
Economics 

  
 

 

ECB: opportunity for action    
   

● The ECB’s easing debate is by no means over. While the Governing Council is 
unlikely to take more decisions already this week, ECB President Draghi is likely 
to emphasise in the press conference that the ECB is preparing to do more. 

● Economic uncertainty remains high and growth as well as inflation will 
severely undershoot the ECB’s forecasts, even though there are some signs that 
the latest economic rough patch is no longer worsening. In December, ECB staff 
will have to revise down the forecasts again. Already now, most ECB members 
will be very concerned that the ECB is missing its mandate by allowing inflation 
to run well below target until at least 2017. 

● The most likely options for easing are an expansion of the TLTRO programme 
and purchases of corporate bonds, to add to covered bonds and ABS. US-style 
outright purchases of sovereign bonds may also be back on the table in early 2015 
if the economy takes another turn for the worse. 

● The key resistance to US-style QE continues to come from Germany, where 
sovereign bond purchases are widely seen as a violation of EU treaties. While 
even the German constitutional court’s ruling on OMT does not exclude QE in our 
view, Berlin’s open and fierce opposition to QE makes it politically potentially 
very costly. 

● Pressure not strong enough? The ECB majority could outvote the Bundesbank 
and do more, but the latest stabilisation in financial markets, Eurozone inflation 
and – at least partly – in economic leading indicators is likely to have got 
Frankfurt’s alarm bells ringing a little less loudly. Some on the Governing Council 
will want to assess the impact of the measures taken in June and 
September/October before embarking on more steps. 

● Ineffective monetary policy? The hawks on the Governing Council are likely to 
point to the potential lack of effectiveness of monetary policy measures. 
Sovereign borrowing costs are at record lows even in the periphery. And even in 
Germany, where monetary stimulus measured in real interest rates is the greatest, 
there is hardly any sign that the economy is responding. 

● Stopping a downward spiral: In times of uncertainty, monetary policy can have a 
strong confidence impact. German confidence in the manufacturing sector is in a 
downward spiral but not because of fundamental issues in the economy. 
Originally triggered by fears of sanctions and countersanctions in the Russian 
conflict, companies started delaying investment plans, spreading the uncertainty. 
Despite strong German fundamentals, visible in resilient consumption and export 
growth, manufacturing confidence keeps falling. In such times of uncertainty, a 
clear statement of intent from the central bank can be a catalyst for a turn-
around, irrespective of the actual impact on borrowing costs. 

● The costs of being too timid are high. The US and the UK have delivered higher 
growth than the Eurozone with more aggressive front-loaded monetary easing. 
Both central banks have also come much closer to their inflation targets. The 
Eurozone has solved more structural problems in the meantime, but that cannot 
be a justification for the ECB to miss its inflation target for several years. 

● While we do not expect any decision at this week’s meeting, we expect some 
significant steps at the December meeting. Most likely is the ECB announcing a 
corporate bond purchase programme. Expanding the cheap loans to banks 
(TLTRO) programme is an option, but not our forecast. 
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Majority inclined to ease more 

Eurozone economic data is showing some signs of stabilisation ahead of this week’s ECB 
meeting. PMIs and the EU Commission’s sentiment survey stabilised (see Chart 1), inflation 
edged up a little to 0.4%, and credit and money supply growth improved in September. The 
Eurozone is still in an economic rough patch, but signs that it might just avoid a third 
recession since Lehman 2008 are mounting. Once confidence rebounds, there is plenty of 
stimulus in the pipeline which suggests that the Eurozone economy could grow faster after 
the rough patch than before. 

1. External risks are fading: Last week’s EU-brokered gas deal between Ukraine and 
Russia may suggest that Russia’s deepening recession is forcing Putin to be less 
belligerent. In Syria and Iraq, US-led airstrikes have apparently started to halt the 
advance of the Islamist terror militia in Syria and Iraq. The spread of Ebola was 
stopped in Nigeria and Europe and the US have dealt with the few cases reaching their 
shores so far. 

2. Drop in the oil price: In euros, the oil price has dropped by 12% since October and 18% 
since the June peaks. If sustained, that could add 0.4% to GDP next year. 

3. Global growth: US and Chinese economic data remain resilient despite some 
slowdown in China. The US Fed is taking great care to not disrupt the economic 
outlook upon slowly preparing the gradual return to a more normal policy stance. 

4. Lower euro exchange rate: With the US heading towards monetary tightening, the 
ECB’s easing bias is weighing down on the euro (see Chart 2). The real effective 
exchange rate has fallen to 4% below its average since 1999. That could add 0.2% to real 
GDP growth next year. 

5. Growth in the periphery: Ireland, Spain, Portugal and even Greece are not showing 
much impact from the German-led rough patch. Structural reforms as well as progress 
in cleaning up the financial sector have triggered a self-sustained recovery in the 
former crisis countries. 

Chart 1: Economic confidence stabilising? Chart 2: Euro depreciation a moderate stimulus 

  

Economic sentiment indicator. Periphery = weighted average of Italy, Spain, 

Greece and Portugal. Source: EU Commission 

Euro: Real effective exchange rate, average since 1999. Source: BIS 

 

Unfortunately, none of these factors will turn the Eurozone economy around immediately. 
The list of concerns remains long. 

1. German manufacturing confidence has not turned around for good. Better news from 
the PMIs for October was swiftly countered by another sharp decline in the much 
broader Ifo index. Germany’s self-reinforcing confidence decline may not have run its 
full course yet. 

2. France and Italy have slipped behind the Eurozone average. Their struggles matter 
more than the periphery’s success. Their economies amount to 38% of the Eurozone, 
2.5x the combined weight of the reform countries. 

3. Inflation continues to undershoot the ECB’s forecasts and the fall in the oil price, 
while welcome, threatens even lower inflation rates in the coming months. The longer 
that inflation stays low, the higher the risk that inflation expectations follow and 
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perpetuate low inflation in violation of the ECB’s mandate. 

4. The ECB comprehensive assessment of banks has caused new wobbles. While it has 
reduced uncertainty for those banks which passed comfortably, which can now 
refocus on the core business of lending, market volatility suggests that it is still a long 
way before the trust between banks is restored and the Eurozone’s financial 
fragmentation ends. Borrowing costs for small companies continue to vary widely (see 
Chart 3). 

The ECB majority probably leans towards more easing. The ECB staff’s current economic 
projections, which are the basis for the inflation forecast, look far too optimistic (see Table 
1) and will have to be revised down severely in December (see Chart 4). Then, at the latest, 
the ECB is likely to announce further easing measures. 

Table 1: ECB forecasts too optimistic 

GDP growth / inflation 2014 2015 2016 

ECB staff forecast (Sep 2014) 0.9 / 0.6 1.6 / 1.1 1.9 / 1.4 

Consensus (Nov 2014) 0.8 / 0.5 1.2 / 1.0 1.5 / 1.4 

Berenberg (Nov 2014) 0.6 / 0.5 0.8 / 0.6 1.7 / 1.0 

Sources: ECB September 2014 staff forecasts, Bloomberg consensus as of 3 November 2014, Berenberg. 

In any case, the economic risks of more action are small. Stoking an inflationary bubble is 
an extremely remote risk, whatever action the ECB would take. On the contrary, acting 
aggressively now would shorten the period for which extremely low interest rates are 
necessary. The relative success of aggressive policies in the UK or the US highlights these 
benefits on the eve of the Fed ending its purchase programme. The Governing Council will 
probably discuss options (see next sections), but the latest stabilisation in some data is 
likely to mean that no additional decisions will be taken yet. 

One concern of the hawks on the council will be France’s 2015 budget. Paris’s blatant 
bending of the fiscal rules will aggravate worries about moral hazards of central bank 
policy via lower sovereign borrowing costs. But while such an effect may exist, it will be 
difficult to agree an ECB response beyond verbal warnings. The ECB cannot allow inflation 
to undershoot its target by an ever wider margin in order to enforce fiscal rules. Even if 
countries did respond in the desired way, an excessively tight monetary policy would 
certainly trigger a deflationary economic crisis and thus constitute a severe violation of the 
ECB’s price stability mandate. We expect moderate hawks to fall in line in December upon 
down-revised growth and inflation forecasts and the extreme hawks to be outvoted if 
necessary. 

Chart 3: SME borrowing costs diverge Chart 4: ECB’s (too) optimistic forecasts 

  

Effective interest rate on new loans to non-financial corporations up to €1m, 

1 to 5 years maturity. Source: ECB 

Yoy real GDP growth, Eurozone, %. Sources: Bloomberg, ECB, Berenberg 
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Options for easing 

We expect the ECB to start discussing more easing options with a view to taking more 
decisions in December. With interest rates at the lower bound, balance sheet expansion is 
the only way. The ECB has already bought covered bonds worth €4.8bn in October and will 
soon start buying asset backed securities (ABS). What other options are on the table? 

The least controversial tool could be a further expansion of targeted long-term 
refinancing operations (TLTRO) programme. The ECB could raise the borrowing limit 
from 7% of outstanding private sector loans, include mortgages, extend maturities, scrap 
the net lending rules, or cut the 10bp interest rate surcharge. These might help a little bit. 
But the key issue with the TLTROs is demand, not supply. The take-up at the first auction 
in September was €82.6bn. While that may have been dragged down by uncertainty about 
the bank review, the ECB’s estimate for the potential uptake in the first two auctions of 
€400bn looks out of reach. The ECB balance sheet keeps shrinking (see Chart 5) because 
banks’ demand for excess liquidity has dropped. That is caused by (1) diminishing financial 
market tensions, (2) the availability of fixed-rate full allotment in all ECB liquidity auctions 
and (3) the negative deposit rate. The relaxation of TLTRO rules does not change these 
factors. TLTRO-changes are a possibility for the December meeting, but not our forecast. 

To boost excess liquidity again, the ECB will have to force banks to accept funds via asset 
purchases. The ECB could consider buying private sector assets it is not targeting so far. 
With purchases of unsecured bank bonds ruled out due to the potential conflict of interest 
with the ECB’s role as supervisor, that would leave the corporate bond market. While 
buying corporate bonds would potentially bring a new range of operational problems, the 
market is relatively large (see Chart 6). We estimate that of the €1.4trn corporate bonds 
eligible as ECB collateral, restrictions such as investment grade credit rating and sufficient 
issue size would leave a targetable market of up to €900bn. That would be almost as much 
as the targetable market the ECB has identified in covered bonds (€600bn) and ABS 
(€400bn) and thus be a significant step forward. We expect the ECB to discuss corporate 
bond purchases this week, in order to be ready for decision at the December meeting. 

The tool of last resort would be the sovereign bond market. Ironically, buying sovereign 
bonds would be (1) the most effective tool as it would target the biggest market, (2) 
operationally the easiest as the ECB and other central banks have done it before and (3) 
financially least risky. However, it would come at a potentially large political cost. The ECB 
is barred from monetary financing of governments. While purchasing sovereign bonds in 
secondary markets would not directly fund governments, many, especially in Berlin, will 
see the line crossed, especially in case of large-scale purchases. If Germany were to openly 
criticise an ECB decision to purchase sovereign bonds, market fears over the cohesion of 
the Eurozone could re-emerge and cause a negative market reaction much bigger than the 
benefits of QE. German chancellor Merkel would have to spend considerable political 
capital to back such an ECB decision for which she would need to see sufficient reason. 
Unfortunately, that does not seem to be the case yet, which means QE remains an option 
of last resort. 

Chart 5: Balance sheet stabilising? Chart 6: Moving up the market ladder? 
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DisclaimerDisclaimerDisclaimerDisclaimer    
 
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 investorsRemarks regarding foreign investorsRemarks regarding foreign investorsRemarks 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 KingdomUnited KingdomUnited KingdomUnited 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 AmericaUnited States of AmericaUnited States of AmericaUnited 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. 
 
CopyrightCopyrightCopyrightCopyright    
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. 
 
© Oct 2014 Joh. Berenberg, Gossler & Co. KG  
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