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The drop in oil prices is all about monetary policy
Oil prices are close to their lowest levels of the year and have dropped
significantly since March.
Contrary to popular perceptions, this is not primarily a supply-side
phenomenon, but rather about monetary factors. The tightening of
monetary conditions in the US since March is the main reason that oil
prices have fallen.
Also in this edition of Global Monetary Conditions Monitor, we zoom
in on the Bank of England and why it is less urgent to increase UK
interest rates than three months ago. While the hawks are right that
some tightening is warranted in the medium term, there is no reason
for a panic hike now.
Finally, we take a closer look at the renewed debate about the proper
policy target for the US Federal Reserve. We argue that this discussion
could have large market implications, particularly if the Fed were to
adopt a nominal GDP target.
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Global monetary overview
Of course, yields drop when the Fed tightens!
The Federal Reserve raised its key policy rate by
another 0.25 percentage point on June 14, its second rate hike of the year. The first came on March
15.
Financial market watchers, however, have noticed that something interesting has been happening since the March rate hike. Rather than rising,
bond yields have fallen in the aftermath of the
Fed’s policy moves.

tions more aggressively than expected. Consequently, market inflation expectations have fallen
significantly.
This decline, which can be observed from inflation-linked bonds, fully explains the drop in US
10-year bond yields since March.
US bond yield and inflation expectations

In fact, 10-year US Treasury yields have dropped
nearly as much as the Fed has increased its key
policy rate since March – about half a percentage
point.
US 10 year bond yield and Federal Funds rate

Why is this? Wouldn’t bond yields rise when the
Federal Reserve is raising interest rates? Not necessarily. It all depends on whether the rate hikes
affect inflation expectations.
Bond yields, particularly on long maturities, reflect market expectations for inflation and economic growth. When monetary policy is tightened, we expect to see a visible impact on inflation expectations, which should show up in bond
yields.

There is no ‘bond yield conundrum’ as some have
claimed – this is exactly what we should expect to
happen. However, we should also notice that US
inflation expectations are now quite a bit below
the Federal Reserve’s official 2% target. This suggests that the Federal Reserve hiked interest rates
prematurely, causing inflation expectations to
move away from the target instead of towards it.
Furthermore, the yield curve – the difference between 2-year and 10-year bond yields – is sending
a warning signal. The curve has ‘flattened’ since
March, meaning that the 2-year yield has increased relative to the 10-year yield. The 10-year
yield is still higher, but if the Fed hikes once more
in 2018, then it is very likely that the yield curve
will invert. This historically has been a very reliable leading indicator of US recessions.

And that is what has been driving US bond yields
down since March. The Federal Reserve surprised
financial markets by tightening monetary condi-
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US yield curve

Markets are thus sending a clear signal: Fed tightening has been too aggressive and the downside
risks to the US economy have increased. It is also
notable that the markets don’t expect any more
rate hikes in 2017, contrary to what the Fed has
been communicating. This means there has been
a certain erosion of the credibility of the Fed’s
forward guidance.
If we look at our Monetary Indicator for the US,
the signal has been the same for some time – the
Fed’s policy stance is too tight to ensure it will hit
the 2% inflation target in the medium term. The
markets are therefore also correct, in our view, to
expect that the Fed will not deliver on its ‘promise’ of more rate hikes this year.

The question, however, is whether it will do so
soon enough to avoid renewed weakness in the
US economy. Or will the Janet Yellen’s Fed once
again wait for material weakness in the labour
market to emerge?
No matter what, the Fed will have to change direction at some point to maintain a modicum of
credibility regarding the 2% inflation target. In
our ‘Story of the month’ feature below, we discuss what target the Federal Reserve ought to
have.
Below we simulate two scenarios for US inflation. One assumes unchanged monetary conditions, while the other postulates that monetary
conditions are eased to reflect the historical credibility of the inflation target over the past five
years.
US PCE Core inflation forecasts (y/y%)

US monetary indicator

Riksbanken still needs to tighten – BoE less so

Our inflation forecast for the US assumes that the
Federal Reserve sooner or later will reverse
course – as it did in early 2016, when it changed
its forward guidance and signalled fewer and less
aggressive rate hikes than before – and begin to
ease monetary conditions.
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Since the Global Monetary Conditions Monitor
was launched in March, we have argued that monetary conditions in the UK and in Sweden are too
easy for the Bank of England (BoE) and the Riksbanken to hit their inflation targets in the medium
term. We repeated that view in last month’s Monitor.
Looking at inflation developments since March, it
is evident that our composite indicators for the
UK and Sweden have been sending the right signal. Inflation has surprised market participants on
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the upside in both countries, despite generally declining expectations for price growth in both Europe and the US.
However, we now believe it is time to change our
position, at least partially. To put it more precisely, the UK story is changing, while in Sweden
things have mostly remained the same.
This is so even though our Monetary Indicators
for Sweden and the UK remain above zero, suggesting upside risk for inflation relative to the policymakers’ targets. Yet in recent months, the indicators in the two countries have been moving in
opposite directions.
While the indicator for Sweden has trended moderately upwards, the UK’s is heading down, indicating a tightening of monetary conditions. In this
light, it may seem odd that Swedish policymakers
have stuck to an unchanged script, while some
Bank of England officials in recent weeks have
been calling for rate hikes.

In this sense, Carney can be seen to represent the
MPC’s doves, and Haldane the hawks. However,
the actual difference between these two positions
might be smaller than the media coverage would
suggest.
To illustrate why this is so, we have simulated two
scenarios for UK inflation. One assumes monetary conditions remain unchanged, while in the
other, our UK composite indicator is reduced to
zero. These two scenarios are labelled ‘Carney’
and ‘Haldane’, respectively.
UK CPI inflation forecasts (y/y%)

Monetary indicators: UK and Sweden

Not surprisingly, inflation in the ‘Haldane’ scenario returns to 2% in the medium term, while under the ‘Carney’ variant, the BoE continues to
overshoot the target. Yet the difference between
the two trajectories in terms of the inflation outcome in the near term – 2017 and 2018 – is not
particularly large.
In fact, at the most recent BoE Monetary Policy
Committee (MPC) meeting, three members voted
for a rate increase. Subsequently, a fourth MPC
member, BOE chief economist Andy Haldane,
also indicated he would be ready to support tightening soon.

Under both scenarios, UK average inflation for
this year would be 2.7%, accelerating in 2018 to
2.8% in the ‘Haldane’ scenario and 2.9% under
‘Carney’. It is only in 2019-2020 that the gap between price growth in the two scenarios widens to
0.2-0.3 percentage point.

Even so, there does not yet appear to be a majority
on the MPC for a rate hike, even assuming Haldane will be voting with the ‘hawks’. It is notable
that BoE Governor Mark Carney has been quite
clear that he presently does not see a need to raise
rates.

In our view, this shows that the ‘hawks’ are correct in saying that some tightening of UK monetary conditions is warranted over the medium
term. However, the ‘doves’ are equally right
when stressing that tightening is not necessarily
justified right now.
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We should also point out that the ‘Haldane’ scenario is less hawkish than if the BoE had hiked its
key policy rate in June.
There is no doubt that the BoE is in a very challenging situation right now. Political uncertainty
– particularly over Brexit negotiations – constitutes a rather large negative supply shock that has
temporarily pushed up inflation. If this supply
shock becomes more sustained and long-lasting,
then the BoE must eventually address the overshoot of the inflation target.
It should be noted that high inflation relative to
the target is not solely a supply shock, but also an
indication of moderately too easy monetary conditions. Yet we would also stress that seen from
the medium-term perspective, expectations for
UK inflation have not been increasing lately.

on global markets, it becomes clear that the overwhelming focus is on supply-side factors. Examples include OPEC decisions on production quotas, worries about possible output disruptions due
to strikes or geopolitical risks, and new technologies or geological discoveries.
Demand-side factors, on the other hand, are rarely
mentioned as an explanation for fluctuations in oil
prices. This specifically applies to changes in
global monetary conditions.
However, if we look at our US monetary indicator
and oil prices, there is a rather strong historical
correlation. When monetary conditions have
tightened over the past decade (indicated by a fall
in the indicator), oil prices tend to drop.
US: Monetary indicator and brent oil prices

In March, we forecast UK inflation of 2.4% in
2019. That is also our prediction in this edition of
the Monitor. The upside surprise in UK inflation
we have seen in recent months is being almost
completely offset by tighter monetary conditions
(reflected by the drop in our Monetary Indicator).
Consequently, the argument for rate hikes has not
grown stronger in recent months – if anything, the
need for them has become slightly less urgent.
Returning to the Riksbank, the story is somewhat
different. Swedish inflation has also surprised on
the upside since March, but monetary conditions
have kept getting easier. Accordingly, we maintain our position that monetary tightening is warranted in Sweden, particularly relative to the euro
area or the US.

Another illustration of US monetary policy’s importance is how oil prices have behaved this year.
In early March, Fed chair Janet Yellen stepped up
her hawkish rhetoric and basically preannounced
that the Fed would hike interest rates faster and
more aggressively than previously expected. This
precisely coincided with the latest downward leg
in global oil prices, which accelerated after the
Fed delivered its June rate hike.

Falling oil prices are (nearly) always and everywhere a monetary phenomenon
Oil prices are presently close to their lowest levels
in a year and have been trending downwards since
March. Why the sharp drop in recent months?
Oil prices can move for two reasons – supply and
demand. When one follows day-to-day comments
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Brent oil prices

Hence, the sharp drop in oil prices that we have
seen in recent months is, in our view, primarily a
monetary phenomenon, caused by the Fed’s
overly aggressive shift towards tighter monetary
conditions.
Therefore, we believe that oil prices are unlikely
to recover before the Fed once again changes
course, this time softening its forward guidance
on rate hikes. When that happens is another question. For now, the trend for oil prices remains
downwards.

Markets & Money Advisory
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Story of the month: What is the right target for
the Fed?
Since the outbreak of the Great Recession, a public and academic debate has raged about the
proper policy targets for central banks. This debate flared up again in recent weeks after a group
of economists – including Narayana Kocherlakota, the former president of the Federal Reserve
Bank of Minneapolis, and Nobel prizewinner Joseph Stiglitz – suggested that the Federal Reserve
should adopt a 3% inflation target, instead of the
present 2%. They were later joined by former US
Treasury Secretary Larry Summers, who proposed that the Fed should replace its inflation target with a nominal GDP target.
One way of thinking about these issues is to look
at the pros and cons of each proposal. Another
way is to examine the policy that the Fed has been
following. We take the second approach here.
Turning first to the inflation target, which was officially adopted in 2012, we see that for both
headline and core PCE inflation, the Fed has
nearly consistently undershot the target.
PCE inflation development

PCE Core price level

The graph shows that the Fed has consistently
failed to keep the US price level on a 2% path
since the outbreak of the Great Depression. And
its performance has deteriorated over time.
Ben Bernanke succeeded in keeping the price
level on track during his first two years as Fed
chairman, before the financial crisis hit in 2008.
Then the undershooting began, continuing
through the introduction of the 2% inflation target
in 2012. It got even worse after Janet Yellen became Fed chair in 2014.
Whether we look at developments in inflation or
price levels, we see that the Federal Reserve has
failed to deliver on its pledge of 2% inflation under Ben Bernanke’s and Janet Yellen’s leadership.
It is therefore relevant to ask why we should expect the Fed to deliver on a hypothetical 3% target? There is no simple answer to this question.

Another way to illustrate this is to look at the price
level. Here we present PCE core prices.
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This is not just about the Fed’s willingness to deliver on its inflation promise. It also about policymakers’ willingness to use the right instruments
to hit the target.
In our view, the Fed has continued to undershoot
the 2% target not because it is impossible (as
some have argued) to get the inflation rate up. Instead, a key reason for its failure has been the an
unwillingness to permanently expand the US
money base. This is well-illustrated by the Fed’s
moving ahead over the past few months with a
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plan to ‘normalize the balance sheet’ – effectively, to reduce the money base.
It is very clear that if interest rates are stuck at the
Zero Lower Bound, then monetary easing can
only happen through a permanent increase in the
money base. Since the Fed has never been willing
to do this, the logical consequence is that inflation
keeps undershooting the target.
The 3 percenters appear to cherish hopes that an
increase in the inflation target will raise inflation
expectations and therefore also the nominal natural interest rate. The latter would effectively narrow the ‘interest rate gap’ (the difference between
the policy rate and the natural interest rate), which
is believed to ease the problem of conducting
monetary policy at the Zero Lower Bound.
We are quite sceptical that this would do the trick.
After all, why should the market believe that the
Fed will do what it would takes just because it has
changed the inflation target? It certainly didn’t
care much about failing to deliver on the 2% target.

If an oil price shock occurs, for example, the Fed
would not react to the resulting uptick in inflation.
Instead it would just keep NGDP in track. The implicit inflation ‘target’ would become endogenous
and change over time as potential real GDP
growth changes.
Thus, assuming the Fed targets 4% NGDP
growth, if US trend real GDP growth slows to 1%,
then the implicit inflation ‘target’ would increase
to 3%.
This also means that the nominal natural interest
rate would be independent of what is happening
to potential real GDP growth – unlike an inflation
target. This is particularly important when potential growth is low: e.g., if the US faces secular
stagnation, as suggested by Larry Summers.
In our view, the implementation of NGDP targeting in the US would be rather easy, for the simple
reason that the Bernanke Fed effectively targeted
a 4% level path for NGDP.
Nominal GDP level

Time to go back to Bernanke’s 4% NGDP target?
The more promising suggestion comes from
Larry Summers, who advocates a nominal GDP
(NGDP) target.
Rather, the idea was popularized by Professor
Scott Sumner who reintroduced the idea after the
2008 crash. In fact, he favours a target for the
(growing) level of NGBP rather than a NGBP
growth target.
This kind of target has many advantages, the most
important being that the Federal Reserve would
focus on what it can really control – the nominal
side of the economy – while ignoring supply
shocks.
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As we see, from early 2010 until Janet Yellen became Fed chair in February 2014, NGDP stayed
on a 4% growth path. In fact, it kept on that path
for another year, but from mid-2015 the Fed has
been undershooting this NGBP rate – another indication that the Yellen Fed has been keeping
monetary conditions too tight.
In conclusion, there are many alternatives to
Fed’s present inflation target. Even though we are
sceptical that the target will changed in the near
term, there is always a possibility that a new Fed
8

chairman –to be appointed in 2018, when Janet
Yellen very likely steps down – could reopen a
more serious discussion of the proper target. Such
a discussion could potentially have significant
implications for the global financial markets and
the US economy.
Just imagine what would happen if a credible 4%
NGDP level target were introduced? In our view,
bond yields would jump significantly. This shows
that debates over the Fed’s policy target are not
just for academics, but relevant to market participants as well

Markets & Money Advisory
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People’s Bank of China
The PBoC stays on track
•

•

•

The People’s Bank of China (PBoC) is getting it nearly perfect when it comes to calibrating monetary conditions to
hit its 3% inflation target. Our composite indicator has returned to neutral territory (close to zero) and we expect inflation of 1.8% in 2017, accelerating to 2.2% in 2018 and 2.7% in 2019.
The central bank allowed the renminbi to gradually depreciate over the past 15-18 months, which certainly helped
ease monetary conditions. Now, however, the PBoC has ended this policy. We have recently seen a pickup in nominal
demand growth (measured by nominal GDP).
The continued slowdown in broad money supply is a slight concern, because it could signal a slowdown in nominal
demand and softer inflation than presently predicted.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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European Central Bank
ECB remains on target
•

•
•
•

Even though the ECB intends to scale back quantitative easing and to raise interest rates in the medium term, it continues to deliver deliver stable and neutral monetary conditions. Since mid-2015, our composite indicator for the euro
area has been close to zero, indicating broadly neutral monetary conditons. In consequence, we believe it likely that
the ECB will hit its 2% inflation target over the medium term.
Given present monetary conditions, we expect Eurozone inflation of 1.9% in 2017, 2.1% in 2018, and 2.0% in 2019.
Broad money supply growth remains consistent with hitting ECB’s 2% inflation target, while nominal spending is
slightly too weak.
The biggest policy risk is the possibility of pressure from within the ECB system (for example, from the Bundesbank) to end quantitative easing prematurely.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Bank of Japan
BoJ relaxes monetary conditions, needs to do more
•

•
•

Since September, the Bank of Japan has been pursuing a bond yield targeting strategy. In operational terms, this
means targeting a zero interest rate on 10-year Japanese government bonds. While we believe this policy has not been
aggressive enough to bring monetary conditions back to neutral, they have nonetheless gradually eased.
Japanese monetary conditions are still much too tight for the BoJ to hit its 2% inflation target in the coming 2-3 years.
Further easing is therefore warranted.
Even with a more relaxed policy stance, we assume that inflation will remain below target. Under present policies, we
see Japanese consumer price growth at 0.6% in 2017, 0.9% in 2018, and 1.1% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Swiss National Bank
SNB is easing, but conditions are too tight
•

•
•

The Swiss National Bank (SNB) still insists that the franc is overvalued and continues to intervene in the FX market
to prevent the currency from appreciating; it is also keeping LIBOR rates negative. This policy has succeeded in holding the Swiss franc at levels consistent with meeting the SNB’s 0-2% inflation target range.
While monetary conditions clearly remain too tight, it is encouraging that our indicator for Switzerland has ticked up
– suggesting some measure of easing. It is notable that broad money supply growth has accelerated somewhat.
Under current policies and price trends, we expect the inflation rate to rise slightly this year, then inch lower as overly
tight monetary conditions do their work. We see Swiss inflation at 0.7% this year, 1.0% in 2018, and 0.8% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Bank of England
BoE turns hawkish, just as the need for tightening wanes
•
•

•

UK monetary conditions remain easy and inflation has surprised on the upside in recent months. This has inspired
some hawkish talk from policymakers recently, calling for rate hikes to curb inflation pressure.
While our UK monetary indicator has for some time been pointing to overly relaxed monetary conditions, it has also
been declining. This means inflation risks are lower today than they were six months ago, lessening the need for monetary tightening. A ‘panic’ rate hike now would be too aggressive, especially given the heightened political risks associated with ‘Brexit’.
Taking recent monetary trends and some anticipated policy tightening into account, we now see UK inflation at 2.7%
this year, 2.8% in 2018, and 2.4% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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US Federal Reserve
The Fed will keep undershooting on Yellen’s aggressive stance
•

•

The Federal Reserve has been rather aggressive in recent months, hiking rates twice since March. Judging from our
US Monetary Indicator, this has been overkill. The indicator remains somewhat below zero, suggesting that the Fed
will continue to undershoot the 2% inflation target unless its policy stance is eased beyond present expectations.
Assuming that the Fed backs off its present hawkish signalling, we forecast US inflation (PCE core) at 1.6% this year,
1.7% in 2018, and 1.8% in 2019. We find it hard to identify strong arguments for more rate hikes this year.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Sedlabanki
Stronger króna rides to the rescue as Icelandic monetary policy stays lax
•
•
•

We have long argued that Iceland’s monetary stance is too easy and that inflation is likely to accelerate.
The stronger króna has helped tighten monetary conditions, however, to some extent offsetting fairly strong growth in
money supply and nominal demand.
This will not be enough to ensure Sedlabanki hits its 2½% target in the medium term. Assuming the central bank
eventually recognizes the need for some monetary tightening, we see Icelandic inflation at 2.0% this year, 2.5% in
2018, and 2.9% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Norges Bank
No reason for Norges Bank to change course
•
•

•

On June 22, Norway’s central bank kept its key policy rate at 0.5% and said that the downside risks to the economy
have lessened slightly. We agree with this assessment and see little reason for a major change in the policy stance.
Over the past year, our indicator for Norwegian monetary conditions has stayed just below zero, suggesting inflation
should be slightly under Norges Bank’s 2.5% target. We see Norwegian core inflation (CPI-ARE) at 1.5% in 2017,
1.5% in 2018, and 2.1% in 2019.
The biggest risk remains a negative shock to oil prices, which would warrant Norges Bank intervening in the currency
market to weaken the krone or undertaking quantitative easing.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Sveriges Riksbank
Riksbanken’s stance remains too easy
•
•
•

The Swedish Riksbank has a good track record in terms of ensuring nominal stability. Over the past 6-8 months, however, monetary conditions have eased considerably.
Our composite indicator has moved close to +0.5, suggesting that Swedish monetary conditions are becoming too relaxed. The upside surprise on May inflation should clearly be seen as a warning to policymakers.
We expect the inflation rate to rise above the Riksbank’s 2% target in the medium term unless tightening occurs. Assuming that happens, we see Swedish inflation (CPIF) at 2.0% this year, 2.2% in 2018, and 2.2% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Czech National Bank
Time for the CNB to step up the hawkish rhetoric
•
•

•

Czech monetary conditions have eased in recent months and inflation has surprised on the upside. It is too early to say
that the monetary stance is overly relaxed, but the medium-term inflation risks seem to be increasing.
Notably, money supply growth has accelerated this year, which adds to inflation risks. This is being partly offset by
the Czech koruna’s gradual strengthening. Still, with our Monetary Indicator now above zero, the Czech National
Bank needs to tighten its stance, either by letting the CZK strengthen further or by moving forward rate hikes.
We see Czech price growth gradually subsiding through 2018, but that requires some monetary tightening to get the
inflation rate back down to the vicinity of the CNB’s 2% inflation target.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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National Bank of Hungary
Back on track
•
•
•
•

While facing considerable political turmoil in recent years – including uncertainty about its own independence – the
Hungarian central bank (MNB) has basically delivered in terms of ensuring nominal stability.
With our composite indicator for monetary conditions hovering slightly below zero, we would expect Hungarian inflation to (nearly) return to the MNB’s 3% target within the next 2-3 years.
However, soft nominal GDP growth and a fairly strong appreciation of the Hungarian forint over the past year mean
that risks to the inflation target are slightly skewed to the downside.
We forecast Hungarian inflation at 2.7% in 2017 and at 3.0% in both 2018 and 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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National Bank of Poland
NBP errs on the tight side
•
•
•

While our indicator for Polish monetary conditions has remained fairly stable over the past two years, its low level
suggests excessively tight monetary conditions.
The Polish central bank (NBP) is likely to undershoot its 2.5% inflation target in the medium term, but with the key
policy rate near the Zero Lower Bound, policymakers may find it (mentally) difficult to ease if needed.
This presents downside risks for Polish inflation in the medium term. We see consumer price growth at 2.5% this
year, 2.5% in 2018, and 2.2% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Reserve Bank of Australia
RBA gets back on track
•
•
•

Our Monetary Indicator for Australia has consistently been below zero since 2012, which suggest that the Reserve
Bank of Australia’s stance is too tight to ensure that it will hit its 2% target over the medium term.
While nominal demand and money supply growth have picked up recently, monetary conditions are too restrictive.
The RBA will probably continue to undershoot its 2.5% inflation target in the medium term (2-3 years). We see Australian inflation at 2.1% in the coming three years.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Bank of Canada
Bank of Canada too eager to tighten
•
•
•

Canada’s monetary authorities have turned decisively more hawkish over the past month. Markets are now pricing a
50% chance of a rate hike at the Bank of Canada’s next monetary policy meeting on July 12.
However, our composite indicator remains below zero, suggesting that tightening would be premature. Accordingly,
the BoC should continue to undershoot its inflation target over the medium term.
All four sub-indicators – broad money supply growth, nominal demand growth, exchange rate developments and interest rates – point to monetary conditions being too tight. Even assuming some easing relative to market expectations, we see inflation remaining below the BoC’s 2% target. We forecast Canadian price growth at 1.8% this year,
1.8% in 2018, and 1.9% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Bank of Israel
The BoI should be careful not to become too hawkish
•

•

•

The Bank of Israel (BoI) has done a good job of keeping monetary conditions more or less neutral in recent years.
Even so, inflation risks remain skewed to the downside and some monetary easing seems warranted. Apparently,
however, this is contrary to the BoI’s present thinking.
With our composite indicator for Israeli monetary conditions slightly below zero, we expect inflation to return to less
than 2% within 2-3 years. We forecast Israeli inflation at 0.7% in 2017, 1.2% in 2018, and 1.7% in 2019. These forecasts assume some monetary easing relative to market expectations.
It should be noted that since the BoI’s key policy rate is stuck at the Zero Low Bound, additional monetary easing
must take place either through quantitative easing or FX intervention to weaken the shekel.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Reserve Bank of New Zealand
RBNZ keeps a steady hand on the tiller
•
•

•

The Reserve Bank of New Zealand’s (RBNZ) monetary stance has ensured that our composite indicator has stayed
close to zero since 2010.
RBNZ forward guidance remains fairly balanced, but at the latest policy meeting on June 22, policymakers sounded a
bit more upbeat on the outlook. While we share the general optimism about the Kiwi economy, it’s hard to see any
justification for changing monetary policy, which seems nearly perfectly calibrated to hit the 2% inflation target over
the medium term.
We see inflation returning to just above RBNZ’s target within the next 2-3 years. Our forecast is for New Zealand
inflation at 2.2% in 2017-18, and at 2.1% in 2019.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)
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Monetary Authority of Singapore
MAS remains too hawkish
•
•
•

Based on our composite indicator, the Monetary Authority of Singapore (MAS) has kept monetary conditions quite
stable in recent years.
While the MAS does not have an explicit inflation target, historically it has kept inflation around 2%. Given present
monetary conditions, however, inflation is likely to remain below this ‘historical target’ over the next 2-3 years.
The MAS sets monetary conditions by managing the Singapore dollar against a basket of currencies. Since mid-2014,
the authority has essentially kept this index constant and the MAS reiterated that stance in its April monetary policy
announcement. Bringing inflation back to its historical average of about 2% would, however, require the MAS to allow the Sing-dollar to weaken against the basket.
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Bank of Korea
Inflation overshoot likely to be temporary
•

•
•

Since 2016, the Bank of Korea (BoK) has been targeting 2% inflation. Based on our composite indicator of monetary
conditions, the BoK has hit the bullseye. The indicator has stayed very close to zero since mid-2015, suggesting that
the central bank will probably hit its 2% target in the medium term.
Current inflation trends indicate that the central bank will slightly overshoot the inflation target this year, but given
neutral conditions, no change in the overall monetary setting seems warranted.
It is noteworthy that all four sub-indicators – money supply, nominal demand, the exchange rate and the key policy
rate – presently are quite close what we would consider to be policy-consistent growth rates.
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Central Bank of Argentina
A long way from credibility
•
•

•

Historically, Argentina has struggled with monetary stability. The introduction of an inflation targeting regime in September 2016, however, has given some hope that the country can return to more stable conditions.
In calculating our indicator for Argentine monetary conditions, we use the midpoint of the central bank’s 2018 inflation target of 8-12%. The indicator clearly shows that Argentina is still very far away from monetary stability. Further
steps are still needed both from the government and the Central Bank of Argentina.
We forecast Argentine inflation at 23.3% in 2017, 21.3% in 2018, and 19.1% in 2019. This assumes no new measures
are implemented to strengthen the credibility of the central bank’s inflation target.
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Central Bank of Brazil
Inflation risks tilt higher
•
•
•

The Brazilian central bank (BCB) gradually tightened monetary conditions from 2013 until 2016, but this year it has
been cutting interest rates. Our Monetary Indicator has risen somewhat, showing monetary conditions have eased.
Despite less restrictive monetary conditions, inflation has continued to slow. An uptick should be coming soon, however, since inflation risks are tilting to the upside. Broad money supply and nominal demand are growing robustly.
We now expect Brazilian inflation of 4.0% in 2017 and 2018, accelerating to 4.8% in 2019 – slightly above the
BCB’s 4.5% target.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)

Markets & Money Advisory

29

Central Bank of Egypt
Gradually regaining control – inflation set to decline
•
•

•

In November 2016, the Central Bank of Egypt (CBE) floated the Egyptian pound, opening the door for a major depreciation of the currency and providing significant monetary ‘relief’ to the economy.
The pound’s sharp depreciation has caused inflation to spike close to 30%, but based on our composite indicator, we
expect annual consumer price growth to subside towards 12-13% in the medium term. This forecast assumes the present monetary policy stance (unchanged monetary conditions) is maintained.
The inflation outlook is nonetheless highly uncertain and will strongly depend on Egypt’s future monetary policy
framework. We have assumed an implicit 10% inflation target in calibrating our composite indicator.
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Bank of Mexico
Banxico will have to keep tightening, but stay calm
•
•

•

The Bank of Mexico has tightened policy gradually for nearly two years and delivered its latest rate hike on June 22.
Since our Monetary Indicator for Mexico remains above zero, a continuation of the cycle seems justified.
Monetary conditions have become steadily more restrictive in recent months as the rate increases keep coming. The
stabilisation of the peso is another contributing factor. On the other hand, inflationary pressures have been stoked by
fairly strong nominal demand growth.
Assuming further gradual monetary tightening, we expect Mexican inflation to peak at about 6.5% at the end of 2017,
and thereafter decline towards Banxico’s 3% target. We forecast price growth at 6.0% this year, 5.5% in 2018, and
4.1% in 2019.
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Bank of Russia
CBR on track to hit the 4% inflation target
•
•
•

Russian monetary conditions have been tightening gradually since 2012, and our composite indicator is now in a
range we believe to be compatible with a broadly neutral policy stance.
Over the past year, both broad money and nominal demand have grown at policy-consistent rates. These sub-indicators suggest that the Russian central bank (CBR) will hit its 4% inflation target in the medium term.
However, a major downside risk comes from the Russian ruble’s surge over the past year. Even adjusted for rising oil
prices, the ruble’s significant appreciation has tightened monetary conditions. In recent months, the Russian authorities have started intervening in the FX market to curb these deflationary pressures.
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South African Reserve Bank
South African inflation headed towards 4.5%
•

•
•

Historically, the South African Reserve Bank (SARB) has rather consistently kept monetary conditions too easy to hit
the midpoint of its inflation target range (3-6%). However, since 2014, our composite indicator for South African
monetary conditions has fallen (tightened) and is now close to zero.
Consequently, under current conditions, inflation should slow towards 4.5% over the medium term. Our South African inflation forecast is for 5.8% this year, 5.3% in 2018, and 4.8% in 2019.
Softer growth in both broad money supply and nominal demand (nominal GDP) present some downside risk to the
inflation outlook.

Composite indicator

Inflation (%y/y)

Broad money supply (%y/y)

Nominal demand (%y/y)

Exchange rate development (%y/y)

Key policy rate (%)

Markets & Money Advisory

33

Central Bank of Tunisia
CBT weathers currency weakness to keep inflation on track
•

•

•

Perhaps surprisingly, the Central Bank of Tunisia has done a good job of ensuring nominal stability in recent years,
despite the generally challenging political and economic situation in the country. Morever, this has been achieved
without an explicit monetary policy target.
If an implicit inflation target of 4% is assumed for quantifying Tunisian monetary conditions, they have remained
very stable since 2013. Our composite indicator is very close to zero, suggesting that inflation should return to close
to 4% in the next 2-3 years.
Based on current monetary conditions and recent trends, we forecast Tunisian inflation at 4.7% in 2017, 4.4% in 2018
and 4.2% in 2019.
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Central Bank of the Republic of Turkey
Is the TCMB’s de facto inflation target 7%?
•

•
•

Since 2011, our Monetary Indicator for Turkey has fluctuated around 1.0 – indicating monetary policy is too lax for
the central bank to hit its 5% inflation target. Furthermore, the sharp sell-off in the Turkish lira has pushed Turkish
inflation close to 12% this year.
While monetary conditions remain too easy, we expect price growth will start to subside next year. Our forecast is for
Turkish inflation to decline from 11.6% in 2017 to 10.7% in 2018 and 8.0% in 2019.
A key consideration is the sharp increase in political risk in Turkey, which will likely slow trend growth in the economy. This could make it even harder for the TCMB to keep inflation close to the target.
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Inflation overview
Target

Latest

2017

2018

2019

Monetary superpowers
China

3.0

1.5

1.8

2.2

2.7

Eurozone

2.0

1.4

1.9

2.1

2.0

Japan

2.0

0.4

0.6

0.9

1.1

Switzerland

1.0

0.5

0.7

1.0

0.8

UK

2.0

2.9

2.7

2.8

2.4

US

2.0

1.5

1.6
Scandies

1.7

1.8

Iceland

2.5

1.7

2.0

2.5

2.9

Norway

2.5

1.5

1.5

1.5

2.1

Sweden

2.0

1.9

2.0

2.2

2.2

Central and Eastern Europe
Czech Republic

2.0

2.4

2.6

2.7

2.3

Hungary

3.0

2.1

2.7

3.0

3.0

Poland

2.5

1.9
2.3
2.5
Other developed markets

2.2

Australia

2.5

2.1

2.1

2.1

2.1

Canada

2.0

1.8

1.8

1.8

1.9

Israel

2.0

0.8

0.7

1.2

1.7

New Zealand

2.0

2.2

2.2

2.2

2.1

Singapore

2.0

0.7

0.8

1.1

1.4

South Korea

2.0

2.0

2.2
Emerging markets

2.3

2.1

Argentina

10.0

24.0

23.3

21.3

19.1

Brazil

4.5

3.6

4.0

4.0

4.8

Egypt

10.0

31.5

29.5

22.9

15.8

Mexico

3.0

6.2

6.0

5.5

4.1

Russia

4.0

4.0

4.2

4.0

4.1

South Africa

4.5

5.4

5.8

5.3

4.8

Tunisia

4.0

4.8

4.7

4.4

4.2

Turkey

5.0

11.7

11.6

10.7

8.0
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Methodology
For all 26 countries analysed in the Monitor, we examine four monetary indicators – money supply,
nominal demand, the exchange rate and interest rates – comparing their development with what we
believe to be consistent with the given central bank’s inflation target.
In the case of money supply, this means that we determine what rate of expansion is consistent with
the central bank’s inflation target, given the trends in real GDP growth and money velocity. If the
actual money supply growth rate is faster than our ‘policy consistent’ growth rate, then monetary conditions are too easy.
We have then calibrated the four indicators individually, so a ‘zero’ score is the policy consistent
monetary stance, while the range between -0.5 and +0.5 is classified as a ‘broadly neutral’ monetary
policy stance.
The graphs for each of the four sub-indicators present the year-on-year growth of the given indicator,
our calculated policy consistent growth rate, and the gap between the two. The gap is a measure of
both the present and historic deviation from the policy consistent rate, taking into account the trend in
recent years.
It should be noted that some local variation exists for the measures of monetary indicators. For example, in the United States we use Divisia M4- for broad money supply growth, while in the Eurozone
we use M3.
For nominal demand growth, we generally use nominal GDP growth. However, in some countries we
believe there are other measures that describe nominal demand growth better or with higher frequency.
For example, Private Consumption Expenditure in the US is both strongly correlated with nominal
GDP growth and available on a monthly basis.
In terms of exchange rate developments, we focus on nominal effective exchange rates where available. For countries where this is not possible, we focus on exchange rates versus the US dollar and/or
the euro. For commodity exporting countries like Russia or Norway, we correct exchange rate movements for commodity (oil) prices. This allows us to isolate currency changes driven by monetary factors from those determined by supply side factors.
For interest rates in individual countries, we generally use the key policy rate. In certain instances,
such as Singapore, short-term money market rates are analysed instead.
A complete overview of measures used for each country can be found on the List of variables page.
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List of variables
Broad money supply

Nominal demand

Exchange rate

Policy rate

Inflation

Monetary superpowers
China

M2

Nominal GDP

Nominal effective

3 months deposit rate

CPI

Eurozone

M3

Nominal GDP

Nominal effective

Main refinancing operations rate

HICP

Japan

M3

Nominal GDP

Nominal effective

Basic discount & basic loan rate

CPI

Switzerland

M3

Nominal GDP

Nominal effective

3 month LIBOR

CPI

Divisia

Nominal GDP
Personal consumption
expenditures excl. food
and energy

Nominal effective

Bank rate

CPI

Nominal effective

Federal funds target rate

PCE Core

UK

Divisia M4US

Scandies
Iceland

M3

Norway

M2

Sweden

M3

Nominal GDP

Nominal effective

Nominal GDP (mainland) Nominal effective (export price adjusted)
Nominal GDP

Nominal effective

Collateralised lending rate

CPI

Sight deposit rate

CPI-ATE

Repo rate

CPIF

Central and Eastern Europe
Czech Republic

M3

Nominal GDP

Nominal effective

2 week Repo rate

CPI

Hungary

M3

Nominal GDP

Nominal effective

Base rate

CPI

Poland

M3

Nominal GDP

Nominal effective

Reference rate

CPI

Other developed markets
Nominal effective (export price adjusted)

Cash rate target

CPI

Nominal effective (export price adjusted)

Overnight target rate

CPI

M2

Nominal GDP
Household consumption
expenditures
Nominal GDP

Nominal effective

Headline rate

CPI

Broad money supply

Nominal GDP

Nominal effective

Official cash rate

CPI

Singapore

M3

Nominal GDP

Nominal effective

3 month interbank rate

CPI

South Korea

M3

Nominal GDP

Nominal effective

Base rate

CPI

Australia
Canada
Israel
New Zealand

M3
M3

Emerging markets
Argentina

M3

Nominal GDP

Nominal effective

7 day Repo rate

CPI

Brazil

M3

Nominal GDP

Nominal effective (export price adjusted)

SELIC target rate

IPCA

Egypt

M2

Nominal GDP

Nominal effective

Discount rate

CPI

Mexico

M3

Nominal GDP

Nominal effective

Interbank 91 day rate (TIIE)

CPI

Russia

M2

Nominal GDP

Nominal effective (export price adjusted)

Refinancing rate

CPI

South Africa

M3

Nominal GDP

Nominal effective

Repo rate

CPI

Tunisia

M3

Nominal GDP

USD/TND

Money market average (TMM)

CPI

Turkey

M2

Nominal GDP

Nominal effective

1 week Repo rate

CPI
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Disclaimer
This research report has been prepared by Markets & Money Advisory. It is provided for informational
purposes only. It does not constitute or form part of, and shall under no circumstances be considered
as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments
The research report has been prepared independently and solely on the basis of publicly available
information that Markets & Money Advisory considers to be reliable.
The opinions expressed herein are the opinions of the analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change, and Markets &
Money Advisory does not undertake to notify any recipient of this research report of any such change
nor of any other changes related to the information provided in this research report.
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