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ECB delays will prolong the price stability pain

Monetary policy in the eurozone seems to be facing a conundrum. Each time 

the European Central Bank signals its intention to ease its policy stance, 

market sentiment improves markedly, which attracts capital flows to the euro 

area. This in turn leads to a rise in asset prices, including the exchange rate.

The reason is that the eurozone, in particular some of its member countries, 

badly needs lower interest rates to achieve debt sustainability. If nominal 

interest rates remain above nominal gross domestic product growth, a higher 

primary surplus would be required to stabilise and reduce the debt, which 

means more austerity and a renewed risk of vicious circle of low growth and 

higher debt. If instead interest rates fall further, the current fiscal plans 

become more sustainable, which is good news for investors.

However, if the euro strengthens as a result of lower interest rates, it becomes 

more difficult for the ECB to achieve price stability, which is defined as an 

inflation rate below but close to 2 per cent. Indeed, the exchange rate is one of 

the strongest channels of transmission of monetary policy and all international 

forecasts suggest that at the current exchange rate the eurozone inflation rate 

is unlikely to come any close to the definition consistent with price stability 

during the next 18-24 months.

In sum, given the underlying economic conditions in the eurozone, the 

demand for euro-denominated assets seems to be inversely related with the 

degree of accommodation of monetary policy.

How can the ECB get out of this conundrum? It has to implement actions that 

more than compensate the higher demand for euro liquidity by international 

investors, so as to generate an excess supply – rather than an excess demand – 

of euros thus inducing a weakening of the exchange rate.

There are two ways to achieve this. The first is to make euro area investments 

less attractive, for instance by further cutting interest rates, or even imposing a 

negative rate on deposits by banks. This would reduce the inflow of capital into 

the euro area. The overall impact on the term structure of interest rates would 

be uncertain, as the slower inflow of capital could lead to a reversal of the 

recent convergence in long-term rates, with negative consequences on debt 

sustainability. Furthermore, it is unclear how far interest rates can be cut, once 

they enter negative territory.
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The second way is to implement quantitative easing in such a way as to push 

eurozone investors also towards foreign-denominated assets, as the Bank of 

Japan recently did. This would lead to both a lower euro exchange rate and 

lower long-term rates. The problem is that both instruments are highly 

controversial within the ECB, because like any non-conventional measure they 

entail undesired side effects. This explains why it has been so difficult to build 

a consensus around such interventions.

That is where another conundrum may start haunting the ECB. The longer the 

period of low inflation, the greater the risk of unsettling expectations and 

increasing real interest rates, which could generate a new vicious circle. At that 

point, the ECB would really have to do “whatever it takes” – not only in words 

but also in action – to achieve price stability.

In other words, the longer the ECB waits to implement new unconventional 

monetary instruments, the stronger these instruments will have to be in order 

to reverse the trend, but also the more difficult it will be for the ECB to achieve 

an internal consensus for such a decision.

The writer is a former member of the executive board of the European 

Central Bank and currently visiting scholar at Harvard’s Weatherhead 

Center for International Affairs and at the Istituto Affari Internazionali in 
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