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ECB preview: Ease because you can   

● An exciting ECB meeting is now looming, after policy makers 
have built up expectations over weeks. We expect to ease its stance 
further on Thursday (5 June) and keep the door wide open for further 
steps. 

● Policy makers are worried: Very low inflation rates at the moment 
and little chance of a quick rebound increase the risk that inflation 
expectations could fall and perpetuate below-target inflation. That 
would violate the ECB’s price stability mandate. 

● Low inflation raises real interest rates, making it harder for 
governments, households and companies to repair their balance 
sheets. Inflation rates close to 2% would also facilitate competitive 
rebalancing within the Eurozone. Acting decisively now could shorten 
the length of time for which zero interest rates are necessary. 

● With interest rates near zero already and banks’ appetite for additional 
cheap loans limited, there are two clear favourites for action. 

o First, a further traditional rate cut: Cutting the main rate 
further, from 0.25% to 0.1%, raises banks’ interest-rate 
margins and should make it more attractive to borrow. 

o Second, a negative deposit rate: Penalising deposit 
hoarding at the ECB could encourage some banks to lend 
more to each other and the real economy. 

● In theory, the combination could provide a powerful cocktail 
that boosts bank lending. But negative deposit rates have not been 
used at this scale before and could have unpredictable consequences. 

● In practice, the policy easing could have a small impact on 
lending. That effect is likely to be superseded, however, by the 
positive impact of the economic recovery on the credit cycle, as well 
as completion of the ECB’s bank Asset Quality Review this autumn. 

● The exchange rate impact of a small easing is probably priced in 
already, but another small weakening in the euro could push up 
import price inflation a little. 

● We see a good chance that the ECB will offer banks a new long-term 
refinancing operation (LTRO) with a maturity of one year or more. 
The 3-year LTROs have only months left on them and current 3-
month operations do not attract much interest. 

● A targeted LTRO with conditions attached or reduced collateral 
eligibility to avoid banks buying government bonds would be 
unattractive for banks. In addition, the ECB telling banks what to 
invest in raises questions about the central bank’s role. 

● The ECB will not rule out large scale asset purchases. But with 
the recovery continuing and inflation likely to stabilise, opposition to 
the tool in the ECB will be too strong for now. Practical hurdles also 
remain, as we wrote in ECB: the unthinkable edging closer in April. 

● Another very dovish press conference by ECB President Draghi 
should also maintain speculation about further steps including asset 
purchases. Each weak data release would spark that speculation, acting 
as an automatic stabiliser. 
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Inflation lower than expected 

The case for more easing is simple. Inflation is far below target, even 
lower than the ECB had forecast in March and unlikely to rise faster 
than expected. Table 1 shows the last ECB forecasts for growth and 
inflation this year and in the next two years as well as consensus. A 
downward revision of the inflation forecast for 2014 seems very likely. 

 

Table 1: March ECB forecasts and current consensus 

yoy, % 2014 2015 2016 

GDP growth 1.2 (1.1) 1.5 (1.5) 1.8 (1.5) 

HICP 1.0 (0.8) 1.3 (1.3) 1.5 (1.6) 

Bloomberg consensus in brackets. Source: ECB, Bloomberg 

 

Key reasons for inflation undershooting the ECB targets are (1) weaker 
commodity prices, (2) the appreciation of the euro since mid-2012 and 
(3) the effect of the euro-crisis recession in 2012-13. Very low inflation 
makes the deleveraging of households, firms and governments harder, 
and slows the adjustment in relative prices between the Eurozone core 
and periphery (rebalancing). If inflation stays too low for a long period 
of time, it risks dragging down inflation expectations as well. 
Households and companies start factoring low inflation expectations 
into their price and wage setting, which perpetuates low inflation. That 
would violate the ECB’s target of price stability, which is inflation below, 
but close to 2%. 

The ECB, we and consensus expect inflation to bottom out gradually 
and start rising again (see Table 1). In the short term, there are signs that 
commodity prices have stabilised (see Chart 1) and the appreciation of 
the euro has ended. In the medium term, the economic recovery should 
slowly erode slack in the economy. Leading indicators point to a further 
acceleration of growth this summer (see Chart 2). Wage growth and thus 
consumption growth should resume and inflation return towards target. 
In Germany, where employment continues to hit record highs, wages 
increased by 2.3% yoy in Q1, more than double the inflation rate (which 
was 1.0% yoy on the harmonised measure). We are still at the early stage 
of this recovery, meaning wages are likely to rise faster in coming 
quarters and boost inflation as well. 

However, one year into the recovery, the erosion of slack in the 
Eurozone remains very slow. After the disappointing Q1 GDP figures, 
the ECB might slightly cut its GDP growth forecast for 2014. 
Unemployment is falling very slowly and remains very high at 11.8%. In 
countries such as France and Italy, unemployment has not even started 
to decline yet. 

In these circumstances, easing monetary policy may not be necessary, 
but it certainly does not create risks either. Ideally, more decisive easing 
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now would accelerate the recovery so that the period of zero interest 
rates can be shortened. It is not only the Bundesbank that is warning of 
potential long-run risks if interest rates stay close to zero for such a long 
time. Investors’ expectations adapt and could trigger risky behaviour that 
would make the normalisation of monetary policy later a tricky 
endeavour. 

 

 
 
 
 
 
 
 
 
 

 

 

 

Chart 1: Oil prices will stop lowering inflation Chart 2: Q1 GDP may understate trend 

  
Contribution of energy and unprocessed food to inflation, yoy ppt. Change in oil 
price, Brent, in euros, yoy %. Source: Eurostat, Bloomberg 

Eurozone composite output PMI, left scale. Eurozone GDP, qoq saar, %, left 
scale. Source: Markit, Eurostat 

 
  

-0.4

-0.2

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

1.6

-10

-5

0

5

10

15

20

25

30

Nov 2009 Nov 2010 Nov 2011 Nov 2012 Nov 2013

Oil inflation

Non-core inflation
contribution

-8

-6

-4

-2

0

2

4

6

8

35

40

45

50

55

60

65

1998 2000 2002 2004 2006 2008 2010 2012

Eurozone Composite output PMI

Eurozone GDP, qoq, saar, %



Berenberg Macro Views  

Economics 
 

4 

What the ECB is likely to do and why 

We update below the long list of policy options, which we have been 
publishing in each ECB preview in recent months. 

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 course of 
action, reducing the funding costs of those banks still borrowing large 
amounts from the ECB, in particular in combination with a new, attractive 
cheap loan facility for banks (LTRO). The effect on the real economy 
would take time and would be small. Distinguishing its effect on lending 
from the recovery itself and the completion of the Asset Quality Review 
will be difficult. Although largely expected, the signal a rate cut would send 
to non-financial economic actors like savers and social partners should not 
be underestimated. Furthermore, a potential weakening of the exchange 
rate might marginally boost export chances and import prices and, thus, 
inflation. Probability: 90%. 

Negative deposit rate has been mooted by scores of ECB policy makers. 
Cutting the deposit rate to (say) -0.15% would penalise banks for holding 
excess liquidity. The desired effect is to turn excess liquidity into a hot 
potato that banks try to pass on to each other or the real economy. Given 
that negative deposit rates have not been used on such a large scale before, 
the ECB would be very careful and would not cut rates deeply. As with the 
rate cut, the signalling effect, especially in terms of the euro exchange rate, 
would likely be more powerful than the impact on the credit channel. But a 
negative deposit rate also has potential drawbacks: (1) banks may instead 
further reduce the amount they borrow from the ECB, accelerating the 
decline of excess liquidity. That could make the system more vulnerable to 
shocks, which are not impossible in the final stages of the asset quality 
review; and (2) banks may pass on the cost of keeping deposits at the ECB 
to clients and thus either increase interest rates for companies or charges 
for savers. Probability: 80%. 

Super long-term refinancing operation (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 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. But combining a rate cut and a negative deposit rate with more 
liquidity would amplify the impact. As the 2011/12 LTROs expire in less 
than nine months, a new 1-year LTRO might find interest among banks. 
Probability: 60%. 

End of SMP sterilisation: The ECB is currently sterilising the remaining 
stock of €173bn 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, ie 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 
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to deposit the funds at the ECB at the deposit rate, ie 0% or -0.15%. This 
might push 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: 50%. 

Targeted LTRO: To support lending to the real economy specifically, the 
ECB could offer cheap loans to banks based on the condition that lending 
to firms is increased or with restricted collateral eligibility (like the Bank of 
England’s “funding for lending” scheme) – for instance no sovereign 
bonds. At 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 in 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. Draghi has reiterated 
his concerns about SME lending in the periphery as recently as the Sintra 
conference on 26 May 2014. However, targeted LTROs face at least three 
criticisms: (1) if banks do not even borrow from unrestricted ECB facilities 
like the LTROs, why would they borrow in a targeted LTRO?; (2) deciding 
what banks invest their money in should normally not be a task for the 
monetary policy arm of the central bank. If the supervision arm has such 
ideas, it has other tools at its disposal. Usually, it is within the remit of 
governments to subsidise lending to SMEs, by using their development 
banks. A targeted LTRO could thus trigger a debate about the role of the 
central bank; and (3) formulating the exit strategy would be more difficult 
as the ECB would have to punish lending to SMEs more than any other 
lending when it tightens policy, although SME lending is unlikely to be the 
cause of an inflationary boom, compared to, for instance, mortgage lending. 
Probability: 40%. 

Targeted asset purchases: Last summer, ECB President Draghi hinted at 
the possibility of the ECB buying securitised SME loans to ease monetary 
conditions in the future. Just ahead of the upcoming meeting, the ECB, 
jointly with the Bank of England, have issued a discussion paper that all but 
explains why the ECB cannot carry out large-scale purchases of any kind of 
asset-backed security as the Fed did. In the absence of a liquid and 
transparent Eurozone ABS market, there is simply not enough paper to buy 
to have an impact without taking unquantifiable risk on board. Asset 
purchases, however, remain a tool for the future. What is possible are 
purchases of securitised car loans or the reactivation of purchase of covered 
bond, of which the ECB already bought €70bn in two waves during 2010-
12. The impact on the real economy was small at the time, and would not 
be likely to be much greater this time in either case. Probability: 30%. 

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 above a certain rating threshold, 
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. The German constitutional court’s de 
facto rejection of OMT has made QE a viable option as an emergency 
intervention tool should bond markets become more turbulent. The ECB 
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would 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. 
See also our note ECB: the unthinkable edging closer on QE. 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 the 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, 
such as those backed by loans to SMEs, while tightening those on other 
assets, are still possible. Probability: 10%. 

OMT: The ECB’s elegant safety net can only be activated for countries 
with bailout 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 endorse any rescue package that would create the pre-
conditions for OMT. Probability: 0%. 

Conclusion: rate cut, negative deposit rate and new LTRO 

The disappointing Q1 GDP data and very low inflation prints in March and 
April on average have tipped the balance in the ECB’s Governing Council 
towards more action. That is clear from the speeches of policy makers in 
recent weeks. However, with confidence indicators signalling continued 
gradual progress, the banking union project approaching live status and 
risks like a Ukraine crisis not materialising, there is no need for dramatic 
action. 

A modest rate cut to 0.1% and a modestly negative deposit rate seem the 
most likely course of action for the June meeting. Since the 2011/2012 
LTROs now have a maturity of only six and eight months left, the ECB 
could also offer a new 1-year LTRO to boost liquidity and avoid a 
repayment “cliff” this winter. The ECB could also extend the fixed-rate full 
allotment scheme beyond July 2015 in order to reassure banks that liquidity 
will remain ample and deter hoarding. 

The most immediate impact of this moderate action could be a further 
weakening of the euro, which could boost import prices a little bit. 
However, the recent weakening of the euro may have precipitated the 
action. The additional impact might be small, especially as the ECB is 
unlikely to resort to the full-scale quantitative easing discussed in markets. 
A weaker euro would also improve Eurozone exporters’ competitiveness a 
bit and might thus boost export growth. The impact on lending is unlikely 
to be large. The recovery itself and progress in the restoration of trust in the 
banking sector via banking union are likely to supersede any impact the 
latest action will have on the credit cycle over the coming weeks. 

Beyond the action, we expect Draghi to stress that the ECB may go further 
if needed, including large-scale asset purchases. Such dovish talk should 
feed further speculation, which could lower yields and the euro exchange 
rate as it has done in the past. Draghi might also warn against government 
complacency and launch a veiled attack on French reform inaction. 
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Disclaimer 
 
This document was compiled by the above mentioned authors of the economics department of Joh. 
Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”),. The Bank has made any effort to 
carefully research and process all information. The information has been obtained from sources which we 
believe to be reliable such as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. 
However, we do not assume liability for the correctness and completeness of all information given. The 
provided information has not been checked by a third party, especially an independent auditing firm. We 
explicitly point to the stated date of preparation. The information given can become incorrect due to 
passage of time and/or as a result of legal, political, economic or other changes. We do not assume 
responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in 
this document or other statements on rates of return, capital gains or other accession are the personal 
opinion of the author and we do not assume liability for the realisation of these. 

This document is only for information purposes. It does not constitute a financial analysis within the 
meaning of § 34b or § 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no 
investment advice or recommendation to buy financial instruments. It does not replace consulting 
regarding legal, tax or financial matters. 

 
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. 
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