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Central banks can very swiftly tighten or ease restrictions on the economy by changing
interest rates to react to shifts in the economic situation. This type of move is usually
made over a short period until the economy gets back onto its usual trend again.
Central banks have the advantage of being able to act quickly and the effects of their
action can very rapidly feed through into the economy, offering a key benefit over fiscal
policy, which always takes longer to implement. This helps explain why expectations on
central banks’ policies are so high.
However, the economy’s characteristics can change and the equilibrium interest rate
can be lower, so the central bank must then adjust its leading rate to address this new
equilibrium.
In this scenario, the cause and effect relationship between interest rates and central
banks is reversed, with banks taking the lead from low interest rates to a greater extent
than they would like. The chart on the right shows Fed Funds that would reflect the
equilibrium interest rate required for the US economy, ranging from 4.25% in 2012 (past
records of this rate do not go back any further) to the current figure of 2.75% in March
2019. The characteristics of the US economy changed and the Fed has had to adjust:
low interest rates are therefore not necessarily a true reflection of what the central bank
wants.
Recent monetary policy trends in the euro area
 The drop in interest rates for central banks has a counter-cyclical effect on economic activity, and this can lead to a decrease in
liquidity risk and a fall in risk on access to credit in order to avoid a shock spiraling into a recession.
 The ECB cut back interest rates to 0% in light of the economy’s continued weakness, with the aim of encouraging spending in the
present by reducing the incentive to save and spend later. Domestic demand is too sluggish to drive economic activity, so low interest
rates – via the central bank’s rate and QE programs across all maturities – make it less attractive for economic participants to put their
wealth into a savings account, with the overarching aim of increasing cash in current accounts and encouraging spending to shore up
economic activity.
 Following on from this, the ECB preferred to keep interest rates steady as economic activity was not improving at the required pace
(domestic demand remains weak) and given the absence of inflation risk. The institution also wanted to rein in investors’ expectations,
providing what is known as forward guidance, which aims to steer projections so they do not diverge too much (e.g. expected rise in
interest rates in future) and thereby lead to the risk of an economic shock.
 This stable interest rate situation was further heightened by private sector debt, which meant that the ECB could not hike interest rates
too quickly for such times as the outlook for activity and inflation do not improve.
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Recent monetary policy trends in the euro area (cont’d)
 Household and corporate debt stand at a record high in France.
 Fiscal policy is restrictive in the euro area, so the European Central Bank must stick
to monetary accommodation to offset this and will therefore keep rates very low until
such times as the fiscal situation changes.
France and Germany have not developed a shared approach on how to use fiscal
policy to manage the economy, so interest rates are set to stay low for a long time.

More fundamental explanations
When the growth outlook is sluggish due to lower productivity gains, we see trade-offs over time that do not push up real interest rates.
So slow growth over the long term cannot sit alongside high real interest rates and usually yields should converge over the long term. In
the future, innovations could generate higher productivity gains and therefore drive stronger growth rates, but we have not reached this
stage yet, and productivity gains have been on a downtrend apart from during the second half of the 1990s in the US.
Lower inflation projections do not point to a higher term premium. The situation in the 1970s when inflation gained on the back of rising
wages no longer seems to apply, and this can be attributed to the fact that the distribution of value-added more resolutely favors
companies, trade union membership is lower so staff have weaker leverage to make demands, and the labor market structure now
penalizes the middle classes. Looking in more detail at this issue, middle class jobs are decreasing – this affects 50% of the labor market
– and these are unskilled or low-skill jobs, which are in competition with innovation. Wages in this segment are not increasing and even
tend to decrease as we see a polarization of the labor market. In the 1960s and 1970s, middle class wages were on an uptrend at a pace
slightly above marginal productivity. This dented corporate profitability and was able to fuel inflation in the famous price-wage spiral, but
this is no longer the case. Strong wage-driven inflation is no longer on the cards.
Long-term economic momentum is weaker and long-term inflation projections are lower than in the past. The equilibrium
interest rate falls short of past levels. This change in outlook is fundamental.
The population structure – with an ageing population in developed countries – means that people save a little bit more, which is natural
as young people spend by getting into debt, in middle age we save, and retirees then spend savings they have built up or pass on their
wealth to the next generation. At the same time, investment costs less as innovation is pushing the price of tech goods down.
Bernanke’s saving glut, which results from this, leads to a high supply of loanable funds, pushing long-term rates down.
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