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What Did It Do? 
Coming into today’s policy meeting at the European Central Bank (ECB) most analysts had 
expected that the Governing Council (GC) would sanction further policy accommodation. The 
consensus expectation looked for the ECB to reduce the interest rate on its deposit facility 
from -0.30 percent to -0.40 percent. While some analysts looked for the GC to increase the size of 
its quantitative easing program (QE), others thought that it would keep the QE program 
unchanged at €60 billion/month.  

Given the macroeconomic backdrop, most analysts had looked for some further easing steps. 
Inflation in the Eurozone, whether measured by the overall rate or the core rate, is essentially 
non-existent at present (Figure 1). Real GDP is growing, but the 1.6 percent year-over-year growth 
rate that was registered in the fourth quarter is hardly robust (Figure 2). Surely, the GC had to do 
“something” at today’s meeting.  

Figure 1 

 

 

Figure 2 

 

Source: IHS Global Insight and Wells Fargo Securities, LLC  

In the event, the ECB overwhelmed market expectations, at least in its initial announcement. Yes, 
the ECB did cut its deposit rate by 10 bps, as widely expected. But the GC did much more. First, it 
cut its 2-week refinancing rate, which served as its main policy rate in “normal” times, from 
0.05 percent to 0.00 percent. It also reduced its marginal lending rate, at which banks may 
borrow directly from the ECB on an overnight basis, from 0.30 percent to 0.25 percent. As shown 
in Figure 3, the marginal lending rate and the deposit rate set the corridor in which the overnight 
interbank rate fluctuates. At present that rate is negative, and it likely will decline further. In 
other words, the ECB is attempting to put further downward pressure on short-term market 
interest rates.  
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In an attempt to influence the long end of the curve, the GC increased the size of its QE program 
by €20 billion to €80 billion/month, and it announced that non-bank corporate bonds would be 
eligible for purchase. The rationale for purchasing corporate bonds is to reduce long-term lending 
costs for businesses. The ECB reiterated that its QE program would remain in place “until the end 
of March 2017, or beyond if necessary.”  

In a further attempt to bring down lending costs to the non-financial sector, the ECB made some 
modifications to its Targeted Long-term Refinancing Operations (TLTRO) program. Under this 
program, banks can borrow funds from the ECB for a four-year period at very attractive rates on 
the condition that they then lend these funds to businesses and consumers. The interest rate on 
these new TLTRO operations will be set equal to the ECB’s main refinancing rate, which is 
currently 0.00 percent. In some cases, banks will now be eligible to borrow from the ECB at the 
deposit rate, which is currently -0.40 percent. In other words, the ECB would pay some banks to 
borrow from it, provided they use this liquidity to lend to the real economy.  

The GC also provided some “forward guidance” by saying that rates should “remain at present or 
lower levels for an extended period of time, and well past the horizon of our net asset purchases.” 
That is, the ECB likely will not be hiking rates until well beyond March 2017.  

The only downside to today’s announcements is that ECB President Draghi said in the Q&A 
session of his news conference that he does not anticipate further rate cuts. Maybe the GC will 
eventually need to change its mind, but further accommodative steps do not appear likely, at least 
not in the foreseeable future. In that regard, bond markets in Europe weakened (i.e., yields on 
sovereign bonds backed up), stock markets fell and the euro strengthened after Draghi made 
these comments. We would have been more impressed if Draghi would have indicated that the GC 
is willing to consider further steps, if necessary, to bring the inflation rate in the Eurozone back 
toward target. 

Figure 3 

 

 

Figure 4 

 

Source: IHS Global Insight and Wells Fargo Securities, LLC  

Will It “Work”? 
Draghi’s comments notwithstanding, the €64 trillion question is now whether the steps that were 
announced today will “work?” That is, will the steps that the ECB announced today stimulate the 
economy enough to eventually bring the CPI inflation rate in the Eurozone back toward levels 
“below, but close to, 2 percent,” which is the ECB’s target?  

While we certainly welcome the steps that the ECB announced today, we would caution that they 
are not a “silver bullet.” That is, these policy changes may help to stimulate economic growth on 
the margin, but they are not likely, by themselves, to lead to a sharp strengthening in the rate of 
economic growth in the Eurozone. The ECB started to use the Long-term Refinancing Operations 
(LTRO) program aggressively in the dark days of the sovereign debt crisis in 2011 and 2012, and it 
rolled out its TLTRO program in September 2014. QE started about a year ago.  
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What has the ECB accomplished with these measures? Bank lending, which contracted from 2011 
to 2014, is growing again (Figure 4). At its current year-over-year growth rate, however, bank 
lending is hardly robust. The euro area economy is expanding, but at a sluggish rate, and the core 
rate of inflation in the Eurozone has shown no signs of moving higher. Have the ECB’s policies 
over the past few years helped to cushion the economy and prevented it from sliding back into yet 
another recession? Undoubtedly they have.  

But one would be hard pressed to claim that the policy accommodation over the past few years 
has been wildly successful. Why would the new steps announced today jumpstart a robust 
recovery when the policy steps of the past few years have largely failed to do so? To repeat, we 
welcome the steps that the ECB announced today and think they will support growth in bank 
lending and ultimately economic growth, at the margin. However, we do not expect these policy 
steps to lead to a resurgence in real GDP growth in the Eurozone. 

What would it take to bring about a stronger rate of economic growth in the euro area? The GC 
pointed to the answer in its statement. While acknowledging that monetary policy has a role to 
play in supporting growth, the GC pointed toward changes in structural policies as being 
important as well. Specifically, the ECB noted that “actions to raise productivity and improve the 
business environment, including the provision of an adequate public infrastructure, are vital to 
increase investment and boost job creation.” The GC also noted that “fiscal policies should 
support the economic recovery.” Despite noting that countries cannot incur unsustainable 
deficits, today’s ECB statement said “all countries should strive for a more growth-friendly 
composition of fiscal policies.”  

This last paragraph of the ECB’s statement may explain Draghi’s comments that the ECB is not 
likely to ease further, at least not in the foreseeable future. In our view, the GC is sending a signal 
to European politicians that they cannot sit idly by while the ECB does all the heavy lifting. 
Politicians in Eurozone countries need to make some difficult political decisions regarding 
structural reforms and the need for fiscal expansion. Only time will tell if the message has been 
received. Stay tuned. 
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