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ECB preview: watch Putin, not monthly inflation   

· The drop in inflation to 0.4% in July has led to more warnings of 
deflation from some observers and calls for more radical action from 
the ECB. 

· But inflation is only falling because of lower food and energy 
price inflation. That is good news for Eurozone consumers and 
largely beyond the control of the ECB. It should not lead to further 
policy easing. 

· The ECB eased policy substantially only two months ago. It cut 
the main rate to 0.15% and introduced an unprecedented negative 
deposit rate. It also announced new rounds of cheap loans for banks 
to replace the expiring three-year loans of 2011/12. In addition, the 
ECB is preparing an ABS purchase programme, although that is 
likely to be small. 

· These tools will take time to work their way through to the real 
economy. Unless an emergency arises, the ECB will want to be on 
hold until December before deciding whether more action is needed. 

· Meanwhile, the Eurozone economy is making progress on the 
factors that play into the ECB’s reaction function. 

o Growth is back: While gradual and uneven, all sentiment 
indicators point to further output growth in Q2 and Q3. Spain 
has taken the lead, France will probably lag behind. 

o Credit decline has bottomed out: Since the beginning of the 
year, loan growth has gradually turned less negative. Money 
supply growth rebounded a bit in June. 

o Slack is receding: Unemployment has fallen by 80k per month 
so far this year, taking the unemployment rate to 11.5% from 
12.0% last autumn. 

o Inflation is low but stable, if adjusted for temporary factors such 
as the decline in food and energy price inflation. A lower 
exchange rate might import a little bit more inflation. 

· None of these factors point to any domestic inflationary 
pressures. That is good news for households, whose real incomes 
are being stabilised by falling food and energy prices. It is also good 
news for the ECB, because it allows the economy to be stimulated 
without stoking inflation. 

· Too low inflation for too long risks lowering inflation 
expectations in the real economy. The ECB already reacted to that 
in June and demonstrated its commitment to the target. Once 
inflation trends up again, at whatever pace, that risk will diminish. 

· Much more important is keeping some powder dry for the real 
risks to the economic outlook. That is currently the risk of a serious 
escalation of the crisis in Ukraine. Such tail risks could trigger a big 
ECB response, including quantitative easing (QE). Putin, not low 
inflation, is the real risk to the Eurozone. 
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Look through the data: not so bad 

The ECB has based its guidance for rates to stay at their present low 
levels well into the year 2016 on four pillars: (1) weak inflationary 
pressures; (2) subdued growth; (3) subdued monetary dynamics; and (4) 
the large amount of slack in the economy. If the factors playing into its 
reaction function weaken further, the ECB stands ready to act, which 
unanimously includes unconventional measures within its mandate. But 
three out of four pillars are clearly no longer weakening. Only weak 
inflation remains an outright – and important – reason to discuss 
eventual further easing. 

Growth is back, but Putin is weighing on sentiment 

Since Q2 2013, the Eurozone has been on a gradual, uneven recovery 
path. After 0.2% growth in Q1 2014, we expect a similar pace in Q2. 
Confidence indicators have mostly advanced modestly compared to Q1. 
Hard data were mixed in core countries such as Germany and France, 
but quite good in the former crisis countries on the periphery. Belgian 
GDP expanded by a very modest 0.1% qoq in Q2, Spain by a strong 
0.6%. Data from the other countries will trickle in over the coming 
weeks and should confirm the trends. 

The end of austerity, the return of confidence, strengthening global 
demand and the benefits of reformed, more flexible economies should 
support more growth. However, there is one big risk to watch, also for 
the ECB. Another major escalation of the troubles in eastern Ukraine 
could spread the negative confidence effect from core European 
exporters to the wider economy. If Russian tanks roll westwards into 
Ukraine, the so-far shielded consumer confidence could take a hit even 
in far-away Iberia. The ECB will stand ready to act decisively in such 
circumstances, even deploying quantitative easing as a last resort. So far, 
however, Putin’s impact on the Eurozone has been mild. 

Monetary dynamics are past the trough 

The credit cycle is showing distinct signs of turning. Overall loans to the 
non-financial private sector declined by 1.7% yoy in June, but that is a 
significant improvement from the trough of -2.3% in January. Loan 
growth to non-financial corporations moved from -2.9% yoy in 
November 2013 to -2.3% in June 2014. What is more, the bank lending 
survey points to loan growth returning to modest positive territory 
towards the end of the year. 

This is by no means a credit-led recovery. Loan growth in line with trend 
nominal GDP growth of 4% is still some way off as households and 
companies continue to deleverage in several countries. The Eurozone 
will to return to more normal credit growth rates only gradually. Money 
supply tends to lead loan growth. M3 growth has already risen somewhat 
above the trough, but at 1.5% is still a long way from the long-run 
average. The growth rate of narrower money supply aggregate M1, 
which is a good indicator for output growth nine months later (when 
adjusted for inflation), increased from 5.0% to 5.3%. Most of the 
monetary indicators are subdued. But the trough is behind and a gradual 
improvement has taken hold. 

 
 

Four pillars of guidance: growth, credit, 
slack and inflation 
 
 
 
 
 
 
 

 

Gradual, uneven recovery. Germany and 
periphery lead, France lags 
 
 
 
 
 
 

End of crisis should boost growth, but 
Putin is a new risk 
 
 
 
 
 
 

 

 
 

Loan growth getting less bad 
 
 
 
 
 
 

Deleveraging means loan growth will 
remain subdued 
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The end of the ECB’s asset quality review and the targeted long-term 
refinancing operations, which will coincide with the end of the AQR 
uncertainty, might boost the credit cycle a bit further, although the initial 
allocations will probably be too small to move the dial by much. If the 
ECB were looking for a quick way to step up its response, raising the 
limit for bank borrowing from 7% of loans to the non-financial private 
sector excluding mortgages could be an easy step. 

Slack is ample but falling a little 

A latecomer to the ECB guidance pillars, slack is currently at the heart of 
policy discussions at the Bank of England and the Fed, where 
unemployment rates have fallen to 6.5% and 6.2% respectively, quickly 
closing in on pre-crisis levels. However, even in these countries, wage 
growth remains subdued, keeping a lid on inflationary pressures so far. 
In the Eurozone, the process of eroding slack has also begun, but it is at 
a much earlier stage. The unemployment rate dropped to 11.5% in June, 
down from a peak of 12.0% in September last year but still 4.3ppt above 
the pre-crisis trough (see Chart 1). The number of unemployed has 
declined for nine months now, at an average of 80k per month. At this 
rate, it will take six years to get back to the pre-crisis unemployment rate. 

In Germany, unemployment at 5.1% on the internationally comparable 
measure is so low that companies are struggling to find the required 
qualifications for new hires in the remaining pool of unemployed. Wage 
growth has firmed but remains moderate at close to 3%. In Spain and 
the other fast-reforming crisis countries, unemployment is falling more 
rapidly now, but remains very high. Italy could be joining the trend with 
a big drop in June but it is still early days while French unemployment 
continues to rise. Widespread domestic inflationary pressures in the 
Eurozone are still a long way off, allowing the ECB ample time to 
continue stimulating the economy. 

 

Widening the TLTRO base could be a 
simple easing step if necessary 
 
 
 

 

 

 

Slack is ample in the Eurozone 
 
 
 
 
 
 
 
 
 
 

National slack varies widely 
 
 
 
 
 
 
 
 
 
 

 

Chart 1: Unemployment is high but falling Chart 2: Services inflation stable, rest down 

  
Eurozone 18 unemployment, million, sa. Source: Eurostat HICP weighted inflation rates (ie contributions to overall inflation). Together, the 

components account for 100% of the HICP index. Source: Eurostat 
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Look through the data: not so bad (cont’d) 

Inflation: food and energy still driving 

Eurozone inflation fell to 0.4% in July, prompting the familiar warnings 
of deflation from a sizeable group of economic observers. But a look at 
the components (see Chart 2) reveals that another drop in energy price 
and food price inflation caused the decline. These are not driven by 
domestic demand factors, but by global demand and supply factors 
outside the control of the ECB. The decline in the euro exchange rate 
from a peak of $1.39 in May to $1.34 last week could decrease the 
imported deflationary pressures a bit in coming months, potentially 
easing the pressure on the ECB to do more. 

Low inflation is not bad for the economy. The decline in inflation since 
mid-2012 has coincided with an increase in consumer confidence. Stable 
or even falling food and energy prices are a boon for households facing 
weak nominal wage growth. There is no sign of a deflationary downward 
spiral, where households and companies delay purchases and investment 
decisions in anticipation of a sustained fall in prices. In the short term, 
low inflation may slow the competitive adjustment in the Eurozone a 
bit, dragging on tax revenues and thus fiscal consolidation. But this is 
offset by the benefits of much lower financing costs for the reform 
countries at the euro periphery. The short-term fluctuations of inflation 
rates do not matter much anyway. Much more important are the long-
term inflation expectations. 

In order to prevent inflation expectations dipping and perpetuating 
below-target inflation, the ECB has to convince real economic actors 
that it is serious about reaching its target of below-but-close-to 2%. So 
far, it seems to have achieved that as inflation expectations in the real 
economy remain firmly anchored. But at some point, inflation rates will 
have to turn up again. If they have not done so by the end of the year, 
the ECB might step up its latest policy response. If the TLTROs later 
this year are successful, the Governing Council could increase potential 
take-up by easing the conditions. If they are not successful, the ECB 
may think about alternatives, including asset purchases. But that is not 
our forecast. We expect inflation to stabilise and gradually trend upwards 
again. In this case, inflation expectations will remain anchored and there 
should be no need for any substantial further action. 

In sum, the factors playing into the ECB’s reaction function are going in 
the right direction now and should not require immediate further policy 
easing. There are big risks out there, especially the geopolitical crisis in 
eastern Ukraine. The ECB would react to them if they seriously 
undermined the recovery. But deflation is not a significant risk in our 
view. The temporary factors holding down inflation will fade over time 
and give way to a gradual uptrend. Growth is back and unemployment is 
falling across most of the currency zone. There is clearly no inflationary 
risk on the horizon, allowing the ECB to do what it can to boost the 
recovery. But dramatic steps such as large-scale asset purchases should 
be reserved for emergency situations; the ECB is not facing one of these 
at the moment. 

 
 

 

Inflation fell on food and energy prices 
 
 
 
 
 
 
 
 

Low inflation is positive for consumers 
 
 
 
 
 
 
 
 
 
 
 

ECB has to carefully watch inflation 
expectations and act if necessary 
 
 
 
 
 
 
 
 
 
 
 

Some progress on key factors 
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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. 
 
© May 2013 Joh. Berenberg, Gossler & Co. KG  
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