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The ECB must move to counteract market turbulences

As the Federal Reserve starts tightening US monetary conditions, a key issue is
how capital markets will respond overseas, especially in the eurozone. Given
the relative size of the US financial system, the rise in short and long-term
interest rates on dollar assets can be expected to translate directly elsewhere.
Higher yields in the US will attract capital from other parts of the world, thus
raising rates there too. The overall impact will nevertheless depend on the
reaction of local policy authorities and on the portfolio preferences of global
investors.

A year ago, when the Fed hinted at tapering, the reaction differed across
regions. In several emerging markets rates started rising, reflecting a
reassessment of the risk profile of several larger economies, such as Turkey,
Brazil or Russia, leading to massive capital outflows towards safe havens. The
eurozone, on the contrary, was not affected much, benefiting itself from capital
inflows coming in from emerging markets. Global investors had reassessed
their view of the eurozone economy, in light of the interest rate convergence
between member countries produced by the European Central Bank’s
“whatever it takes” announcement, but also of the concrete progress realised in
the implementation of banking union and the prospects for a strengthening
economic recovery. As the tail risks in the euro seemed to fade away,
international investors did not want to be overweight in one currency only, and
a large part of the outflow from emerging markets landed in the eurozone,
strengthening the euro exchange rate.

This time around the repercussions might be different. The reassessment of
emerging markets’ overall risks seems to have ended, with some notable
exceptions (Russia). There are increasing signs that funds are flowing back
towards the most dynamic emerging economies. In the eurozone, instead, the
economic recovery has stalled and the risks of deflation have increased.
Long-term rates have continued to fall, but remain higher than the nominal
gross domestic product growth rate in the periphery, thus continuing to make
the deleveraging of the public and private sectors quite painful. Uncertainties
have also emerged again about the health of the banking system in some
countries and about the viability of banks’ business models in a slow
growth-low interest rate environment.

The high-yield segment of the eurozone financial market could thus be the first
to suffer from a tightening of US monetary conditions. Interest rate spreads
may start widening again, endangering debt sustainability. The market
dynamics could fuel a further reassessment of risks across eurozone countries
and banks. This would produce an undesired tightening of monetary and
financial conditions in the eurozone, at a time when inflation remains well
below the central bank’s definition of price stability.

The only way to avoid such a scenario is for the ECB to counteract the
restrictive effects produced by the combination of a US monetary tightening
and renewed market turbulences. The measures announced so far do not seem
to be sufficient, as their effectiveness largely relies on the prevailing demand
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for bank financing coming from European companies, which currently seem to
have little incentive to invest and still need to deleverage. The ECB’s balance
sheet might thus continue to shrink, while the economic recovery slows down.
Forward guidance, which aims primarily at short-term policy rates, may lose
credibility as it is unable to prevent the rise in long-term rates.

The only alternative is to step up the action aimed at further easing monetary
policy. This can be done either in a pre-emptive or in a reactive way. If the ECB
acts pre-emptively, by increasing the size of its balance sheet, and thus of the
money supply, before tensions arise in financial markets, it can rely on a
broader set of instruments and is less likely to be constrained on the type of
assets to be purchased. Under these circumstances, markets will be affected
more by the liquidity injected in the system than by the type of assets
purchased by the central bank.

If instead the ECB intervenes only in reaction to the US monetary tightening,
and after tensions have emerged in the markets, the range of instruments
might be restrained. Purchasing a basket of assets (for instance government
bonds) with a fixed key – for instance, the ECB capital – may not calm down
the markets, and actually produce the opposite effect as the amount of
low-yield assets purchased by the central bank could turn out to be much
larger than the high-yield ones. To counteract the undesired tightening of
monetary conditions in some parts of the eurozone, the central bank might
have to revert to selected asset purchases, as in the Securities Market Program
implemented in 2010-11, which has many more disadvantages – technical and
political – than quantitative easing which may be implemented through a
broad range of assets.

The choice between these two strategies is not easy, but the experience of the
past few years – not only in the eurozone but also in the US, Japan and the UK
– has shown that the fear that increasing central banks’ balance sheets would
over time lead to inflation was based on a wrong analysis of the financial crisis
and its aftermaths. Views might differ, but in the end what matters is action.
As Tim Geithner writes in Stress Test, his recently published memoir, “It’s
better to be accountable for your own mistakes that for the mistakes of others.”

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
Rome
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