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The euro is an important part of
global payments

The EU and euro area are actively
involved in global trade

Avots: ECB, Eiropas Komisija

Euro is the second most important currency globally

More than 347 million people use
the euro in their everyday
payments
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What is inflation and 
why does 2% matter?
• The primary objective of the ECB is to 

maintain price stability.
• Inflation is the general rise in prices of 

goods and services over time, reducing 
the purchasing power of money.

• Price stability is interpreted as an annual 
inflation rate of 2% in the medium term.

• Inflation is determined based on the 
Harmonized Index of Consumer Prices 
(HICP).
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What are the tools at the ECB's disposal?
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Conventional instruments Unconventional instruments 

Reserve 
requirements 

Asset 
purchase 
programs 

(APP) 

Additional 
liquidity 

operations 
(TLTRO) 

Forward 
guidance 

Key policy 
interest rates 

Refinancing 
operations



Eurozone annual inflation (%)
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FRS mērķa likme ECB galvenā politikas likme

Anglijas Bankas politikas likme

7 Avots: Eurostat, Bloomberg.

Euro area growth is expected to remain subdued, while inflation 
has risen, prompting major central banks to consider further 
interest rate hikes
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What is monetary policy transmission and how does it work? 

• Monetary policy transmission is the 
process through which central bank 
decisions affect financial markets, 
economic activity and ultimately inflation.
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What is monetary policy transmission and how does it work? 
(con't)

• When a central bank makes changes 
to its key policy interest rates, money 
market interest rates change 
accordingly. 

• Frequently the decisions and the 
information provided by central banks 
affects the expectations of the 
economic outlook as well as future 
interest rates. 
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What is monetary policy transmission and how does it work? 
(con't)

Changes in interest rates and 
expectations are reflected across 
different financial market segments. 

For example (ceteris paribus), when the 
central bank raises interest rates: 
• Borrowing costs increase 
• Bank financing becomes less available 
• Asset prices decline 
• The exchange rate appreciates 

(interest rate parity) 
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What is monetary policy transmission and how does it work? 
(con't)

• Afterwards the effects are transmitted 
from the financial markets to the 
real economy.

• Expectations about the future affect 
wage negotiations, procurement 
prices and eventually prices in stores. 

• At the same time higher interest rates 
and limited credit supply dampens 
economic activity. 
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What is monetary policy transmission and how does it work? 
(con't)

• If interest rates rise and the euro 
appreciates: 

• Importers benefit (imports become 
cheaper) 

• Exporters face challenges (exports 
become more expensive 

• Rising rates reduce demand. Firms try 
to maintain market share by 
competing on prices or lowering them. 

• Softer price increases (or even price 
decreases) results in lower wage 
pressures. Consequently, inflationary 
pressures decrease as well. 



Interest Rates on New Loans to Businesses and Households (%, 3-m. avg.)
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13 Avots: Latvijas Banka, ECB

Lending rates in Latvia responded rapidly to ECB rate hikes



Overnight Deposits Total Deposits (Weighted Average)

14 Avots: ECB SDW

Deposit rates also increased, but more slowly than lending rates

Interest Rates on Outstanding Deposits in Euro Area Countries (%, 3-m. avg.)
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EA GDP (%; q-o-q) ECB Wage tracker (y/y, %) 

15 Source: Eurostat, ECB

Economic growth remained weak, while wage growth stayed 
elevated.
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16 Avots: Financial Times, Global Trade Alert 

Geopolitical tensions create new challenges for monetary policy



Brent Crude Oil Spot and Futures 
Prices (USD/ bbl)

Dutch Natural Gas Spot Prices 
(EUR/MWh)

17 Avots: LSEG, FAO

Energy and commodity prices have become increasingly volatile

Food Prices (FAO index, 2016=100)
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Brent price Brent Futures
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Eurozone annual inflation decomposition (% un pp)
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Pakalpojumi Pārtika Enerģija Rūpniecības preces Inflācija kopā

18 Avots: Eurostat, Bloomberg.

Inflation is expected to rise in the short term. Should the ECB 
raise interest rates?



What have we learned?

✓ What is inflation, and why does the ECB 
target 2%?

✓ How do ECB interest rate decisions affect 
the economy?

✓ Why are monetary policy decisions not 
always straightforward?
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zinātniski pētniecisko darbu 
konkurss | Makroekonomika
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Thank you!

Presentation will be available on 
www.makroekonomika.lv
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