
EUROPE • GLOBAL ECONOMY

Reasons to favour eurozone quantitative easing

The surprising statement by Jens Weidmann, head of the Bundesbank, that 

quantitative easing “is not out of the question” in the eurozone, is not that 

surprising after all.

Last month’s judgment by the German constitutional court on the European 

Central Bank’s Outright Monetary Transaction indicated that the main 

problem with the commitment to do “whatever it takes” to save the eurozone 

lies in its unlimited nature, which could lead the central bank to purchase a 

large amount of assets of a specific country and thus take on to its balance 

sheet risks that could have budgetary consequences outside the control of 

national parliaments. The statement implicitly recognised that there would be 

no objections if the purchase of assets was limited rather than open-ended; 

and spread throughout the eurozone rather than concentrated on only one 

country.

In addition, QE is fundamentally different from the Securities Market 

Programme implemented by the ECB in 2010-11 and vociferously opposed by 

some members of the ECB’s governing council. The SMP aimed at repairing 

the transmission mechanism of monetary policy, which was broken in some 

countries as a result of the rising credit risk on government bonds. By 

intervening in the government bond market of a member state, the ECB 

interfered with the valuation of sovereign risk — which might not be fully 

consistent with the main tasks of monetary policy. According to this view, 

repairing the transmission mechanism should have been the responsibility of 

the national fiscal authorities, through credible adjustment programmes; and 

of bank supervisors, who should have strengthened banks’ capital 

requirements.
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Furthermore, the SMP is not a traditional instrument of monetary policy as it 

does not affect the overall monetary conditions of the eurozone but only some 

of its parts. In fact, the monetary effects of the securities purchases have been 

systematically sterilised by the ECB through the weekly tendering of term 

deposits.

To sum up, the two main instruments used in the past by the ECB to 

counteract financial instability – the SMP and the OMT – are substantially 

different from QE, not only in their nature but also in their scope. One can thus 

oppose the SMP and OMT and at the same time be in favour of QE for the 

following reasons.

First, the ECB is missing its primary objective, which is price stability. Price 

stability has been defined by the ECB as a rate of price increase below but close 

to 2 per cent. Recent data shows that inflation is, and will likely remain, closer 

to 1 per cent than 2 per cent. Stretching the forecast horizon to three years, 

while the monetary policy leads and lags are between one and two years, does 

not really justify policy inaction.

Second, the ECB has nearly exhausted its room for manoeuvre on traditional 

policy instruments such as the interest rate. A remaining 25 basis points cut in 

the main refinancing rate would have to be accompanied by a negative deposit 

rate, whose effects on monetary conditions are uncertain over the medium 

term.

Third, the non-conventional policy instruments used so far by the ECB rely 

largely on the willingness of eurozone banks to use them. The Very Long-Term 

Refinancing Operations inject liquidity into the system only to the extent that 

banks are willing to request additional liquidity against collateral. With a slow 

recovery and the stigma attached to these operations, few banks seem to have 

appetite for such instruments.

What is needed at this stage is an instrument, such as the purchase of assets 

from financial institutions, which affects the latters’ portfolio composition and 

induces them to pass on the liquidity that they receive to the rest of the 

economy.
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Finally, the eurozone is facing a rising demand for euro-denominated assets 

from the rest of the world, as a result of capital outflows from emerging 

economies and international portfolio diversification, which pushes the euro 

exchange rate up to levels not consistent with the feeble recovery and price 

stability. As the public debt needs to fall in all eurozone countries, the demand 

for euro assets can only be accommodated through greater liquidity creation by 

the central bank.

The longer the central bank delays action, the greater the risk that inflation 

expectations gradually fall and uncouple from the price stability objective. 

Therefore the longer the central bank waits, the more expansionary its policy 

will have to be, and thus the more likely it will have to resort to QE.

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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