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Investment Research — General Market Conditions   

    

The ECB’s outlook has been taken a beating recently from a moderation in both euro-area 

growth indicators and the spill over from global indicators. Consequently, markets have 

repriced the ECB to indicate a 20bp hike in 23 months’ time only. The first rate hike is now 

priced as dovishly as in early 2017. We find it troubling that markets have such low 

expectations given that the economic environment and outlook are significantly different 

now than two years ago and, furthermore, given that the softer data at the end of the 

year/early start of the new year was warranted.  

At the same time, the inflation curve has bull flattened, with the 2Y2Y inflation swap at 

1.15% and the 5Y5Y inflation swap at 1.56%, which are both at their lowest levels for 

around two years. Naturally, the question arises: is the ECB behind the curve already, with 

just one policy-tightening step of ending QE net purchases on a strong euro area expansion? 

What can the ECB do in a global or euro area slowdown to stimulate the economy?  

This piece does not reflect our baseline views (read more in Euro area - Darker clouds on 

the horizon, 11 December 2018), but considers what the ECB might do if the economic 

outlook continues to deteriorate, i.e. if the moderation is structural and core inflation fails 

to pick up this year as we expect.  

Economics is not physics… 

In the field of physics, people agree on certain fundamentals, such as if an apple falls from 

a tree, gravity will pull it towards the item with the bigger mass, which in this case is the 

centre of the earth. However, such rules do not exist when it comes to economic 

developments and, in particular, inflation dynamics.  

…and there is a risk core inflation will not pick up at historical pace 

In Q3 18, we saw euro area wage growth at its strongest level in 10 years at 2.5%. In Chart 

1, we show the historical relationship, indicating around a three quarter lag between wage 

growth and core inflation (in Interview with Handelsblatt, 23 November 2018, ECB Chief 

Economist Peter Praet indicated 6-12 months), but what if this time is different and the 

pass-through is longer than that? Or if the economic outlook is perceived to be so fragile 

that companies will not pass on the higher labour costs to consumers (generating inflation), 

but would rather compress their margins? In that scenario, the ECB could very well go into 

easing mode again before actually starting normalising policy rates. This is the main risk 

to our 20bp rate hike call in December 2019. We discussed our inflation outlook in Euro 

Area Research: Is the Phillips curve finally coming alive in 2019?, 18 December 2018.  

Step 1 – longer-term liquidity operation 

The first TLTROII operations will have a residual maturity falling below one year this 

summer, which may lead to a liquidity squeeze for certain euro area banks within a few 

months. Therefore, we expect it to be quite certain that the ECB will have another longer-

term liquidity operation, which we expect to be announced in March and implemented in 

June ahead of the implementation of the new NSFR in July 2019.  
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Guns (and not bazookas) dominate ECB’s crisis arsenal  

Line of policy response  

1. Longer-term liquidity operations 

2. Postpone first rate hike 

3. Commit to reinvest 

4. Restart QE + pot. new asset class 

5. Cut rates 

6. Enter into risk assets (ETF/equity) 

7. Yield curve cap + dev. on cap key 

8. Helicopter money 

9. Change target 

 
 
 
 

Chart 1: Core inflation tends to lag 

wage growth by three quarters 

 
Source: Danske Bank 

Note: wage growth is lagged three quarters  
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The effectiveness of the operation will depend on the modalities and the devil will be in the 

detail. It is uncertain how the ECB will structure such an operation and consequently how 

large a take-up there will be. The crucial modalities include rate procedure, eligibility 

criteria, maturity. In ECB Research - TLTRO3: Italy to be main beneficiary, 9 November 

2018, we argued that if the modalities were identical to the ‘carrot approach’ under 

TLTRO2, we could see an additional EUR100-150bn taken. However, with the recent 

comments from ECB President Mario Draghi at the December press conference, we are 

leaning towards similar terms as with the 2011/12 VLTRO operations. 

Step 2 – postpone the guidance on the first rate hike 

The first easy choice indicating a change in policy direction is a postponement of the first 

rate hike beyond the current ‘at least through the summer of 2019’ language from the ECB. 

The ECB has been doing forward guidance in recent years, and so stronger guidance is not 

a new phenomenon or politically difficult to do. However, with the US slowing down and 

China likewise, a significant postponement of an ECB hike guidance could well also mean 

that the ECB will not be able to hike in this cycle – leaving less room for manoeuvre in a 

future recession.  

However, markets have already re-priced ECB expectations and this measure would be 

likely to have a limited impact. If the next step were communicated as a cut, however, a 

marked impact should be expected.  

Step 3 – commit to reinvesting maturing bonds  

The ECB has already communicated its intention to reinvest the principal in full of the 

maturing securities for an ‘extended period of time past the date when we start raising the 

key ECB interest rates and in any case for a long as necessary’. If step 2 were communicated 

to delay the first rate hike, this would also lead to a commitment to reinvest the principal 

of maturing securities for a very long time. We expect a gradual balance sheet reduction 

only after the changes to the policy rates, as communicated by Mario Draghi already. 

Step 4 – restart QE with the capital key but with new limits and 

potentially enter into new asset classes (such as ETF/equities) 

A natural measure to take on a deteriorating economic situation, after delaying the first rate 

hike, may be restating QE. Admittedly, we see the threshold to restart QE as high, but given 

the self-imposed ISIN limit binding certain countries already, such a restart would also 

include relaxing some of the ISIN/issuer restrictions. We expect purchases to be done 

according to the new capital key.  

A restart of net asset purchases may also entail the ECB entering into riskier assets to give 

the measure a bigger boost (such as ETFs or equities). If not, the effect of restarting QE 

may not be as powerful as the ECB would like to think, as it already holds a large chunk of 

the EGB universe. However, the more significant market effect would come from the strong 

forward guidance/commitment.  

A move into ETFs/equities is not unprecedented in central banking history, but entering 

into them would mark a significant step closer to a Japanese scenario (the Bank of Japan 

(BoJ) started buying its first ETFs in October 2010). The ECB has not ruled out riskier 

assets. In December 2014, when the ECB discussed starting QE, Draghi said that ‘we 

discussed all assets but gold’, while more recently, board member Benoit Coeuré suggested 

that depending upon the nature of the crisis, rate cuts or purchases of riskier assets than 

public or corporate debt could be warranted. Similar wording has also been shared by 

Draghi recently.  

Months to first hike. Market 

expectations are as dovish as in early 

2017 

 
Source: Danske Bank 
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Restarting QE would not have the ‘bazooka effect’ it had in 2014/15, so it would have to 

be coupled with a new asset class. However, buying equities will not help the euro area 

economy much given that the biggest effect would be observed for financial market 

participants and only to a lesser degree the average consumer in the euro area. It could lead 

to a weaker euro due to the entailed balance sheet expansion.   

Step 5 – cut rates further into negative territory 

As we gradually progress into the policy tools less likely to be implemented, we also have 

to acknowledge that some of the measures historically have shown a diminishing return 

relative to the effectiveness, compared to the political resistance to it. A rate cut into further 

negative territory falls into this category.  

When the ECB cut rates into negative territory, it communicated its effective lower bound 

of -20bp on the deposit rate. Nevertheless, it cut the deposit rate by 10bp twice. Since then 

– see also the comment by Benoit Coeuré above – the view of the ECB’s governing council 

has changed and further cuts into negative territory cannot be ruled out. However, we find 

it less likely than restarting QE. Furthermore, we find the effectiveness in terms of 

stimulating the economy through cuts to be rather limited. Academic research indicates that 

the ‘real’ policy rate (the so-called ‘shadow rate’) is at -6.2% already. 

Step 6 – enter into riskier assets (ETF/equities) 

We discussed a potential move into a new asset class in step four. However, we highlight 

here that we find it more likely that the ECB would enter into new asset classes after a rate 

cut. Entering into a new asset class is a significant step into crisis mode and would entail 

even higher barriers to cross than just restarting QE in the existing asset classes.  

Step 7 – yield curve cap and deviating from the capital key 

Introducing a cap on the European government bond (EGB) yields would be a serious step 

one into ‘full-scale’ BoJ crisis mode. Such a measure is unlikely to be a complete mirror of 

the BoJ’s yield curve control, where it targets a specific level/range on the 10Y JGB. 

However, given that the ECB is a central bank for 19 individual member states (most of 

them with individual yield curves), specifying a target for each country would also mean 

that the ECB would define and control the risk premium attached to each sovereign, which 

in turn could spark moral hazard behaviour from governments. Therefore, we believe the 

yield curve target for each member state would be contrary to TFEU Article 123 (monetary 

financing of member states).  

The ECB could still take control of the yield curve for governments to a greater extent than 

QE (step four) by introducing a yield curve cap. Such a cap would imply that the ECB 

ensured that all yields on EGBs would be below a specific level. In order to carry out such 

a measure, the ECB would have to deviate from the foundation of the currency union, 

namely the capital key. Such a move would be highly effective in the markets and ensure 

favourable financing conditions across the euro area. That said, such a measure could also 

be in breach of Article 123.  

Step 8 – helicopter money 

Helicopter money has long been an academic exercise, which in principle should boost 

euro area demand and in turn spur growth. However, political resistance to giving money 

to euro area inhabitants is very high, and despite the ECB technically being able to 

‘sterilise’ the measure, resistance to it would be very high indeed. Helicopter money is the 

last and, in our view, least likely (but also very effective) bullet in the ECB’s arsenal.  

ECB deposit rate well above the 

‘shadow rate’ 

 
Source: ECB, Macrobond (Wu-Xia), Danske Bank 
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Step 9 – change the target 

We expect the ECB to do ‘whatever it takes’ to preserve the euro, also with a new ECB 

President, despite this not being certain (Draghi is due to step down from his position as 

ECB President in October this year). The market impact of the ECB changing target is 

ambiguous. It could be perceived as the ECB ‘giving up’ on getting inflation ‘close to, but 

below, 2%’ or entailing a larger commitment to do even more to boost growth/inflation, 

such as including an employment measure.  

However, there are difficulties attached to changing the target. The treaty only specifies 

price stability as the mandate of the ECB, so within that interpretation, the 25 ECB 

governing council members can themselves decide on how to implement that. If the new 

target is not within that interpretation, a treaty change is likely to be needed and that would 

not be an easy fix, given the need for governments to agree on it.  

Conclusion 

Lessons over the past 10 years have shown that we should not underestimate the ECB’s 

willingness to step up with sizeable stimuli measures in response to a deteriorating 

inflationary and economic environment. While we still expect wage growth to translate into 

higher inflation later this year, there is a risk that the period will be longer than the historical 

relationships indicate. In such a case, there is a risk our call for a first rate hike in December 

this year will not materialise. In addition, with a slowing global economy and a moderating 

US economy, this may lead to not even getting a first rate hike before the next European 

recession hits.  

We are still some distance from a BoJ scenario and the ECB could still avoid entering into 

it in the near future, especially given the strong wage growth we have observed in the euro 

area. Despite the dovish ECB market pricing currently, it is still very different from the BoJ 

pricing over the past two decades, where close to no expectations of tighter central bank 

pricing was observed.  
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