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Neutral interest rate: ECB
models and dot plot

The “neutral interest rate” is becoming the focus of discussions about the ECB’s future
course. ECB models place the neutral interest rate in a range between 2% and 3%, and
most ECB Governing Council members also see it at 2% to 2.75% according to our dot
plot. We assume that the central bankers will lower the deposit rate to the lower end
of this range in view of economic concerns. Most central bankers do not want to go
below the neutral interest rate.

Even if the neutral interest rate is a vague concept, most central banks and ECB
Governing Council members have it in their toolbox in order to at least get a feel for
where the interest rate could lie at which the economy grows without tension and
inflation settles at 2% in the long term. President Lagarde also stated at the press
conference after the last interest rate meeting that the neutral interest rate would be
discussed in the coming months.

ECB study points to 2% to 3%

At the beginning of 2024, ECB economists discussed in a study where the natural
interest rate could lie according to various concepts. The ECB uses a series of semi-
structural models and dynamic stochastic general equilibrium models for this purpose,
with only the median of the results of the respective model class shown in Chart 1. So far,
the ECB has not published any updates for the two model classes mentioned, which is
why the results are only available until the fall or the end of 2023. However, the results
of at least the semi-structural models are quite stable over time, which is why the level
of the estimated neutral interest rate is unlikely to have changed significantly up to the

current margin.

At the same time, the ECB derives an estimate of the neutral interest rate from the
futures markets. This is the market's perception of the one-year interest rate in nine
years' time. This market-based estimate based on overnight index swaps (OIS) was once
cited by Governing Council member Villeroy as an acceptable approximation for the
natural interest rate. Last but not least, the ECB economists have compiled estimates of
the natural rate of interest from the Survey of Monetary Analysts (SMA) and Consensus
Economics.[1] We were easily able to bring these two data series up to date.

All in all, the results suggest that the equilibrium nominal interest rate is likely to be
between 2% and 3%. In comparison, our own methodology is based on the “golden rule
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of capital accumulation” developed by Edmund Phelps and our estimate of the neutral
interest rate is at the upper end of the range.[2]

Chart 1 - ECB models point to a neutral interest rate of between 2% and 3%
Estimates of the neutral interest rate based on the futures markets (OIS), the median
of several semi-structural models, general equilibrium models (DSGE), surveys and
Commerzbank estimates, in percent
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Die Meinungen der EZB-Ratsmitglieder in einem Dot-Plot

Apart from the ECB economists, the members of the Governing Council, of course, have
their own assessments of the neutral interest rate. Based on their statements (Annex 1),
we have drawn up a dot plot along the lines of the Federal Reserve, in which we indicate
which Council member has given which specific assessment for the neutral interest rate.
While some Council members pin it down to a single number, others give ranges, which
we show in our chart as several dots in 25 basis point increments. Overall, most central
bankers see the neutral interest rate between 2% and 2.75% (Chart 2).
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Chart 2 - Most Council members place the neutral interest rate at 2% to 2.5%
Governing Council members' perception on the neutral interest rate according to their
speeches, comments and interviews since May 2024, in percent
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Overall, the assessments of the ECB Governing Council members are largely in line with
those of the ECB economists. Even if individual models - as well as Council member
Centeno - estimate a lower neutral interest rate, these are likely to be tail phenomena.
Instead, a consistent range of between 2% and 2.75% can be assumed.

2% key interest rate quite realistic

We assume that the central bankers will lower the key interest rate to 2% - i.e. the lower
end of the range - in the coming months. The general view in the ECB Governing Council
is that the inflation target should be achieved in the foreseeable future. This would allow
the central bank to support the economy, which is of particular concern to the monetary
policy doves who hold a clear majority in the ECB Governing Council.

At the same time, however, the scope for even lower interest rates is likely to be limited.
The market is currently anticipating an ultimate key interest rate of 1.75%, and two
central bankers - Villeroy and Panetta, who place the neutral interest rate in a range of
2% to 2.5% - do not want to categorically rule out the possibility of the key interest rate
falling below the neutral interest rate (Annex 2). However, seven other Council members
have already specifically stated that the neutral interest rate should not be undercut. On
top of that, it should be hard to convince the monetary policy hawks in particular.

Annex 1: Concrete statements of the Governing Council members on the neutral

interest rate

®* Makhlouf (23.12.2024): Interest rates would be cut to neutral. “I couldn’t tell you whether that will be at 2.75, at 2.5 or at 2.25” The
1.75% anticipated by financial markets went too far, he indicated. “People who are saying that [the neutral rate is] below 2% are

probably ahead of themselves.”

* Nagel (20.12.2024): “We can certainly go a little lower in interest rates, and in the first half of 2025 we may reach a neutral level

without risking a rise in inflation.” [Based on market expectations that interest rates will be cut at every meeting, we interpret this

as a range between 2.25% and 2.75%.]
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® Centeno (19.12.2024): "The neutral rate could be between 1.5% and 2%."
® Simkus (19.12.2024): "1.75% is below neutral rate.”
* Kazimir (17.12.2024): "Will discuss neutral rate once we near 2.5%."

® Rehn (17.12.2024): "Interest rates likely to reach neutral in TH 2025." [Based on market expectations that interest rates will be cut at
every meeting, we interpret this as a range between 2.25% and 2.75%.]

* Wunsch (16.12.2024): "Finding where the neutral level is would be a matter of “trial and error” and there could be shocks that lead
this level to be above or below 2%."

® Schnabel (16.12.2024): "For example, given the notable increase in real short-term rates expected to prevail in the distant future,
which are often taken as proxies for the natural rate, the policy stance today may already be in neutral territory, as real spot rates
have started to fall below their equilibrium levels (Chart 3)."”

Chart 3 - According to Schnabel, neutral interest rate already reached
Difference between the real yields of the Ty overnight index swaps (OIS) and the 1yQy OIS, in percentage points
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® Kazaks (13.12.2024): "The neutral rate r*, ..., is, in my opinion, closer to 2% than to 3%. So a significant reduction in rates is still
necessary.”

* Villeroy (13.12.2024): "ECB rates remain significantly above neutral.”

® Vasle (25.10.2024): "We're approaching top of neutral rate range.”

* Panetta (23.10.2024): "ECB sill far away from neutral rate.” [We interpret this as a range between 2% and 2.5%.]
e Knot (24.09.2024): "l see rates settling at a more natural level somewhere in the 2% range.”

®* Holzmann (13.09.2024): "Holzmann argued that 2.5 per cent was probably close to the so-called neutral rate, a level of monetary
policy that is neither stimulating nor slowing down the economy.”

® Simkus (3.9.2024): "The interval [of the natural rate] from 2% to 2.5% is quite narrow. | still think that it’s somewhere there, but
what’s even more important is to stabilize inflation at 2%, wherever the neutral rate is.”

® Stournaras (1.8.2024): "There is clear evidence that the neutral interest rate was trending down before the pandemic. | believe that
it will be close to, but above pre-pandimic level sin the future - somewhat above 0% in real terms.”

* Villeroy (28.5.2024): "We are still actively fighting inflation untijlwe reach the neutral rate. By most estimates it ranges in nominal
terms between 2 and 2.5%."
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(back to the text)

Annex 2: Council members' intentions with regard to interest rates

® Patsalides (19.12.2024): "Going below the neutral rate would imply that we are undergoing a recession or that a severe recession is
projected.”

® Simkus (19.12.2024): "Best to keep consistent pace toward neutral.”

°* Wunsch (16.12.2024): "There is relatively broad consensus that we need to remove restriction and probably go to something that is
close to neutral.”

® Kazaks (15.12.2024): "ECB should be cautious about taking rates below neutral.”

* Nagel (04.12.2024): "ECB shouldn’t cut interest rates below neutral.”

* Villeroy (28.11.2024): "Rates should clearly go to neutral level... Wouldn't exclude rates below neutral level.”
® Schnabel (27.11.2024): "ECB can gradually move rates to neutral, not lower.”

® Kazaks (24.10.2024): "Don’t need to go significantly below neutral rate now."”

® Panetta (23.10.2024): "Can’t exclude that ECB must go below neutral”

(back to the text)

[1] Survey-based estimates include the following: the estimate from the Survey of Monetary Analysts, which is the median of respondents’ long-run expectations regarding the
ECB'’s deposit facility rate, less expectations of inflation in the long run (starting in the second quarter of 2021); and the Consensus Economics estimate, which is the expected
three-month interbank rate ten years ahead, less expectations of inflation in the long run. [back to the text]

[2] According to this rule, the equilibrium real interest rate corresponds to the real growth potential of an economic area, which we see at around 1% for the eurozone. Adding an

inflation rate of 2%, this corresponds to a nominal equilibrium interest rate of 3%. [back to the text]
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