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ECB: action possible, but confidence should prevail   

● Another sharp fall in inflation in March has put the European 
Central Bank’s (ECB) inflation forecasts at risk and increased the 
chance of further monetary stimulus. However, as the recovery has 
strengthened and broadened this winter, we expect the ECB to 
maintain its stance. 

● The risk is clear: Headline inflation fell to 0.5% in March, the lowest 
since 2009. That presents a serious risk for both the ECB’s 1.0% 
inflation forecast for 2014 and the recovery of the inflation rate 
towards the 2% target by the end of 2016. The likelihood that 
inflation expectations will follow actual inflation downwards rises the 
longer that low inflation prevails. That could risk perpetuating the 
target undershoot. 

● On the other hand, the recovery strengthened in March despite 
emerging-market turbulences, the Crimean crisis and the strong euro. 
Eurozone economic sentiment rose further above its long-run 
average. Core and periphery economies are both expanding faster. 

● Low inflation is helping the recovery at the moment, with consumer 
confidence rebounding particularly strongly and retail sales in 
Germany heading for their strongest quarter since the post-Lehman 
rebound. Outright deflation in the Eurozone is thus an extremely 
remote tail risk. 

● The recovery is beginning to erode slack in the economy and thus 
ease disinflationary pressures. In Germany, the unemployment rate is 
roughly 1.5pcp below the non-accelerating inflation rate of 
unemployment (NAIRU), even as the cyclical upswing is just 
beginning. The current wave of strikes for higher pay highlights that 
wages could rise faster soon. 

● Discussions in the Governing Council are likely to be heated 
once again. Even the hawks among ECB policy makers last week 
highlighted that many tools, from rate cuts to outright Federal 
Reserve-style quantitative easing, will be on the table. ECB President 
Mario Draghi has shown as recently as November last year that he can 
get the Council to act if the data constellation warrants it. 

● On balance, however, we expect the ECB’s confidence in the 
recovery to prevail and see only a one in three chance of more 
action. If there is more action, a modest rate cut in the main rate 
would be the most likely tool, with a negative deposit rate or an end to 
SMP sterilisation also possible. 

● The ECB will probably keep some powder dry to respond to 
potential negative external shocks emanating from the Crimean crisis, 
more emerging-market turbulence or further strengthening of the 
euro. Quantitative easing remains a weapon of last resort. 

● Instead, the ECB will continue its verbal intervention against 
euro strength, showing off the ECB’s monetary policy arsenal and re-
affirming the central bank’s readiness to act if necessary.  
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Inflation drop reflects past, future is brighter 

The sharp drop in Eurozone headline inflation to 0.5% yoy in March is 
grabbing the headlines. At its lowest level since October 2009, it fuels 
deflation fears. Although these are considerably overdone, in our view, very 
low inflation makes the continued competitive rebalancing within the 
Eurozone more difficult and risks leading to lower inflation expectations, 
which could perpetuate the inflation target undershoot. 

Very low inflation is an after-effect of the euro crisis. The long recession 
has led to very high unemployment rates in many countries. This slack is 
greatest in the crisis countries (see Chart 1). The tax increases and 
government spending cuts imposed in the last few years have weighed on 
domestic demand, further diminishing upward price pressures. This is why 
the crisis countries feature at the bottom of the range of inflation rates in 
the Eurozone, with Spain reporting -0.2% harmonised index of consumer 
prices (HICP) inflation in March, for example. 

But a large degree of slack is far from universal in the Eurozone. 
Germany’s unemployment rate of 5.0% on the harmonised measure is 1 to 
1.5% below the NAIRU as calculated by the Organisation for Economic 
Co-operation and Development (OECD, see Chart 1). The ongoing strikes 
of its public sector workers and pilots, who are demanding 7-10% higher 
wages, highlight the tight labour market in the Eurozone’s core. The 
discrepancy between inflationary pressures between the core and the 
periphery is desired as it facilitates the competitive rebalancing of the 
currency union. 

The overall inflation rate is likely to stabilise soon. The recovery is gaining 
pace and becoming more balanced (see Chart 2). The EU Commission’s 
economic sentiment survey rose further above its long-run average of 100, 
reaching 102.4 in March. We expect growth to slightly exceed the ECB’s 
1.2% forecast for 2014. Economic slack will diminish faster and eventually 
start normalising inflation, as it usually does. Once the clean-up of the 
banking sector is completed with the ECB’s asset-quality review and stress 
test this year, the credit cycle should also kick in and support more-normal 
money growth.  

 

 

 

Sharp fall in inflation increases 
chance of policy action 
 
 
 
 

Inflation is a lagging indicator 
reflecting the euro crisis aftermath 
 
 
 
 
 
 

Large slack not universal in 
Eurozone 
 
 
 
 
 
 

Recovery will lead to inflation 
rebound over time 

 

Chart 1: Ample slack Chart 2: But recovery heralds inflation rebound 

  
Difference between OECD-estimates of NAIRU and Berenberg 
unemployment forecasts. Sources: OECD, Berenberg forecasts 

EU Commission economic sentiment indicator (left-hand scale), HICP 
inflation, yoy %, (right-hand scale). Source: Eurostat, EU Commission. 
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What if? Long list of policy options 

The sharp drop in inflation in March could trigger a heated debate about 
additional easing action again. The list of tools is long. These are the key 
ones, with a brief description of their pros and cons. 

Rate cut: With the main rate at 0.25%, the scope for further rate cuts is 
limited. Another cut to 0.1% would be the least controversial, reducing the 
funding costs of those banks still borrowing large amounts from the ECB. 
However, it is unlikely to be a game changer. The effect on the real 
economy would be small, but the signal a rate cut would send should not be 
underestimated. Furthermore, a potential weakening of the exchange rate 
might boost export chances and import prices and, thus, inflation. 
Probability: 33%. 

End of SMP sterilisation: The ECB is currently sterilising the remaining 
stock of €176bn of Italian, Spanish, Greek, Portuguese and Irish sovereign 
bonds by inviting banks to deposit an equivalent amount with the ECB for 
one week each week. This facility is remunerated at roughly the main 
refinancing rate, i.e. 0.25%. Since the bonds have a much longer maturity 
than the deposit facility, SMP currently acts like a mini version of the US 
Federal Reserve’s former “Operation Twist” programme. By suspending 
the sterilisation, the ECB would turn SMP into a “mini QE”, which could 
exert downward pressure on short-term interbank rates. Banks would have 
to deposit the funds at the ECB at the deposit rate, i.e. 0%. That might 
tempt them to look for other places to deposit the money and stimulate 
more interbank lending. The drawbacks are that: (1) banks might repay the 
excess liquidity quickly; and (2) short-term interbank rates are already very 
low so the impact would be small. Probability: 30%. 

Negative deposit rate: Cutting the deposit rate to negative would penalise 
banks for holding excess liquidity. The desired effect is to spur banks to try 
to lend the funds to each other and thus lead to even lower interbank-rates. 
The drawbacks are that: (1) banks may instead further reduce the amount 
they borrow from the ECB, accelerating the decline of excess liquidity; (2) 
banks may pass on the cost of keeping deposits at the ECB to clients and 
thus increase borrowing costs; and (3) short-term interbank rates are 
already very low, so the impact would be small. Probability: 20%, although 
policymakers such as Austria’s Ewald Nowotny have mentioned it in recent 
interventions. 

Targeted long-term refinancing operation (LTRO): This would involve 
offering cheap long-term loans for banks with restricted collateral eligibility 
(like the Bank of England’s “funding for lending” scheme) – for instance 
no sovereign bonds, or varying interest rates according to maturity. During 
the December 2013 press conference, ECB President Draghi seemed to 
suggest that future cheap loans to banks would be more targeted than the 
three-year loans of 2011/2012. He criticised the banks for investing most of 
the funds into government bonds, which meant little had reached the real 
economy. He also vowed that the ECB would not subsidise banks’ capital 
formation and, thus, profits. Targeted LTROs may not be very attractive 
for banks, however, and therefore too small to constitute a significant 
easing. Targeted LTROs could have non-linear effects across countries due 
to different collateral availability. Probability: 10%. 

Super-LTRO: The ECB could offer new, cheap, very long-term loans to 
banks as a successor to the expiring LTROs. The drawbacks are: (1) with 
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banks currently repaying the existing loans, demand for new ones may be 
low; and (2) the ECB itself sees a risk that super-LTROs could subsidise 
bank profits without reaching the real economy. Probability: 10%. 

Easing collateral requirements: Over the course of the euro crisis, the 
ECB repeatedly allowed additional collateral for its cheap loans or eased 
requirements and reduced haircut. As concerns about the quality of some 
of the collateral mounted, however, the easing stopped. Neutral moves like 
easing requirements on certain types of asset-backed securities (ABS), such 
as those backed by loans to SMEs, while tightening those on other assets, 
are still possible. Probability: 10%. 

Targeted asset purchases: Last summer ECB President Draghi hinted at 
the possibility of the ECB buying ABS to ease monetary conditions in the 
future. In the absence of a liquid and transparent Eurozone ABS market, 
the ECB and the European Investment Bank together launched the ABS 
initiative. Asset purchases, however, remain a tool for the future. More 
likely is a re-activation of covered bond purchases, of which the ECB 
already bought €70bn in two waves during 2010-2012. The impact on the 
real economy was small at the time, and is unlikely to be much greater this 
time. Probability: 10%. 

QE: This is the ultimate tool to influence interest rates and inflation 
expectations when interest rates reach the zero bound. The ECB would 
probably buy bonds of all member states, according to the share in GDP or 
bonds outstanding. Long a taboo, the apparent success of QE in the US, 
the UK and Japan has reduced the ECB Governing Council’s aversion to it, 
as Bundesbank President Jens Weidmann’s intervention last week 
highlighted. The German constitutional court’s rejection of outright 
monetary transactions (OMT) has made QE a viable option as an 
emergency intervention tool should bond markets become more turbulent. 
The ECB will probably exhaust all other options in its tool kit before it 
resorts to QE, which would still be highly criticised in many core Eurozone 
countries. Probability: 10% 

OMT: The ECB’s elegant safety net can only be activated for countries 
with bail-out packages, including a primary market purchase facility. 
Currently no country has such a programme. Furthermore, the German 
constitutional court’s objections raise doubts about whether the German 
Bundestag might veto any rescue package that would create the pre-
conditions for OMT. Probability: 0%. 

 

Conclusion 

We expect the ECB’s trust in the still nascent, but increasingly 
strengthening and broadening, recovery to prevail at the meeting. But the 
sharp drop in inflation to 0.5% in March has raised the likelihood of action 
to 33% again, with a modest main rate cut to 0.1% the most likely step. In 
November last year, a sharp drop in inflation triggered a surprise rate cut. 
This time, however, the recovery looks much more solid, so that we see a 
66% chance that the ECB will maintain its current policy. 
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Disclaimer 
 
 

Please note: 

For disclosures, historical price targets and rating changes pertaining to the 
companies included in this publication as well as analyst certifications, 
please visit the disclosure listing page of Joh.Berenberg, Gossler & Co. KG 

(hereinafter referred to as “the Bank”) on the website at: 

https://www.berenberg.de/cgi-
bin/compliance.cgi?rm=comp_start&lang=englisch 

or refer to our research comments and reports which are available for 
download (password required) at: 

https://www.berenberg.de/cgi-bin/crm.cgi?rm=login&lang=englisch 

or on demand (crm@berenberg.de). 

Please note that the disclosures, historical price targets and rating changes 
reflect the status of the most recently published comments or reports on the 
companies. 
 

 

 

Valuation basis/rating key 

The recommendations for companies analysed by Berenberg’s Equity Research 
department are made on an absolute basis for which the following three-step rating 
key is applicable: 

Buy:  Sustainable upside potential of more than 15% to the current share price 
within 12 months; 

Sell: Sustainable downside potential of more than 15% to the current share 
price within 12 months; 

Hold: Upside/downside potential regarding the current share price limited; no 
immediate catalyst visible. 

NB: During periods of high market, sector, or stock volatility, or in special 
situations, the recommendation system criteria may be breached temporarily. 
 

 

Competent supervisory authority 

Bundesanstalt für Finanzdienstleistungsaufsicht - BaFin - (Federal Financial 
Supervisory Authority), 

Graurheindorfer Straße 108, 53117 Bonn and Lurgiallee 12, 60439 Frankfurt am 
Main, Germany 
 

 

General investment-related disclosures 

The Bank has made every effort to carefully research all information contained in this 
document. The information on which the research note is based has been obtained 
from sources which the Bank believes to be reliable such as, for example, Thomson 
Reuters, Bloomberg and the relevant specialised press as well as the company which 
is the subject of this research note. 
Only that part of the document is made available to the issuer, who is the subject of 
this analysis, which is necessary to properly reconcile with the facts. Should this result 
in considerable changes, a reference is made in the research note. 

https://www.berenberg.de/cgi-bin/compliance.cgi?rm=comp_start&lang=englisch
https://www.berenberg.de/cgi-bin/compliance.cgi?rm=comp_start&lang=englisch
https://www.berenberg.de/cgi-bin/crm.cgi?rm=login&lang=englisch
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Opinions expressed in this research note are the Bank’s current opinions as of the 
issuing date indicated on this document. The companies analysed by the Bank are 
divided into two groups: those under “full coverage” (regular updates provided); and 
those under “screening coverage” (updates provided as and when required at 
irregular intervals). 
The functional job title of the person/s responsible for the recommendations 
contained in this report is “Equity Research Analyst”, unless otherwise stated on the 
cover. 
 
The following internet links provide further remarks on the Bank’s financial 

analyses: 

http://www.berenberg.de/research.html?&L=1&no_cache=1 

http://www.berenberg.de/research.html?&L=1&no_cache=1
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Legal disclaimer 

This document has been prepared by Joh. Berenberg, Gossler & Co. KG. This 
document does not claim completeness regarding all the information on the stocks, 
stock markets or developments referred to in it. 
On no account should the document be regarded as a substitute for the recipient 
procuring information for himself/herself or exercising his/her own judgements. 
The document has been produced for information purposes for institutional clients 
or market professionals. 
Private customers, into whose possession this document comes, should discuss 
possible investment decisions with their customer service officer as differing views 
and opinions may exist with regard to the stocks referred to in this document. 
This document is not a solicitation or an offer to buy or sell the mentioned stock. 
The document may include certain descriptions, statements, estimates, and 
conclusions underlining potential market and company developments. These reflect 
assumptions, which may turn out to be incorrect. The Bank and/or its employees 
accept no liability whatsoever for any direct or consequential loss or damages of any 
kind arising out of the use of this document or any part of its content. 
The Bank and/or its employees may hold, buy or sell positions in any securities 
mentioned in this document, derivatives thereon or related financial products. The 
Bank and/or its employees may underwrite issues for any securities mentioned in this 
document, derivatives thereon or related financial products or seek to perform capital 
market or underwriting services. 
 

Remarks regarding foreign investors 
The preparation of this document is subject to regulation by German law. The 
distribution of this document in other jurisdictions may be restricted by law, and 
persons into whose possession this document comes should inform themselves 
about, and observe, any such restrictions. 
 

United Kingdom 
This document is meant exclusively for institutional investors and market 
professionals, but not for private customers. It is not for distribution to or the use of 
private investors or private customers. 
 

United States of America 
This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. 
Although Berenberg Capital Markets LLC, an affiliate of the Bank and registered US 
broker-dealer, distributes this document to certain customers, Berenberg Capital 
Markets LLC does not provide input into its contents, nor does this document 
constitute research of Berenberg Capital Markets LLC. In addition, this document is 
meant exclusively for institutional investors and market professionals, but not for 
private customers. It is not for distribution to or the use of private investors or 
private customers. 
This document is classified as objective for the purposes of FINRA rules. Please 
contact Berenberg Capital Markets LLC (+1 617.292.8200), if you require additional 
information. 
 

Copyright 
The Bank reserves all the rights in this document. No part of the document or its 
content may be rewritten, copied, photocopied or duplicated in any form by any 
means or redistributed without the Bank’s prior written consent. 
 
© May 2013 Joh. Berenberg, Gossler & Co. KG 
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