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Draghi two years on: the words that fixed the euro  
  

· Magic words: Rarely have so few words changed so much. Two 
years ago, European Central Bank (ECB) president Mario Draghi 
finally vowed to do “whatever it takes” to defend the euro against an 
irrational market panic.  

· One of the most effective uses of monetary policy ever: Only 
using words to shift expectations and without buying a single bond 
under its Outright Monetary Transactions (OMT) programme, the 
ECB stopped the rot. 

· Draghi turned the tide: Until Draghi’s speech, the Eurozone had 
been on the way down, descending into a deepening recession. After 
his speech, confidence turned up sharply. Three quarters later, the 
Eurozone returned to modest growth. 

· The systemic euro crisis is over: Draghi has removed the fear 
factor, containing the vicious contagion risks that were the hallmark 
of the systemic euro crisis. Of course, serious problems persist in the 
Eurozone. But that is part of normal life around the world.  

· Restoring the transmission mechanism: Before the Draghi 
speech, the ECB had neglected its duty to pursue a monetary policy 
that works. Rate cuts and liquidity injections had failed to reach the 
real economy. Draghi reopened the blocked transmission channel.  

· Better late than never: Despite the OMT programme, Eurozone 
inflation has fallen to a likely trough of 0.5%. Without the Draghi 
speech and the subsequent return to modest growth, the Eurozone 
would likely be mired in deflation by now. If he had spoken earlier, 
inflation would not have undershot its target by such a margin. 

· Draghi saved Germany – against the wishes of the Bundesbank: 
Before Draghi spoke, Germany had plunged from its mid-2011 boom 
to the brink of recession. After Draghi, German confidence 
rebounded in line with the parallel recovery across the Eurozone.  

· Progress at the periphery: The return to calmer conditions has 
allowed the euro periphery to pursue reforms and to reap the first 
rewards of their efforts. The facts show little evidence of moral 
hazard. Even Italy has its most reform-minded leader in decades. 

· Better target balance: The end of capital flight from the periphery 
to the core shows up in a major rebalancing within the ECB’s 
Target2 payments system. Since August 2012, the net claims of the 
Bundesbank have fallen from €751bn to €462bn; the net liabilities of 
the euro periphery have halved from €1,000bn to €488bn. 

· Stronger euro: The return of confidence in the euro has boosted the 
exchange rate, with the euro rising from $1.22 on 25 July 2012 to 
€1.35 now. While the trade-weighted exchange rate has rebounded by 
8.2%, it remains 1.7% below the 10-year average. 

· ECB – normal lender of last resort: The lack of a safety net in 
times of extreme crisis was the only serious gap in the institutional 
architecture of the euro. The ECB has closed that gap. 

· Bundesbank loses credibility: Having warned and warned against 
inflation and moral hazard risks that never materialised, the 
Bundesbank has isolated itself and lost credibility. That is a pity.  
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Draghi’s magic words turned the tide 

Rarely have so few words changed so much. On 26 July 2012, ECB president 
Mario Draghi told a global investment conference in London that the euro is 
irreversible: “Within our mandate, the ECB is ready to do whatever it takes to 
preserve the euro. And believe me, it will be enough.” After hectic deliberations, 
the ECB presented the first outlines of a programme to stop the irrational market 
panic that had gripped the Eurozone since mid-2011 at its next press conference 
on 2 August 2012, followed by full details of its OMT programme one month later. 

Chart 1 below shows the situation in the Eurozone before the ECB finally stepped 
in. After a rebound from the post-Lehman recession, the Eurozone had initially 
withstood the Greek debt crisis that erupted in late 2009 rather well. Germany even 
enjoyed the beginnings of an economic boom in early 2011. But after an EU 
summit decided in July 2011 to restructure Greek public debt, contagion spread 
like wildfire across the Eurozone, jumping from bond markets to equity markets in 
August and September of that year. Amid a parallel collapse in economic sentiment 
across the entire Eurozone, the region fell into recession in Q4 2011 while 
Germany succumbed to virtual stagnation.  

For one year after the confidence shock of July 2011, the Eurozone dithered. To be 
fair, policymakers tried a lot, with one crisis summit after the other. Even the ECB 
cut rates, injected record amounts of liquidity in two three-year refinancing 
operations and resumed buying a “limited amount” of bonds on a “temporary” 
basis. Nothing helped to stop the rot. Confidence fell and fell. By July 2012, even 
Germany was on the verge of recession. Afraid of what the future may hold amid 
the turmoil, even German companies slashed their domestic investment plans. 

Shattered confidence cannot be restored easily. In a panic, polite suggestions that 
perhaps not everybody should rush towards the same exit do not help. It takes a 
really big megaphone to get the attention of a panicking crowd.  

The tide turned dramatically after the ECB finally promised to use its full might to 
stop the panic. Economic sentiment turned up sharply across the Eurozone after 
August 2012 with almost parallel gains in Germany and the periphery (see Chart 2). 
The sequence of events shows without any reasonable doubt: Draghi’s words, 
which then turned into the ECB’s OMT programme, made the difference. Where 
nothing else had worked, the central bank managed to restore calm to markets and 
to open the blocked transmission channel of monetary policy.  
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Chart 1: Draghi did it: sentiment before… Chart 2: …and after the ECB stepped in 

  
Economic sentiment January 2005-August 2012; periphery: weighted average for 
Italy, Spain, Greece and Portugal. Source: European Commission 

Economic sentiment January 2005-June 2014. Source: European Commission 
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A conditional lender of last resort 

Throughout the dark days from mid-2011 to the Draghi speech on 26 July 2012, we had 
maintained that only the ECB could reliably contain the crisis – and that the ECB would 
eventually do so.1 The ECB’s OMT programme is designed to eliminate the irrational 
euro break-up premium from yield spreads within the Eurozone. In many respects, it 
resembles proposals for a cap on intra-Eurozone yield spread for fiscally-compliant 
sovereigns that we had made before.2 

It is hardly a new insight that it takes a forceful intervention to end a full-blown financial 
panic. That has been known for at least 200 years. Only a central bank with its 
potentially unlimited ability to intervene in its own currency can outdo any speculator. 
No limited support fund such as those willed by Eurozone parliaments can do so 
reliably. Even central bank interventions that are deemed in advance to remain 
“temporary” and “limited” cannot restore trust in extreme situations. If there is a limit, 
speculators can bet against it.  

The Maastricht treaty on Economic and Monetary Union had not explicitly granted the 
ECB the role of lender of last resort. But it did not prohibit the ECB from taking on that 
role either. As it turned out, the lack of a designated lender of last resort was the one and 
only crucial institutional shortcoming of the monetary union. In the absence of a 
forceful institution that could control a panic, the severe problems of tiny Greece (2.4% 
of Eurozone GDP) triggered a chain reaction that pushed the entire region into 
recession and cast serious doubts about the future of the euro. With the ECB’s OMT 
programme and the readiness of the ECB to consider broad asset purchases 
(“quantitative easing”), the Eurozone now has a lender of last resort.  

The ECB has tied its OMT to strict conditionality. Only countries with a European 
Stability Mechanism (ESM) programme that includes ESM bond purchases on the 
primary market can be eligible for potential ECB bond purchases on the secondary 
market in case of turmoil. This means two things. First, the ECB can make sure that an 
ESM programme cannot fail because of a lack of funds. The ECB can scale up an ESM 
programme so that it impresses panicky markets and scares away the speculators if need 
be. Second, the ECB will only support countries that subject themselves to ESM 
conditionality. All relevant ESM decisions have to be taken with a “qualified” majority of 
80%. This gives the German parliament (Germany has a 27.1% share in ESM capital) 
and/or groups of smaller countries a de facto veto over the ECB’s OMT programme. 
The ECB itself does not take the key political decisions, namely whether a country is 
worth supporting or not and which conditions should apply.  

In the Eurozone, the conditions for mutual support have to be endorsed by the national 
parliaments of those countries that grant or underwrite such support. As a result, “tough 
love” is the rule of the game in the Eurozone: you can only get help if you let those 
granting it set the conditions for such support.3 “Tough love” is not just a political 
imperative. It also gets the incentives right. Countries in need of help are forced by the 
conditions to shape up. Transfer systems within nation states typically provide little 
incentive for the recipient region to correct its policies. They may even reward the 
laggards instead.  

The most essential ingredient to keep the euro crisis at bay and to prevent further market 
panics has been in place since the summer of 2012. The Eurozone has a fully-fledged 
lender of last resort courtesy of the ECB promise to defend all countries that play by the 
“tough love” rules of the euro against any irrational market panic.  
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1 See our report “Euro crisis: The role of the ECB“, Berenberg, 29 July 2011. 
2 See for instance our report “Saving the euro: the case for an ECB yield cap“, Berenberg, 26 June 2012. 
3 See our report “Tough Love – the true nature of the euro crisis”, Berenberg, 20 August 2012. 
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The magic of words 

Expectations matter. The fear that policymakers in the Eurozone could allow an 
escalating market panic to tear the euro apart had exacerbated the market turmoil which 
then fanned the fear further. One reason for the widespread perception that the 
Eurozone would not do enough to contain the crisis was the reluctance of the ECB to 
be a normal central bank, that is to act as the lender of last resort in times of extreme 
distress. Chart 3 shows the asset purchases of three major central banks during the 
Lehman and euro crises until mid-2012, expressed relative to 2012 GDP. Despite the 
raging euro crisis, the ECB intervened far less than the US Federal Reserve (Fed) and the 
Bank of England (BoE). Markets took their cue from that, pricing in a big risk that the 
ECB would let its own money and hence itself fall apart. 

But our chart and the history of the euro crisis also points to a further conclusion. 
Whether or not a central bank actually buys bonds on a massive scale is not decisive. To 
stop a panic, markets have to believe that the central bank would step in with 
overwhelming force if need be. Put differently, markets need to know whether there is a 
safety net or not. When markets did not see such a safety net in the Eurozone, a small 
event (Greece) could trigger an escalating panic. Once Draghi had told markets in clear 
and unmistakable words that the Eurozone has a safety net, the panic was over. Well 
chosen words can shape expectations and behaviour without having to spend a single 
euro. 

The ECB acted very late. But when Draghi finally spoke and when the ECB then turned 
Draghi’s words into its OMT programme, its policy became highly effective, turning the 
economy around through the sheer power of words. As a result, the ECB has much less 
of an issue with any “exit strategy” than the US Fed or the BoE. Having bought hardly 
any bonds, the ECB does not have to discuss when and how to shrink its balance sheet 
again by selling such bonds. 

 
Chart 3: ECB is the least aggressive of all – central bank asset purchases  

 
Central bank purchases of sovereign and mortgage bonds November 2008-March 2012, as a percentage of GDP.  
Source: ECB, Federal Reserve, BoE, Eurostat 
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The confidence effect 

If it looks like a duck, walks like a duck and quacks like a duck – then it probably is a 
duck. Draghi’s words and the ECB’s subsequent OMT announcement have worked 
exactly like monetary policy is supposed to work. They have shaped expectations, and 
changed financing conditions for the economy. In textbook fashion, the real economy 
started to recover gradually three quarters after the monetary stimulus. A further year 
later, inflation apparently hit a trough. Monetary policy at work. 

Chart 3: Back to a reasonable risk premium – 10-year bond yields in the Eurozone 

 
Eurosystem balance sheet, as a percentage of GDP. Source: ECB 

Chart 3 shows the blow-out in yield spreads within the Eurozone during the crisis and 
the rapid fall in such spreads since mid-2012. The return to less elevated spreads for 
sovereign bond yields has eased financing costs for small enterprises at the euro 
periphery (Chart 4). While the spread remains high ahead of the ECB stress tests, the 
less prohibitive financing costs have helped to underpin a modest economic rebound. 
 

Chart 4: Easing the credit crunch at the euro periphery 

 
Effective interest rate on new loans to non-financial corporations up to €1m, 1-5 years maturity. Source: ECB 
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Easing tensions  

The confidence effect shows up not only in the real economy and financial markets. It is 
also visible in the ECB balance sheet. When tensions escalated, banks accumulated vast 
precautionary reserves of liquidity, gobbling up funds at the various ECB liquidity 
injections. But when tensions eased after the Draghi speech, banks were no longer 
desperate to hoard liquidity. Instead, they repaid a major part of the earlier ECB liquidity 
injections. The size of the ECB balance sheet relative to Eurozone GDP is back to 
where it was before the euro crisis escalated in mid-2011. Many banks now have access 
again to the money market and can thus economise on their own liquidity holdings. 

Chart 5: ECB balance sheet – back to normal after the Draghi speech 

 
Eurosystem balance sheet, in % of Eurozone GDP. Source: ECB 

With the fear factor fading, the erstwhile capital flight from the periphery to the core 
also went into reverse right after the Draghi speech. The imbalances in the ECB’s 
Target2 payments system, which reflect such capital flight through the banking system, 
have narrowed dramatically (Chart 6).  

Chart 6: Target2 imbalances – Draghi stopped the capital flight 

 
Target2 balances in €bn. Periphery: Italy, Spain, Greece, Portugal and Ireland. Source: ECB, Universität Osnabrück 
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Little evidence for any moral hazard 

The return to calmer conditions in markets has allowed the euro periphery to pursue 
reforms and reap the first rewards of their efforts. While the Bundesbank and many 
other mostly German observers had warned that the OMT programme may weaken the 
incentive for problem countries to swallow the bitter medicine of austerity and reforms, 
we find little evidence for that. In our regular Euro Plus Monitor, we track the adjustment 
progress at the periphery. The result of our Spring 2014 Update from 14 May 2014 show 
again that all countries which had received outside support (Greece, Ireland, Portugal, 
Spain and Cyprus) are among the top performers for adjustment progress across a wide 
spectrum of indicators. While the progress in Italy remains more haphazard, Italy now 
has, in Matteo Renzi, its most reform-minded prime minister in decades. Since the 
40.8% result for his party in the European elections on 25 May, Renzi can also claim a 
popular mandate for serious change.  

Three factors help to explain why the OMT has not seriously blunted the incentive to 
continue the reform process. 

1. The ECB has tied its OMT safety net to an ESM programme. Countries know that 
they would only be eligible for ECB bond purchases if they meet tough ESM 
conditions that have to be approved by the German Bundestag. Eager to avoid the 
pains of an ESM programme, financially stressed countries would rather choose to 
stay the course of reforms despite occasional bouts of fatigue.  

2. Although much smaller than during the euro crisis, the yield spreads for sovereign 
bonds still provide a serious incentive for countries to rein in their borrowing needs 
and to maintain the trust of markets. 

3. Memories of turmoil are still raw. Political leaders at the euro periphery know that 
they might have to pay a steep price if their countries were to veer off course and get 
back into trouble. 

Once a year, the OECD publishes a systematic analysis and comparison of pro-growth 
structural reforms among its members. In Chart 7, we aggregate the results for the last 
three years. The data are on a scale of one (serious progress in all areas identified by the 
OECD as in need of substantial change) to zero (no improvement at all). The chart 
shows that the four countries that had to ask for external help before 2013 (Greece, 
Ireland, Portugal and Spain) are among the top reformers in the OECD, far ahead of 
almost all other EU members. Italy ranks slightly below the Eurozone average, France 
lags behind significantly.  

Amid serious progress across the euro periphery, France has turned into the sick man of 
Europe over the last few years. It is the only significant country with serious structural 
problems that has not yet done very much to address them. 

But France is not a case of moral hazard created by the ECB. It was never a euro crisis 
country. Even at the worst of the turmoil, the French yield spread over Germany had 
remained modest. While the pricing-out of the euro break-up risk did benefit the euro 
crisis countries at the periphery, this factor mattered little for France. 

Some opponents of the OMT have argued that, if the ECB had not put an end to the 
Eurozone and French recession by putting an end to the systemic euro crisis, France 
might have been under more pressure to change its ways. Whether or not a deepening 
recession would have encouraged more French reforms is an open question. But the 
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ECB has a clear mandate: it has to safeguard price stability. As the drop in inflation to a 
mere 0.5% shows, the ECB has – if anything – acted too late rather than too early to re-
open up the blocked transmission channel of its monetary policy with the help of its 
OMT announcement. 

It is simply not the task of the ECB to keep the Eurozone in a deepening recession with 
ever-rising deflation risks until France either succumbs to a new revolution or adopts 
wholesale structural reforms. Instead, the mandate of the ECB is to run an effective 
monetary policy in the pursuit of price stability. With the Draghi speech of 26 July 2012 
and the OMT programme that added flesh to the bare bones of Draghi’s words, the 
ECB put an end to the period in which its monetary policy had been largely ineffective. 
After a lost year from mid-2011 to mid-2012, the ECB regained the ability to run an 
effective monetary policy when it stopped the irrational market panic. Well done, Mr 
Draghi.    

Chart 7: OECD Reform League 

 
Responsiveness to OECD proposals for structural reforms, 2011-2013 average, on a scale of 1 (significant progress in all areas 
in which the OECD has recommended reforms) to 0 (no significant progress in any of these areas). Source, OECD, Going for 
Growth reports, 2012-2014. Source: OECD  
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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. 
 
© June 2014 Joh. Berenberg, Gossler & Co. KG  
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BANKS & DIVERSIFIED FINANCIALS LONDON HAMBURG

Iro Papadopoulou +44 20 3207 7924 John von Berenberg-Consbruch +44 20 3207 7805 Paul Dontenwill +49 40 350 60 563

Matthew Chawner +44 20 3207 7847 Peter Dorawa +49 40 350 60 761

CONSUMER Toby Flaux +44 20 3465 2745 Alexander Heinz +49 40 350 60 359

Rupert Trotter +44 20 3207 7815 Karl Hancock +44 20 3207 7803 Gregor Labahn +49 40 350 60 571

Sean Heath +44 20 3465 2742 Chris McKeand +49 40 350 60 798

HEALTHCARE James Hipkiss +44 20 3465 2620 Fin Schaffer +49 40 350 60 596

Frazer Hall +44 20 3207 7875 David Hogg +44 20 3465 2628 Lars Schwartau +49 40 350 60 450

Zubin Hubner +44 20 3207 7885 Marvin Schweden +49 40 350 60 576

INDUSTRIALS Ben Hutton +44 20 3207 7804 Tim Storm +49 40 350 60 415

Chris Armstrong +44 20 3207 7809 James Matthews +44 20 3207 7807 Philipp Wiechmann +49 40 350 60 346

David Mortlock +44 20 3207 7850

INSURANCE Peter Nichols +44 20 3207 7810 LONDON

Trevor Moss +44 20 3207 7893 Richard Payman +44 20 3207 7825 Mike Berry +44 20 3465 2755

George Smibert +44 20 3207 7911 Stewart Cook +44 20 3465 2752

MEDIA & TELECOMMUNICATIONS Anita Surana +44 20 3207 7855 Simon Messman +44 20 3465 2754

Julia Thannheiser +44 20 3465 2676 Paul Walker +44 20 3465 2632 Paul Somers +44 20 3465 2753

Alexander Woodgate +44 20 3465 2625

TECHNOLOGY ELECTRONIC TRADING

Jean Beaubois +44 20 3207 7835 PARIS Matthias Führer +49 40 350 60 597

Miel Bakker +33 1 5844 9505 Julian Winter +49 40 350 60 463

UTILITIES Dalila Farigoule +33 1 5844 9510

Benita Barretto +44 20 3207 7829 Clémence La Clavière-Peyraud +33 1 5844 9521 SOVEREIGN WEALTH FUNDS

Olivier Thibert +33 1 5844 9512 Max von Doetinchem +44 20 3207 7826

SALES

BENELUX SCANDINAVIA CRM

Miel Bakker +33 1 5844 9505 Ronald Bernette +44 20 3207 7828 Laura Cooper +44 20 3207 7806

Susette Mantzel +49 40 350 60 694 Marco Weiss +49 40 350 60 719 Greg Swallow +44 20 3207 7833

Alexander Wace +44 20 3465 2670

ZURICH CORPORATE ACCESS

FRANKFURT Andrea Ferrari +41 44 283 2020 Jennie Jiricny +44 20 3207 7886

Michael Brauburger +49 69 91 30 90 741 Stephan Hofer +41 44 283 2029

Nina Buechs +49 69 91 30 90 735 Carsten Kinder +41 44 283 2024 EVENTS

André Grosskurth +49 69 91 30 90 734 Gianni Lavigna +41 44 283 2038 Charlotte Kilby +44 20 3207 7832

Joerg Wenzel +49 69 91 30 90 743 James Nettleton +41 44 283 2026 Natalie Meech +44 20 3207 7831

Benjamin Stillfried +41 44 283 2033 Charlotte Reeves +44 20 3465 2671

Sarah Weyman +44 20 3207 7801

Hannah Whitehead +44 20 3207 7922

US SALES E-mail: firstname.lastname@berenberg-us.com; Internet www.berenberg.com

BERENBERG CAPITAL MARKETS LLC Member FINRA & SIPC

Colin Andrade +1 617 292 8230 Kelleigh Faldi +1 617 292 8288 Jonathan Paterson +1 646 445 7212

Cathal Carroll +1 646 445 7206 Andrew Holder +1 617 292 8222 Jonathan Saxon +1 646 445 7202

Burr Clark +1 617 292 8282 Emily Mouret +1 646 445 7204

Julie Doherty +1 617 292 8228 Kieran O'Sullivan +1 617 292 8292


