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he real surprise about the unexpectedly low amount of central bank money that has been issued 
erm 

Refinancing Operations), is that it was a surprise. In fact, the TLTRO is not that different from other 

-financial institutions, rather than mortgages or 
Government bonds, does not change the substance of the problem. When the economy slows down 
and is dangerously approaching a deflationary trap, banks have no interest in lending more money, 
and thus have no incentive to request liquidity from the central bank. If the horse does not drink, 
there is no point in bringing him bucks full of water.  

But the problem is not only due to the dire state of the Eurozone economy, and the low demand for 
credit. In the current environment, banks simply have no incentive to increase the size of their 
balance sheets. There are several reasons for that. 

The first is the ongoing comprehensive assessment implemented by the ECB. Given the 
uncertainties surrounding the results, banks want to improve their position by reducing their overall 
leverage, starting from the more risky assets. 

The second reason is that there are huge uncertainties about the shape of the Eurozone financial 
system, going forward. Policy makers openly state that the Eurozone is overbanked, and that more 
capital market disintermediation is required. There are uncertainties about future regulatory changes 
and the activities that banks will be allowed to conduct. This is not an invitation for banks to 
increase their traditional lending activities. 

The third is the uncertainty about how markets will interpret the request for central bank liquidity, 
and the stigma attached to the TLTRO. Given that the large part of the funds have been allocated to 
banks in peripheral countries, the stigma is likely to be large, which will reduce the demand for the 
second tranche of the TLTRO.  

Finally, banks are being increasingly taxed, to contribute to national budgets and to the SRM, which 
reduces their profitability and encourages cost-cutting rather than business expansion.   

 and thus the 
restrictive stance of monetary policy - cannot be reversed except through the direct purchase of 
assets, in order to change the portfolio composition of financial institutions, forcing them to hold 
more liquidity and ultimately use such liquidity to invest in more risky assets. The refusal of the 
major Governments to guarantee the non-senior tranche of ABS reduces substantially the amount of 
assets that the ECB may purchase in the open markets with a view to achieve such an objective. If 
the ECB wants to bring the size of its balance sheet back to the 2012 levels, it does not have any 
other alternative than buying Government bonds.  
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