THE RIPPLE EFFECT:
How shifts in interest rates impact the economy

Interest rates might seem like the dry bread of financial topics, but their influence is pervasive. When
central banks adjust these rates, it's like throwing a stone in a pond—ripples spread far and wide,
touching everything from inflation to your savings account. Let's explore how these shifts shape both the
broader economy (macroeconomics) and our personal finances (microeconomics).

Macroeconomic effects of shifts in interest rates

Picture interest rates as a powerful lever that central banks, like the Federal Reserve or the Bank of
Canada, use to guide the economy. When these rates move, they set off a chain reaction affecting
various economic facets. Here's how the ECB (European Central Bank) interest rates have been over
the past 25 years. Each point represents a rate change:

The ECB interest rate over time
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Firstly, consider consumption, a major driver of economic activity. Low interest rates make borrowing
cheaper, encouraging consumers to splurge on homes, cars, and other big-ticket items, while
businesses are tempted to expand. This surge in borrowing and spending fuels economic growth.
Conversely, higher rates make loans pricier, cooling down spending and, consequently, economic
growth. All of this is related to inflation which is another key player. When inflation heats up, central
banks often raise interest rates to make borrowing more expensive and saving more attractive, thereby
slowing down spending and cooling inflation. On the flip side, if inflation is too low, lowering interest
rates can stimulate spending and investment, gently nudging inflation upward.



Correlation between inflation and interest rates
12.0%

10.0%
8.0%
6.0%

4.0%

W

O D DN N O VO AN AN A SN O DB O A DD O NN O N B
D DT T PCT AT N "N TN PPN N NN
S FE S EAREN ENREN ENREN EANEN S B

o)
NG NG ¢

Q&
S >

D ad
oS S

v

e |nflation leve| e=m——FECB rate

Source: ECB Data Portal

This graph shows the evolution of inflation in Europe crossed with the ECB's interest rate level. In 2020,
with the impact of the COVID-19 pandemic, inflation rises sharply, reaching peaks of over 10% in 2022.
The ECB gradually raises interest rates from 2021 onwards to counter this high inflation. This period
shows a typical ECB response to high inflation by raising interest rates in an attempt to bring it under
control.

Then, these movements in consumption and inflation directly impact employment levels. Lower rates
spur economic activity, increasing demand for labor and reducing unemployment. Higher rates can stifle
business investments and consumer spending, potentially leading to higher unemployment as
companies cut costs. Investment flows will also react. Lower rates make traditional savings less
appealing, driving investors towards equities and riskier assets in search of better returns. Higher rates,
however, make savings and bonds more attractive, diverting money from stocks and reducing market
activity. This shift illustrates how interest rates can redirect the flow of capital within the economy.

Government fiscal policies aren't immune either. Lower rates reduce borrowing costs for
governments, encouraging spending on public projects. Higher rates, on the other hand, increase these
costs, potentially leading to tighter government budgets. It influences everything from infrastructure
projects to social programs.

All these changes create a domino effect across the global economy. These broad macroeconomic
shifts underscore the pivotal role interest rates play in maintaining economic stability and growth.



Microeconomic Effects of Shifts in Interest Rates

While the macroeconomic impacts of interest rate changes are profound, the microeconomic effects are
equally significant, directly affecting our individual and household finances. Higher interest rates make
loans for homes, cars, and other major purchases more expensive, leading to higher monthly payments
and greater overall costs over the loan's life, influencing personal financial decisions.

Savings and investments feel the impact too, as higher rates mean better returns on savings accounts,
CDs, and other interest-bearing options, encouraging more saving. However, lower rates push people
towards the stock market or other investment vehicles in search of higher yields, showing how interest
rates shape financial planning strategies. Picture it as a financial seesaw, tipping back and forth based
on rate changes. Purchasing power is then also tightly linked to interest rates since high rates can curb
consumer spending by making credit pricier, which can slow inflation and stabilize prices. Yet, if rates
are too high, they can erode overall spending power, slowing economic growth, whereas lower rates
boost borrowing and spending, stimulating economic activity but risking higher inflation if the economy
overheats. This balance between rates, spending, and inflation illustrates the delicate dance central
banks perform to manage the economy.

Retirement planning is also critical, as lower rates make it tough to achieve desired returns on
retirement savings, potentially forcing people to save more or work longer. Conversely, higher rates
offer better returns on conservative investments, helping to grow retirement funds more effectively,
highlighting how long-term financial goals are shaped by interest rate shifts.

In essence, interest rate shifts don't just send ripples; they create waves that touch every corner of our
financial lives, emphasizing the vital role these rates play in both macroeconomic stability and personal
financial health. So next time you hear about a rate change, remember, it's not just dry economic
policy—it's the rhythm of our financial lives, dancing to the beat of central banks.



