has risen around the globe, but because the two most important central banks, the US Federal Reserve (hereafter the Fed) and the European Central Bank (ECB) introduced revised monetary policy strategies (MPSs) overwhelmingly influenced by a decade of inflation rates considered too low. Therefore, early inflation rates that exceeded targets were not countered by tightening monetary policy but by deeming them acceptable under the revised policy strategy since it was assumed to be a transitory phenomenon. Central banks later laid the blame on unexpectedly large forecast errors, but they appeared incapable of explaining why they judged the stance of policy to be appropriate when inflation rates began to soar in 2021. It took several more months for major central banks to acknowledge that mistakes were made and that they may have been “behind the curve”, only to tighten monetary policy in earnest. Pinpointing the sources of imbalances in aggregate demand and supply continues to be as difficult as it was in 2020 and 2021. 
	It is not surprising then that complaints about the conduct of monetary policy and the competence of central banks are on the rise. Indeed, broader questions are once again being asked about whether politicians expected central banks to do too much and whether the monetary authorities were themselves willing conspirators in accepting more responsibilities for stabilisation policy (Economist, 2021).  
	Beginning in 2007, the advanced economies experienced two major financial crises, the so-called great financial crisis (GFC), usually associated with the near-death experience of the US financial system, followed by the euro area sovereign debt crisis (SDC) starting in 2010. The low inflation and low growth that followed apparently did not permit monetary policy to go back to normal, that is, for the ECB to rely on policy rates to signal the stance of monetary policy and the withdrawal of asset purchase programmes (APPs) that inflated the central bank’s balance sheet. Instead, the advanced world was, we were told, mired in secular stagnation. 
	Even when the COVID-19 crisis arrived, the euro area could still not yet contemplate fully withdrawing support in the form of the portmanteau term quantitative easing (QE) despite a decade’s worth of effort and large fiscal stimuli. It is only in late 2021, as the spectre of high and persistent inflation rates threatened large economies, including the euro area, that the expression quantitative tightening (QT) entered the vocabulary of monetary policy. 
	It does appear that the events of the past decade and a half for monetary policy are unprecedented in scope and scale but, more importantly, for economic policy more generally. Historically rare events arrived in a cluster. Financial crises in large and advanced economies, a global pandemic that has cost millions of lives, and now a war which, in many respects, feels global even if the battlefield is in a relatively small region of Europe. 
	With the foregoing considerations in mind, the present paper examines the risks to price and financial stability in the euro area as a result of the war in Ukraine. Context is vital and so I also revisit, in narrative terms, recent decisions of the ECB to assess whether the central bank misunderstood the incipient inflationary forces that would roil monetary policy. The study concludes by suggesting that the events of the past 15 years only serve to reinforce the need to revisit some core responsibilities of the ECB and its governance. To paraphrase US President Kennedy who talked about the challenges of a manned flight to the moon in 1962, changes are necessary “…, not because they are easy, but because they are hard,… because that challenge is one that we are willing to accept, one we are unwilling to postpone…” No doubt many will make the reasonable claim that one should wait until the present crisis has passed before undertaking reforms (or, the “if it ain’t broke, don’t fix it” attitude). However, this ignores the possibility that once a crisis has passed, urgency for reform also dissipates. At the very least, preparations should be made for the changes that ought to ensure not only that monetary policy is more resilient but to reinforce the ability of the European Union to continue to thrive.
	The rest of the paper is structured as follows. The following section examines whether the ECB’s monetary policy is off-track. Broadly speaking, the answer is in the affirmative. That said, there is much to commend the ECB for the changes made to the previous monetary policy strategy even if the current one is much too ambitious given the present state of knowledge and is rooted in an era when only low and stable inflation rates were contemplated. The bottom line is that the new MPS reflects the arguably unintentional hubris of policy makers who came to believe that they had the ability to act and talk in such a way as to keep inflation in a certain target range by simply assuming, as their models do, that they are always credible. Credibility, however, is fragile and recent events undermine that presumption. As a result, central bankers are engaged in shifting blame onto forecast errors and heightened uncertainty. This pivot does great harm to the credibility and institutional trust in central banks. 
	Section 3 asks where we go from here. Significant changes are needed in the role and governance of the ECB not because there has been a complete failure in the past. Indeed, the ECB as an institution has largely been a success. Instead, the shocks of the past decade and a half point to a need to move away from the arm’s length relationship between the ECB and Member States government to a clearer contract between them that acknowledges cooperation is essential, and coordination with the fiscal authorities can also help under some circumstances. The kind of independence the ECB obtained under the Maastricht Treaty is no longer appropriate in the present era. As noted above, this will be hard to achieve. The paper concludes with a summary.    
	2. IS THE ECB OFF TRACK?
	In what follows I provide an overview and evaluation of the ECB’s monetary policy since the new MPS was introduced on 8 July 2021. A proper assessment also requires some cross-country evidence as well as lessons from the history of inflation. I conclude with some observations about the so-called trade-off between price and financial stability. To be sure, the two concepts are inter-connected, but the trade-off as portrayed by central banks is partly an illusion.
	After a delay due to the ongoing pandemic, the ECB released its new MPS in July 2021. The background work leading to the Governing Council (GC)’s announcement on 8 July is considerable. Unsurprisingly, the MPS is a creature of its time. It focuses on inflation rates deemed too low and the struggle to return to an era where a single policy instrument suffices. It helps for what follows to briefly highlight the principal elements of the new MPS. They are:
	a) 2% inflation target in HICP inflation over the medium term. 
	b) The target is treated symmetrically with the proviso that monetary policy is intended to be relatively more aggressive when it is threatened by the effective lower bound of interest rates. Accordingly, there is also a recognition that inflation may be higher than the stated target for a transitionary period.
	c) ECB interest rates remain the primary monetary policy instrument.
	d) Notwithstanding (c), forward guidance, asset purchases, long-term refinance operations may be used as appropriate.
	e) The ECB system aims to take into account the implications of climate change and incorporate climate factors into its assessments.
	f) The ECB undertakes to next reassess its policy strategy in 2025. 
	Table 1 below summarises the main features of statements, as interpreted by the author, published since the introduction of the new MPS to assess changes in the substance of the statements over time. Note that since the December 2021 meeting a related document, called the Combined Monetary Policy Decisions and Statement, has been provided in addition to the usual Statement. This is a welcome addition since a reading of the transcript of the press conference that follows a decision or listening to the Q&A by the President and Vice-President of the ECB represent a mix of opinion and statements and may not necessarily give a clear indication of the salient economic considerations that go into each decision.
	Three themes emerge from a reading of the relevant documents. First, there is an immediate concern about APP, including one directly activated to deal with the financial threats stemming from the COVID-19 pandemic (the so-called PEPP). From the rear-view mirror, one could posit that the belief in an accommodative monetary policy stance, as stated following the July 2021 meeting, remained the GC’s position for the foreseeable future. Second, there is little concern shown over inflation prospects until the December 2021 meeting. One must wait until the outcome of the February 2022 meeting for an upward “tilt” in the inflation risk assessment. There is no indication whatsoever that a tightening of monetary policy is in the offing until the latest meeting, as of this writing, when there is belated recognition that a policy rate rise will be triggered before it projects inflation to reach its 2% “well ahead the end of its projection horizon”. This, despite earlier recognition that large forecast errors were made (Chahad et. al., 2022) which suggests, in a turbulent time such as the one we are going through, that there is little confidence the projection horizon offers much clarity about the future course of inflation. 
	Placing blame on uncontrollable or unexpected factors and taking comfort in the fact that other central banks made similar errors is unlikely to inspire much confidence in the ECB’s ability to persuade markets and the public that the timing of any future policy rate increase, based on the next set of forecasts, will be successful. More importantly, the ECB’s attitude suggests that it places more emphasis on models than is warranted or desirable. Adding a concern for the economic implications of climate change only confuses matters even more. At its root, this is simply another shock whose impact is likely to be felt more keenly in the coming years. However, it is not the task of monetary policy to stress one type of shock over others. Giving climate change pride of place only raises worries that the ECB may find new ways to intervene in financial markets without the political or public support that must come first. 
	Central bankers have, for a long time, stressed that while projections represent an input into their decisions, they also rely on judgment (e.g., see Siklos, 2017). As will be shown below, there were several signals indicating that a sharp rise in inflation was coming well before the Spring of 2022. Second, others including Brunnermeier (2020), warned of the inflation “whipsaw” phenomenon at the 2020 virtual edition of the ECB Forum. Even if, as we shall also see below, a sudden or sharp tightening of the monetary policy stance was inappropriate in the near term, the ECB could have prepared the public much earlier about the widening range, or rising statistical uncertainty, around point estimates of expected future inflation. 
	There will always be an unexpected element in projecting the future and, while the size and timing of the surge in energy prices, typically the main culprit in explaining recent large forecast errors, is unknown the sign is not. Indeed, during the summer of 2021, when the ECB suggested that assistance through the PEPP can be moderated, the kind of stress tests commonly carried out for banks, could have been initiated for aggregate economic activity and inflation.  
	Table 1: Monetary policy statement narratives
	Source:   See : https://www.ecb.europa.eu/press/govcdec/mopo/html/index.en.html
	Note:       Author’s interpretation of Monetary Policy Decisions of the ECB. Quotes are extracts from the policy statement or the Combined Monetary Policy Decisions and Statement. Note that the latter document is first introduced following the 16 December 2021 meeting.
	It is useful to take a step back and ask whether history offers any guide that might have led to a different strategy in dealing with the current inflationary surge, conditional not only on the pandemic but also on the ongoing war in Ukraine. As always, history offers guidance and not a prediction of future outcomes. Matters are more difficult still since we have little evidence to draw on that resembles the case of a war on the doorstep of the euro area. 
	Table 2 provides some evidence that ranks changes in inflation for five economies throughout history. Clearly, until 2022, the euro area’s history is short and, thankfully, free from a nearby war. The euro area data are augmented by post-World War II data for Germany. Additionally, for the US, the UK, and Canada, monthly consumer price inflation data are available since World War I.   
	The top 10 largest changes in inflation are shown for each economy as well as how recent inflation rates fare in the ranking. Consider first the euro area where data have been compiled since January 1990 by the Bank for International Settlements (BIS), that is, the data include a synthetic inflation rate is estimated for the years when the single currency, introduced in 1999, did not exist. The surge in inflation in recent months makes the top of the list. Brief inflation surges around the time of the GFC and the SDC round out the list. It is striking how large the recent changes in inflation have been since August 2021 when compared to earlier inflation scares. 
	The theme that, once inflation surges, it can be persistent is one, as we shall soon see, that applies to all the other cases considered. If we consider Germany, the top ten list of positive changes in inflation take place in the early 1950s, as the country was still adjusting to the post World War II environment and before the deployment of the Marshall Plan. All ten instances occur in 1951 once again highlighting the persistence property of changes in inflation. Recent increases in inflation are, however, not far behind with rises in late 2021 and early 2022 some of the largest changes in Germany’s inflation rate since the early 1950s.
	In the case of the US, the UK and Canada we have data that includes World Wars I and II, as well as the Korean and Vietnam wars. The latter two may not have involved major powers directly, but as is arguably true of the ongoing war in Ukraine, implicated the great powers by proxy. Beginning with the US we see that the largest changes in inflation history since the founding of the Fed take place shortly after World War II. While the inflation rate rises in late 2021 and early 2022 don’t make the top ten list, they are well within the top 10% of inflationary surges. The same results are obtained for the UK and Canada. Wars, and their aftermath, lead to surges in inflation and the ongoing war is, sadly, no different. 
	Table 2: Largest acceleration in inflation rates
	Note:      Inflation rates are monthly annualised rates. Changes are evaluated on an annual basis and were ranked from largest to smallest. Dates are expressed as year and month (YYYY:M). Only selected data for Size are shown and are all in %. Rank is based on the full available sample for each economy. 
	Source:  Data are from the BIS (https://www.bis.org/statistics/oth_ind.htm?m=2680) and author’s calculations.
	Goodfriend (1993), almost 30 years ago, warned policy makers that failing to address inflation scares, defined as adverse movements in inflation expectations that threaten the credibility in the inflation objective being pursued, is a challenge but one that must be tackled quickly to prevent inflation from rising and persistently remaining too high. I return below to the role and experience with inflation expectations in the euro area. In the meantime, Table 3 shows three episodes of monetary policy tightening and loosening by the ECB since it came into existence. Changes in policy stances are defined as consecutive rises or falls in the policy rate of the central bank or, as in the case of the loosening of policy since 2019, one that is explained by the continued application of QE. 
	Alongside these episodes are shown the mean real GDP growth and inflation rates and changes in the unemployment rate. Other than during the SDC, monetary policy tightening periods did not impair economic activity, took place when unemployment rates were falling, and while inflation remained above the then target of close to but under 2%. The loosening of monetary policy occurred when real GDP growth was negative and unemployment was rising, as it should. That said, and other than during the COVID-19 era, inflation remained above the then inflation objective. Given the record of growth, and changes in unemployment and inflation since the ECB’s inception (last line of Table 3), tightening episodes are seen to have taken place when growth was considerably higher than its mean and when inflation was also higher than its objective, while unemployment changes since 1999 have been negligible. On this, admittedly stylised, score, monetary policy appears to have done its job adequately. Nevertheless, one exception is the 2011 episode. This event could be an example of a “hard landing” with the other two tightening episodes more akin to “soft landings”.
	Table 3: Tightenings and loosenings in ECB monetary policy stance
	Source:    Author’s calculations based on same sources as in Figure 1.
	Note:      Data refer to mean levels in the variables, unless otherwise indicated. Real GDP growth rate are in % as is inflation (in HICP). The policy rate is the main refinancing operations interest rate. Data are from the BIS (https://www.bis.org/statistics/oth_ind.htm?m=2680) and author’s calculations. Dates are chosen according to persistent increases or decreases (i.e., more than one consecutive change) in the policy rate. All data are quarterly.
	It is perhaps bad luck that both the ECB and the Fed announced revisions to their policy strategy when they did, namely when a pandemic was raging. The principal worry was to create conditions that would move monetary policy away from the effective lower bound of interest rates, return inflation to target after almost a decade of inflation below target, and shrink balance sheets closer to pre-financial crisis levels. The sub-par inflation performance is clear to see from Figure 1 which plots HICP inflation, core HICP inflation that strips food and energy prices from the headline index, and the ECB Staff’s one year ahead inflation expectations. Other than a brief respite in 2011, when a sudden energy price shock generated a spike in inflation, observed inflation and the Staff’s expectations were well below the then close to but below 2% inflation objective of the ECB. If the tightening episode stemmed from a supply shock, then the ECB’s response at the time must be counted as a mistake.
	If an inflation scare is visible, then the last few observations of the sample shown in Figure 1 suggest that one might be underway. Although the ECB Staff’s inflation expectations have risen during the last few quarters, they fall far behind observed inflation thereby providing an explanation for the ECB’s mea culpa about model performance mentioned earlier. However, other forecasters were not as modest in their response to the latest set of economic conditions. Figure 2 plots 8 other inflation expectations from professionals, households and international organisations. Many, especially the forecasts of households and firms (i.e., EC Business Survey, EC Consumer Survey, ZEW) react much more strongly and sharply to recent economic news than the professionals or central bankers. This reflects in part the well-known finding that households and firms form their expectations based on what they see in real time giving them a forecasting advantage over professionals who will await data from statistical agencies that arrives with a lag (e.g., see Curtin, 2019). Surely the ECB must also have seen this, but their models are not well-suited to consider the forecasts of others. The ECB must also have been aware that more accurate forecasts can be generated from estimates from the dynamic association among observed variables (viz., factor models).  That said, the one year ahead forecasts even as late as early 2022 were falling far behind observed inflation rates thereby exacerbating forecast errors. While the economics profession may not have reached a consensus on how to quantify credibility the public has been conditioned over the past two or three decades to lay the blame for inflationary surprises at the feet of the monetary authorities.
	Figure 1: Varieties of inflation rates
	Source:  ECB Statistical Data Warehouse, https://sdw.ecb.europa.eu/, and ECB Macroeconomic Projections, https://www.ecb.europa.eu/pub/projections/html/index.en.html
	Note:       Annualised quarterly inflation rates. 
	These features in the data were either ignored or somehow did not influence the judgment about how to communicate monetary policy decisions. What is being emphasised here is not that the current set of interest rates and QE style interventions leaned excessively on the easing side, although they likely did, but the failure to alert the public that a change was brewing and that the central bank alone was incapable of preventing a significant rise in inflation. 
	Perhaps, as has been suggested recently (e.g., Rudd, 2021), policy makers place far too much emphasis on inflation expectations, or possibly the wrong ones, by arguing that all is well because markets and professionals believe the current inflation target will be achieved. Meanwhile, consumers and households do not. One does not have to go too far to see that the winds of change were in the air. Figure 3 plots data for selected major components of the harmonised index of consumer prices (HICP) published by the ECB. The price levels for food, goods, industrial goods, services and even administered prices display noticeable movements upwards at various times well before the surge in HICP inflation (Figure 1) is observed. There seems to be a change in the direction of prices in food as early as May 2021, in goods beginning in January 2021 and in services starting in April 2021. Administered prices display sudden shifts in December 2020 and again in June 2021. Finally, prices of industrial goods have become far more volatile since the pandemic. 
	Figure 2: Varieties of expected inflation rates
	Source:   ECB Statistical Data Warehouse, https://sdw.ecb.europa.eu/, OECD Economic Outlook, International Monetary Fund (WEO), Survey of Professional Forecasters (ECB), European Commission (EC Business and Consumer Surveys) and European Commission) the Economist magazine, and ZEW. Additional details for the sources are also provided in Siklos (2020).
	Note:     Annualised quarterly inflation rates.
	Figure 3: Anatomy of HICP level changes
	Source:   ECB Statistical Data Warehouse, https://sdw.ecb.europa.eu/
	Note:      Price levels (index). Data are monthly. The first vertical dashed line dates the beginning of COVID-19 (March 2020); the second vertical dashed line is the month when the ECB’s MPS was introduced.
	While one does not wish central banks to respond to every wiggle in the data the broad scope of changes ought to have alerted the ECB to modify how it communicated its inflation outlook. No doubt some will argue that this would be akin to yelling fire in a crowded theatre, but this is misleading. If expectations are indeed crucial to ensure that inflation is anchored around the announced target, then the ECB ought to have raised the issue and helped prepare the public and governments for what might come. This need not have been done using alarmist language. Instead, the ECB staff and the Governing Council are left to explain forecasting mistakes and reduce the likelihood that its outlook will be taken as seriously.  
	So far, the foregoing analysis has followed the usual recipe of looking for signs of potential loss of price stability in past inflationary episodes and in periods of monetary policy tightening and loosening. But it is inconceivable that the turbulence and distortions occasioned by over a decade of massive monetary and fiscal interventions, not to mention changes triggered by the rapid digitalisation of the economy, would leave labour markets unaffected. Not surprisingly, an old device has been revived to address this question and it suggests a structural shift of macroeconomic importance. The Beveridge curve (Elsby et. al., 2015) has been used to remind us of the possibility of a return to another period when low growth combines with high inflation to produce stagflation. 
	Figure 4 shows, for four European countries where the data are plentiful enough, scatter plots of unemployment versus vacancy rates which is the Beveridge curve. There seems to be a clearly visible separation in the relationship between the two variables during the COVID era (i.e., post March 2020) and the crisis eras (i.e., August 2007-December 2012). In all four cases, though less clearly so for Portugal, vacancy rates are higher, to much higher, and unemployment rates comparable or lower in the pandemic period than since the GFC and SDC eras. This is normally thought to set the stage for higher future wages and, consequently, higher future inflation. And because the shift is a structural one it is not clear how a mere inflation objective, unaided by policies that stimulate higher productivity and facilitate other structural improvements, can alone bring inflation back to the desired target range.  The data for Germany suggest that we may well see difficult wage negotiations later this year with, as yet, unknown inflationary consequences.   
	Figure 4: Beveridge curves for selected European countries
	Source:   Federal Reserve Bank Economic Data, Federal Reserve Bank of St. Louis, https://fred.stlouisfed.org/ 
	Note:      Data are monthly. The COVID era begins March 2020. The pre-COVID era begins in the late 1990s with small differences in data availability across countries.
	If history is any guide, then wars, and their aftermath, are most likely to lead to a surge in inflation. Unfortunately, the most recent policy episode can also easily cloud our judgment about new risks. The accumulated impact of two major financial crises, a pandemic that has yet to end completely, and a war that appears superficially to be regional but has global repercussions, on top of policies that have suppressed financial instability while giving the appearance of maintaining price stability, have all conspired to make policy makers complacent about new risks. Just as price stability seems to have been threatened so is the risk of a loss of financial stability. 
	There is ample evidence that lax regulations, combined with complacent supervision, are ingredients that create conditions for future financial crises. It is outside the scope of this paper to consider the extent to which unfinished business from the GFC and the SDC concerning the unhealthy links between the banking system and sovereigns, and the structure of the financial system more generally in the euro area, are preparing the ground for the next financial crisis.
	In any case, there are other potential sources that do not augur well for the maintenance of financial stability. Many have already written about how the series of central bank interventions in the financial system, referred to by the umbrella term QE, are unsustainable, limit the scope of future interventions that may become necessary, and have already created large distortions that cannot easily be repaired (e.g., Lombardi et. al., 2018, and White, 2021). 
	While central bankers received the green light from politicians for taking on simultaneously the responsibility of jointly maintaining price and financial stability, the theoretical and empirical links between the two are, at best episodic and, at worst, illusory. Schwartz (1995) long ago made the case that price stability was a means of ensuring financial system stability. Of course, this did not prevent the twin GFC and SDC of the 2000s. Having experienced a form of price stability for over two decades, theorists and policy makers then argued that higher than desired inflation was a price that can be paid to extricate ourselves from the secular stagnation forces that drove inflation to be too low (e.g., Woodford, 2012). 
	China’s entry into the club of systemically important economies did not do any favours to policy makers trying to reach their inflation objectives from below. Instead of turning to structural reforms that international organisations (e.g., OECD, IMF) repeatedly called for, central banks stepped into the breach by repeatedly arguing that QE was a critical policy that would permit financial markets to heal and provide the impetus for eventual economic growth. By the time the COVID-19 pandemic erupted, the advanced economies had not escaped stagnation. Now, the war in Ukraine is exacerbating the problem by adding inflation into the picture and setting the stage for a renewed bout of stagflation.
	Beyond the surge in inflation and in inflation expectations documented earlier, at least one other risk threatens financial stability. Conflict is not a friend to investors and the war in Ukraine is a global phenomenon. A good way to see this is by examining how geopolitical risks in a major economy, such as Russia, spills over into other countries. Figure 5 is a scatter plot of geopolitical risk in Russia against the same risk as perceived in the US and Germany. It is abundantly clear that the positive relationship between geopolitical risks across countries is partly driven by the war in Ukraine as the “outliers” in Figure 5 suggest. That said, notice that the Russian occupation of Crimea in 2014 also stands out. Hence, at least in the political realm, current events may partially have their origins in a different kind of policy failure. This kind of policy mistake is, of course, not in the realm of monetary policy even if the monetary authorities must deal with some of the economic fallout from such failures. To the extent that these geopolitical risks translate into poorer economic outcomes and continued high inflation (e.g., see Caldara and Iacoviello, 2022) the risks to financial instability cannot be far away. 
	Figure 5: Spillovers in geopolitical risks
	Source:  See : https://www.matteoiacoviello.com/gpr.htm 
	Note:     Author’s calculations based on Caldara and Iacoviello’s (2022). All dots inside the ellipses are for 2022 and began rising in January 2022 before war in Ukraine was actually declared.
	If central banks are in fact withdrawing their support of financial markets via QE and have switched to QT then only other, and older, forms of financial repression are conceivable to thwart any imminent financial crisis due to the events in Ukraine and the political economy implications arising thereof. 
	Figure 6 shows the observed, shadow, and recommended policy rates for the euro area. If the shadow policy rate, which seeks to quantify how loose monetary policy is once QE interventions are accounted for, reflects the actual stance of monetary policy it is difficult to see how the negative economic impact of a financial crisis can be prevented via a return to a form of QE. If, instead, the focus turns to what policy rate might be recommended given what we know about current observed and expected inflation, the degree of aggregate slack in the economy, the weight policy effectively places on attaining output and inflation objectives, then even conservative estimates of policy rules would have recommended swift rises in policy rates beginning in 2021. Even the shadow rate, which remains negative, reaches a turning point in 2021. As the ECB’s focus turns more to inflation to make up for its past complacency the resulting tightening of policy, likely far more modest than any policy rule would recommend, suggests that the risks to financial stability must rise, if past history is any guide. Hence, while there may be a range of economic conditions where price and financial stability can be traded-off against each other, as was the case post GFC and SDC, we are in uncharted waters. Matters are made worse because the ECB and national central banks have taken on additional responsibilities they cannot meet unless there is more effective coordination with the political authorities. One hopeful element is that the same forces that produced Next Generation EU funding at the supra-sovereign level will likely be required when the ECB and national central banks start to claim that there are limits to what they can do to prevent the next financial crisis.
	Figure 6 also illustrates another key limitation the ECB faces in the near term. Because the stance of monetary policy combines the observed policy rate and the impact of various forms of APP style interventions over time, of course, we do not observe a shadow rate. Observers of monetary policy, however, have been conditioned to think about what the policy rate might be if a version of the well-known Taylor rule were used. A variety of these rules were considered and the one that combined what economists think the inflation and output gaps, neutral real rate and degree of conservatism in changing the policy rate are produces the line labelled as the recommended policy rate in the Figure. Many other variants were also considered but they yielded even larger changes than the ones shown in Figure 6. Nevertheless, it is seen that the pandemic would have yielded a policy rate far more negative (-2%) than the one actually in effect while the rebound in 2021 would have produced a sharp rise in the policy rate of around 3%. If the ECB had implemented the Taylor rule as estimated this would have meant a swing of about 5% in the policy rate in approximately one year. This, despite limiting the size of any change to account for interest rate inertia. Clearly, no central bank would likely envisage such volatile policy rate movements. However, given that the actual policy rate remained at zero percent the emphasis then turns to justifying the level, scope, and duration of APP interventions and communicating alternatives for changing the stance of monetary policy that would have been much less palatable. Yet, the ECB did relatively little to communicate the public of the policy rate constraints it faced nor how euro area government policies worked in combination to soften the blow of the pandemic or prepare for tightening when the economy rebounded as everyone expected.
	Central banks will argue that a wide range of macroprudential tools are available to forestall any incipient financial instability. Once again, however, the prediction is a theoretical one. There is little evidence that existing macroprudential tools have been put to the test and, in any case, they cannot possibly cover all sources of financial excesses nor do these seem to have slowed down the rise in private sector debt. There is a sense in which macroprudential tools give central banks comfort that a financial crisis is a thing of the past but, if complacency in dealing with sharply higher inflation is any guide, then this a not a reassuring state of affairs.
	Figure 6: Policy rates and policy rules
	Source:  The shadow rate is the mean of the Wu-Xia and Krippner shadow rates. The former is available from https://sites.google.com/view/jingcynthiawu/shadow-rates; the latter from https://www.ljkmfa.com/. The observed policy rate is from the ECB, https://sdw.ecb.europa.eu/
	Note:  The recommended policy rate is based on the expression: policy rate=Neutral real rate+0.5*inflation gap+0.5*Output gap. Three other alternatives were considered. In one case the weight on the output gap is increased to 1. Another alternative is to add a term reflecting inertia or persistence in policy rate changes. In this extension +0.85*last period’s policy rate is added to the previous expression. The 0.85 weight is an approximate historical average of the degree of policy inertia in the policy rate. Finally, one version allows the neutral real rate to vary over time. The estimates are based on the technique used in Sikos (2021). The inflation gap is observed inflation less expected inflation where the latter is the simple mean of eight different measures of expected one year ahead inflation expectations in the euro area. The output gap is also evaluated as the difference between observed real GDP growth and four different estimates of one year ahead real GDP growth in the euro area. See Siklos (2021) for the sources of inflation and real GDP growth expectations. The recommended policy rate shown in the Figure is based on the (0.5, 0.5, 0.85) weights for the inflation gap, output gap, and interest rate inertia variables.
	3. WHERE DO WE GO FROM HERE?
	3.1. The fallout from major conflicts: a time for reform
	3.2. Doing the hard things

	It has been argued that complacency, combined with a loss of memory about events that took place long ago is a recipe for the next conflict. Indeed, the GFC, the SDC, and the COVID-19 pandemic were crises that most did not see coming even if others warned such crises could emerge.
	History might be repeating itself with the war in Ukraine. After all, the European project was meant to ensure that conflict would never again rear its ugly head. After over seven decades of peace, and a policy intended to bring Russia closer to the West and Germany in particular, we are seeing the real possibility that old problems that we long ago thought would remain in the past are resurfacing.
	The Annex to the paper reproduces three graphs to illustrate the point. The first shows the percentage of years when the “great powers” were in conflict with each other. The figure has declined steadily since World War I and stood at zero in 2015. The next piece of evidence estimates the number of deaths from various kinds of conflicts (civil, conflicts between states). These declined rather sharply after the 1980s and remained low relative to the available data since 1946. Finally, the other telling data come from estimates of the number of people who die annually from famine. Given the ongoing risks to food supplies and the threats from sharply rising food prices the likelihood that famine will strike globally has risen. However, one needs to go back to the 1960s, and the 1920s through the 1940s, to see significant numbers of deaths from famine. Indeed, the death rate from famine in the 2010-16 period was only 1% of the same rate during the 1960s. 
	A more prosaic interpretation is that we are witnessing the emergence of forces that have existed in the past but were suppressed or thought to have been eliminated. As the cartoon below (Figure 7) from illustrates, what was apropos in 1904 is also relevant in 2022.
	Figure 7: The past repeating itself?
	/
	Source:  Punch magazine, 24 April 1904.
	Clearly, conflict and its impact on the livelihood of families is not the direct concern of monetary policy. Nevertheless, since spillovers from such events on inflation cannot be avoided, central banks will be called upon to navigate the consequences under a regime that calls for low and stable inflation. Unfortunately, the two will be in conflict for some time. 
	Paralleling the foregoing forces are ones that argue the end of the globalisation era is upon us. Intuitively, one can understand the reasoning behind such arguments. After all, conflict is often associated with a rise in nationalistic tendencies and, consequently, a shift away from ever more reliance on trade between countries. Blanchard and Pisani-Ferry (2022), for example, argue that deglobalisation is one of the likely consequences of the war in Ukraine. James (2022) takes a different point of view as he argues that crises can represent a spur for future globalisation. Whether globalisation withers or not also has monetary policy consequences because the impact of spillovers from global shocks will be reflected in a shift towards greater reliance on domestic sources that will almost certainly have consequences for producer and consumer prices.  
	The only exception then is to enhance the resilience of institutions that are currently under stress, including central banks. As Hartwell and Siklos (2022) demonstrate empirically, central banks that are more resilient are also more credible and the trust such institutions build up over time is also a function of the political environment, including the strength of property rights. 
	In the current environment the consequences of war in Ukraine, on top of the other shocks the global economy has experienced, translates into more frequent supply shocks for the foreseeable future (Ip, 2022). There may be a lender of last resort in case of a demand shock. There is no lender of last resort when the shocks are supply side driven. One can understand, therefore, why the reaction to central banks who thought that the rise in inflation was transitory has been so negative (Rendell, 2022). Instead, they are left with arguing that they are determined to return inflation to target while simultaneously arguing that there is so much uncertainty that there are no guarantees about the timing of the return to lower and more stable inflation. Indeed, governments are rushing to find ways to cushion the blow from higher energy prices especially by cutting fuel taxes and subsidising households. Of course, this is a recipe for maintaining higher aggregate demand, worsening deficits with the consequent further rise in debt, all of which may exacerbate the inflation problem. 
	If governments then increasingly rely on policies that will suppress price movements, or distort them via tariffs, export controls, and the like, the public will soon ask whether any inflation target is meaningful. Indeed, central banks will be left wondering how useful are signals about the stance of monetary policy especially if balance sheets remain bloated thanks to the continuation of unconventional policies.
	Just as the world had become convinced that low and stable inflation, that is, around 2 to 3% was thought as delivering the best aggregate economic outcomes we now face the distinct possibility, if inflation remains elevated for the medium term, that observers will begin asking again what is an acceptable inflation rate in the more uncertain and volatile environment we are living under. Economists long ago debated this question and, in the case of the trade-off between growth and inflation, readers might be surprised to find out that inflation rates quite a bit higher than 2% were deemed tolerable before growth was significantly negatively impacted (Bruno and Easterly, 1996; 1998, Temple, 2000). Reopening arguments about acceptable inflation rates will likely be similar to the reopening of old wounds. After all, if the alternative of tightening monetary policy sufficiently to tame the current spike of inflation is adopted then we are back to episodes such as the 1979-82 period in the US when then Fed Chair Paul Volcker managed to reduce inflation but at a great economic cost. A softer return to lower inflation, at least in terms of real economic effects, is likely to consist of a mix of policies that suppress inflation but with a significantly tighter monetary policy stance. 
	There is undoubtedly considerable truth in the argument that the Maastricht Treaty, with all of its flaws, laid the groundwork for the creation and introduction of a successful single currency (Brunnermeier et. al., 2016). The overly generous report card about EMU the EU gave itself after its 10th anniversary would be followed by a near failure soon after in the form of a SDC. Unless the current inflation and financial stress that envelops Europe, and the globe more broadly, can be overcome it risks triggering another existential moment for the EA in the foreseeable future. 
	In the short-run, the ECB can only respond as it has in the past three crises (GFC, SDC, COVID-19). However, just as the next generation EU program was capable of overcoming resistance to creating an EU-wide form of fiscal policy, the ECB’s mandate and role also requires some rethinking. This will be difficult since it is likely that a new Treaty may be required. However, the ECB as an institution is now mature enough to withstand the necessary changes. At issue is the resilience of monetary policy when shocks are more frequent, larger, and shine a light on the limitations of what central banks can accomplish. Not at issue is the desirability of low and stable inflation nor is the concept of the autonomy of the central bank in question. That said, there must be recognition that it is autonomy within government and not from government that works best. 
	Second, if the conflict in Ukraine prevents the ECB from credibly meeting its inflation objective, the MPS must be modified to include an escape clause for circumstances beyond the ability of conventional (or UMP) to control inflation. Simultaneously, some responsibility should be shifted onto euro area governments via requiring a directive for the ECB to temporarily suspend any inflation target. It would assist the credibility of the directive if euro area governments treated any threat to the single currency area from inflation, or some other existential danger, much like article 5 in the NATO Treaty. That is, large economic shocks that would likely disproportionately impact some countries in the euro area would be seen as a threat to all countries in the monetary union. 
	Finally, the sequence of crises over the past two decades has, hopefully, taught policy makers that monetary policy cannot do all the work of economic stabilisation. Democratic accountability, combined with best practices in institutional governance, ought to lead to a sharing of policy responsibilities across different institutions. Equally important, euro area governments cannot remain oblivious to the interaction of fiscal and monetary policies. Responsibility for defining the objectives of policy should be jointly determined by euro area governments and the ECB. And, once the remit is set, the ECB should not be interfered with until a new remit is negotiated. This would bring the ECB more in line with practices in other jurisdictions. 
	The time to shift more of the responsibility for economic stabilisation away from central banks has come. The war in Ukraine has laid bare the limits of monetary policy. Nevertheless, undesirable, and even disastrous, economic outcomes can be avoided if it is recognised that economic stabilisation is the joint responsibility of fiscal and monetary policies. The ECB cannot remain an island in the fight to prevent a return to stagflation that may well emerge from the war in Ukraine. Ultimately, the consequences of the ongoing conflict with Russia are political first and will then spillover into the economic sphere. Central banks have no policy instrument that can deal with this type of shock.  
	4. CONCLUSION
	All is not doom and gloom. Central bank interventions since 2008, fiscal interventions during the pandemic, and vaccine developments have demonstrated a level of policy resilience that is impressive. We are in a much better place than if benign neglect was deemed to be the best strategy. That said, there are storm clouds on the horizon and the next steps fraught with added risks because they are dependent on actors whose actions are not motivated by economic outcomes but by political ones.
	It should be acknowledged that the ECB has been too late to react in the face of current inflationary pressures. The war in Ukraine adds to the difficulty of identifying supply versus demand shocks and certain comments by the ECB President to the effect that the current situation is largely due to supply side factors is not supported by the facts (Lagarde, 2021). Even if the latest shock is primarily a supply side one, it is puzzling then that there is a rush to promise tighter monetary policy faster. Unless the textbook description is entirely wrong, central banks ought to look past the first-round effects of supply shocks and use communication to persuade the public that this will pass once aggregate imbalances are eliminated. Instead, we may see a worse version of the 2011 ECB monetary policy mistake that produced a hard landing. If so, the economic pain of the early 1980s in the US triggered by the Fed then led by Paul Volcker, may also be in our future.
	Beyond these short-run considerations the ECB as an institution requires reforms. The Maastricht requirement that the central bank set its own course and is largely independent of how fiscal policies are set in the single currency area is no longer helpful. Governments and central banks are in this together. To pretend otherwise suggests that the ECB lacks maturity. After more than two decades of existence, it is time for policy makers to think differently about how monetary and fiscal policies should co-exist.   
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