
6/5/2014 Central Banking

1/2

Print | Close

Opinion: The ECB is in danger of losing its voice

Mario Draghi's primary monetary policy tool - communication - may no longer be enough, says Patrick Artus of Natixis
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The European Central Bank (ECB) took a series of concrete actions to help kick-start Europe's economic recovery following the advent

of the eurozone's financial and debt crisis. The Securities Markets Programme, for instance, was used to purchase covered bonds and

government bonds, while the implementation of long-term refinancing operations (LTROs) assisted those banks that were desperate for

funding.

Since the second quarter of 2012, however, the focus has shifted to a communication strategy – first in the form of ECB president Mario

Draghi's July 2012 commitment to do "whatever it takes" to save the euro, fortifying the ECB's determination to prevent a break-up of

the single-currency area. This coincided with the announcement of the outright monetary transactions (OMT) programme, whereby the

central bank said it would purchase government bonds issued by troubled eurozone countries – a programme that has yet to be

implemented, pending decisions by the European Court of Justice and the Constitutional Court in Karlsruhe, Germany.

In July 2013, we witnessed the next development in central bank communication, by means of 'forward guidance', aimed at keeping the

ECB's key intervention rates low for an extended period of time. And finally, the ECB affirmed at the start of this year that it would

switch to unconventional monetary policies only if inflation remains low and the euro continues to appreciate.

The debate on ECB action has heated up of late, with members of the Governing Council hinting that the central bank will take fresh

policy action at its next meeting on Thursday (June 5) – most likely in the form of cutting its repo rates. Considerable market discussion

has also centred on the possibility of a negative rate for deposit facilities and an extension on a full allotment basis beyond 2015 –

particularly as the distribution of credit continues to pose a significant problem for the eurozone.

Of course, it is unclear how Draghi's so-called unconventional policies would be carried out. The implementation of quantitative easing,

above all, would prove particularly difficult – hence the central bank is unlikely to embark on a full-blown course just yet. If the ECB

chooses to buy asset-backed securities (ABSs) based on small and medium-sized enterprise (SME) loans, for instance, the small size of

the outstanding loans would undermine its cause. Furthermore, if the ECB buys eurozone government bonds, interest rates on core

eurozone bonds would be pushed beyond already absurdly low levels. These announcements, therefore, only amount to communication

in the current context.

Effectiveness of communication

To see if the communication-based tactics are close to achieving the ECB's goals, it is important to draw a distinction between ‘positive

communication' aimed at restoring investor confidence in the eurozone, and communication aimed at pushing up eurozone inflation or

combating the appreciation of the euro.

1. The ECB's ‘positive communication'

This would include the majority of the policy announcements listed above – such as bond purchases, OMTs, the ECB's determination to

prevent a euro crisis and forward guidance. With an objective of restoring investor confidence in the eurozone's economy and the

solvency of its countries, we call this "positive communication".

All things considered, the ECB's positive communication has been effective. Investors have once again started to buy government bonds

issued by peripheral eurozone countries and eurozone bank bonds – while the rate of investors returning to peripheral eurozone

countries has gathered pace since the spring of 2014.

2. Communication on the risk of deflation

If inflation continues to hover at a dangerously low level, the ECB has confirmed it will consider implementing unconventional monetary

policies, such as quantitative easing or negative interest rates on bank deposits, to prevent the risk of deflation. The matter will be
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closely watched this week. Yet, the practical implementation would be difficult. Furthermore, it is complex to gauge if such an

announcement can really push up eurozone inflation.

This is because the eurozone's low inflation is largely a result of two trends that have no tangible link to monetary policy. The first are

the diminutive increases in labour costs across the eurozone – as a result of distorted income distribution (in favour of profits), owing to

the chronically weak bargaining power of employees. The second is the fall in import prices, due largely to falling commodity prices and

the depreciation of emerging-country currencies against the euro.

The inflation level is the result of real-economy phenomena – as such, the tangible measures beyond a mere announcement are likely

needed to generate any significant signs of improvement.

Of course, the ECB could surprise the markets over the next few months. For instance, it could shift its priorities towards a weakening

of the exchange rate and stimulating corporate investment. But that does not seem the most likely course of action at present.

3. Communication on the euro's exchange rate

The official motivation for reacting in this instance is to prevent an appreciation of the euro by pushing down eurozone inflation. That

said, such a move would also correct the strong euro's effect on eurozone industry. As such, this message would prove disruptive as it is

inconsistent with the positive communication set out previously, which aims to bring investors back to eurozone assets.

In fact, it is the flock of investors returning to the eurozone that has triggered an appreciation of the euro. For the euro to depreciate,

then, non-European investors would need to sell their eurozone assets, which is inconsistent with the objective of improving eurozone

financial markets.

Communication may not be enough

When the aim of the ECB's announcements is to restore investor confidence in the solidity of eurozone assets, it has proven time and

again to be an effective measure. Yet, it is unlikely that the ECB can exert an influence on eurozone inflation or on the euro's exchange

rate if it continues to use only communication – as opposed to concrete action. In the event of a worsening situation, the ECB may well

concede to market pressure, stop using plain communication and move to fresh actions and new policies.

That said, it is clear that the effectiveness of concrete actions (such as quantitative easing) in and by themselves is questionable – largely

as inflation is a result of real economy phenomena, including the functioning of the labour market and behaviour of commodity prices.

Meanwhile, the appreciation of the euro is a result of investors' renewed confidence in addition to the eurozone's external surplus. And

these mechanisms have one thing in common: they are not closely linked to monetary policy.

Patrick Artus is chief economist at Natixis.
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