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Central Banks Policies amid Rising Inflation

In 2020, a number of global central banks and governments launched significant expansionary mon-

etary and fiscal policy measures in order to mitigate the negative economic effects from the containment
measures against the global spread of SARS-CoV-2 virus. Major central banks’ monetary policy measures
included cuts in key interest rates and increase in quantitative easing, mainly consisting of purchases of
government securities. Fiscal stimuli, largely financed by government debt issuance, aimed to maintain
subsidised employment, support private consumption and firms’ activities. The gradual easing of measures
to curb the spread of the virus and the adaptation of economic agents to them resulted in a relatively rapid
recovery of economic activity. In the context of strongly accommodative global monetary and fiscal poli-
cies, the strong demand for commodities, materials, goods and equipment led to significant bottleneck in
firms’ supply chain. The imbalance between supply and demand has triggered a price increase in a number
of raw materials and commodities. As regards consumer prices, energy and food prices increased more
strongly, but higher prices are spreading to increasingly more goods and services. This trend strengthened,
especially in Europe, following Russia’s invasion in Ukraine, which caused further increases in energy and
food prices.

In order to contain the inflation rise, a number of central banks have started since the second half of 2021
to tighten monetary policy, raising reference rates and tapering securities purchases. Among the major
central banks, the Bank of England first raised its reference rate in December 2021, followed by the Federal
Reserve in March 2022. The current interest rate trend can be illustrated by the median of central bank refer-
ence rates’, that started to rise since June 2021. The median increased from 0.50 per cent to 1.75 per cent
between June 2021 and April 2022, which can be interpreted as the start of a new rising phase of the inter-
est rate cycle.

Figure 1. Median of Central Banks Target Interest Rates
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Source: BIS.

The Federal Reserve has a determining role in the interest rate cycle phases globally. US inflation, as meas-
ured by consumer expenditure index, accelerated significantly in the first half of 2021, but labour market
conditions had not yet returned to their pre-health crisis status. At the same time, the Federal Reserve identi-
fied the upward price dynamics as a temporary phenomenon caused by bottlenecks in firms’ supply chains,
which were expected to be overcome in the short term. Inflation continued to rise in the second half of 2021,
labour market data tended to recover steadily, while supply chain bottlenecks persisted. As inflation rose, the
Federal Reserve started to gradually taper its quantitative easing (monthly purchases of US Treasury bonds
and mortgage-backed securities) in mid-November 2021, initially foreseen to end in mid-June 2022. FOMC
members launched the discussion of the monetary policy normalization process

" The median of central bank reference rates can be seen as an indicative measure of the global interest cycle dynamics.
This was constructed on the basis of data from the Bank for International Settlements (BIS) on central banks key interest
rates.
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at their December 2021 meeting.” Discussions continued at the next two meetings held in January® and

March 2022*.

Table 1. Central Banks that Have Raised Their Key Interest Rates between Mid-2021 and End-April 2022

Referegce Interest | Reference Interest | Reference Interest 31 %Zil%fger 3O%h;rﬂ%%22
. ates Rates as of fates 2021 vis-a-vis vis-a-vis
Region/Country as of 30 June 31 December as of 29 April 30 June 2021 31 December 2021
2021 2121 2022
(per cent) (per cent) (per cent) (peggﬁ]r;;?ge (pegg%r:gge

North America

USA 0.13 0.13 0.38 0.00 0.25
Mexico 4.25 5.50 6.50 1.25 1.00
Canada 0.25 0.25 1.00 0.00 0.75
Europe

United Kingdom 0.10 0.25 0.75 0.15 0.50
Poland 0.10 1.75 4.50 1.65 2.75
Romania 1.25 1.75 3.00 0.50 1.25
Czech Republic 0.50 &7 5.00 6.2 1.25
Norway 0.00 0.50 0.75 0.50 0.25
Hungary 0.90 2.40 5.40 1.50 3.00
Serbia 1.00 1.00 1.50 0.00 0.50
North Macedonia 1.25 1.25 1.50 0.00 0.25
Iceland 1.00 2.00 2.75 1.00 0.75
South America

Brazil 4.25 9.25 11.75 5.00 2.50
Argentina 38.00 38.00 47.00 0.00 9.00
Colombia 1.75 3.00 5.00 1.25 2.00
Peru 0.25 2.50 4.50 2.25 2.00
Chile 0.50 4.00 7.00 3.50 3.00
Asia

South Korea 0.50 1.00 1.50 0.50 0.50
Saudi Arabia 1.00 1.00 1.25 0.00 0.25
Hong Kong 0.50 0.50 0.75 0.00 0.25
Israel 0.10 0.10 0.35 0.00 0.25
Other

South Africa 3.50 3.75 4.25 0.25 0.50
New Zealand 0.25 0.75 1.50 0.50 0.75
Source: BIS.

2 Minutes of the Federal Open Market Committee, December 14-15, 2021.
® Minutes of the Federal Open Market Committee, January 25-26, 2022.
* Minutes of the Federal Open Market Committee, March 15-16, 2022.

Topical Research and Highlights




The US central bank outlined the following key principles to be followed in the process of monetary policy
normalization:

e Changes in the target range for the federal funds rate are the primary means of adjusting the
stance of monetary policy;

e The timing and pace of reducing the Federal Reserve’ balance sheet will take into account the
goals of maximum employment and price stability. Balance sheet reduction will commence after
the process of increasing the target range for the federal funds rate has begun;

e The Federal Reserve’s securities holdings will be reduced over time in a predictable manner pri-
marily by phasing out the reinvestment of maturing Treasury securities;

e Securities holdings will be maintained in amounts needed to implement monetary policy efficiently
and effectively in its ample reserves regime;

e In the longer run, primarily Treasury securities will be held, thereby minimizing the effect of Fed-
eral Reserve holdings on the allocation of credit across sectors of the economy;

e Any of the details of its approach to reducing the size of the balance sheet could be adjusted in
light of economic and financial developments.

Reduction in monthly purchases of Treasury securities accelerated in January, ending three months earlier in
mid-March 2022. Concurrently, in view of high inflation rates and signs of labour market ‘overheating’ it was
decided in mid-March to raise federal funds rate corridor by 25 basis points to 0.25-0.50 per cent. At the
same time, the Federal Reserve signalled new increases in benchmark interest rate at the subsequent meet-
ings of the Federal Open Market Committee.

Slower recovery of economy in the euro area compared to that in the USA contributed to the relatively
slower increase in euro area inflation. The ECB’s stance in 2021 was that the acceleration of inflation is a
temporary phenomenon owing to external factors that monetary policy cannot directly influence, and there-
fore it does not need to be changed. Despite accelerating inflation, the ECB announced in December 2021
that it would continue with monthly asset purchases and would however gradually reduce their amount, end-
ing PEPP in March 2022. Net asset purchases under the APP were expected to be temporarily increased
over the period from April to September, and to return to their pre-health crisis level in October 2022. In
March 2022 the deadline for reaching the pre-crisis level of the purchases under the APP was brought for-
ward, with monthly net purchases under this programme projected to be EUR 40 billion in April, EUR 30 bil-
lion in May and EUR 20 billion in June. The ECB announced that net asset purchases could end in the third
quarter, if incoming economic data point to a further increase in inflation. In April the ECB confirmed that net
asset purchases under the APP should be concluded in the third quarter of 2022. Currently, the ECB has
no programme for reducing balance sheet with the principal payments from maturing securities purchased
under the APP being reinvested in full for an extended period of time past the date when the ECB starts
raising its key interest rates, and those under the PEPP until at least the end of 2024. As regards interest
rates, the ECB indicated that any adjustment to the key interest rates will take place ‘some time’ after the
end of the net purchases under the APP and will be gradual. The ECB Governing Council confirmed that
the current particularly favourable terms for the third series of targeted longer-term refinancing operations
(TLTRO 1) will no longer be offered as of June 2022. In April 2022 the ECB continued to conduct asset
purchases under the APP at a monthly pace of EUR 39 billion and the rate on the deposit facility was left
unchanged at -0.50 per cent, with euro area annual inflation of 7.5 per cent.

As of the end of April, market expectations for the federal funds rate corridor, derived from futures rates”,
implied an increase of 300 basis points to 2.75-3.00 per cent at end-2022 and of further 50 basis points
to 3.25-3.50 per cent at end-2023. Market expectations for the ECB’s deposit facility rate derived from the

® For detalils, see: https://www.cmegroup.com/markets/interest-rates/stirs/30-day-federal-fund.html.
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prices of futures contracts®, showed an increase of 75 basis points to 0.25 per cent at end-2022 and of fur-

ther 125 basis points to 1.50 per cent at the end of 2023.

Figure 2. Expected Federal Reserve System and ECB Key Interest Rates
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® For details, see: https://www.theice.com/products/37650328/One-Month-ESTR-Index-Futures.

Topical Research and Highlights



THE SCULPTURAL COMPOSITION BY KIRIL SHIVAROV DEPICTING HERMES AND
DEMETER ON THE SOUTHERN FACADE OF THE BULGARIAN NATIONAL BANK BUILD-
ING IS USED IN COVER DESIGN.



