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Only a weak euro can save the ECB now

Most of the news which has come out
since the European Central Bank’s last
governing council, in early September,
has made life more difficult for Mario
Draghi.

On the economic front, eurozone
inflation continues to fall, dangerously
approaching the zero bound. Inflation
expectations have plunged back below
the trough recorded in the summer.

Hard and soft indicators all point to a slowdown in economic activity, now
affecting also the core of the monetary union.

Concerning the effectiveness of monetary policy, the results of the targeted
longer-term refinancing operations (TLTRO) have been much lower than
expected, and concentrated on the periphery, which may create new stigma
and discourage further drawings in future. The size of the ECB’s balance sheet
continues to shrink, while money and credit aggregates are still disappointing.

Finally, the political and institutional environment for the conduct of monetary
policy has become more complicated. Governments have excluded the
possibility of guaranteeing the non-senior tranches of the asset-backed
securities to be purchased by the ECB. Criticisms have emerged in some
political quarters about the ECB’s decision to expand the balance sheet by
buying risky assets. The economic slowdown makes fiscal consolidation more
difficult to implement in some countries.

To sum up, while the underlying economic fundamentals call for a further
easing of monetary conditions, in particular by accelerating the
unconventional measures given that interest rates are now at zero, the
instruments left to implement such a policy have become increasingly limited
and controversial. It is practically impossible to bring the size of the ECB’s
balance sheet back to 2012 levels without directly purchasing non-senior
tranches of ABS and government bonds.

The only variable which has moved in the right direction is the euro exchange
rate, which has fallen by about 4 per cent against the dollar and 2 per cent in
effective terms since September 3. Part of this move is due to the deterioration
of economic conditions in the eurozone. It is also partly due to the better than
expected US economic recovery, which may bring forward the timing of the
first Federal Reserve rate hike. But a substantial part of the euro depreciation
is predicated on the expectation that the ECB will implement further
non-conventional measures in order to bring inflation back towards the 2 per
cent ceiling, as announced.
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However, if these expectations were disappointed, the depreciation of the euro
could slow down, or even reverse. This would be quite damaging. In current
circumstances the exchange rate is the most effective channel left for monetary
policy to influence the real economy. Only a weaker euro can raise inflation to
a level consistent with price stability and provide a short term stimulus to the
eurozone.

We know that the exchange rate is not an objective of the ECB’s monetary
policy. But it is certainly more than just one of the many indicators to follow. It
should be a prompt for the ECB to bite the bullet — and accept that QE is the
only answer left.
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