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The ECB Acts to Counter Deflation Threat

Jacob Funk Kirkegaard assesses the package of monetary stimulus steps by the European Central Bank, saying they
fell short of what markets expected but that they could prove effective.

Transcript of interview recorded June 5, 2014. © Peterson Institute for International Economics.

Steve Weisman:  The European Central Bank acted today on June 5 to counter the possibility of low
inflation or even deflation in Europe that would hamper economic recovery there. Jacob
Kirkegaard of the Peterson Institute for International Economics is here with me, Steve
Wiseman, to assess what the Central Bank did and whether it will address the problem.

Jacob, first, what did they do?

Jacob Kirkegaard: They announced a package of different things. First they cut their main interest rate by
10 basis points or one-tenth of a percent. But perhaps more importantly they cut the so-
called deposit rate, which is the rate that banks get paid when they deposit money with
the Central Bank, to negative, (-)0.1%, which means that a bank in Europe now deposits
liquidity with the Central Bank they have to pay for it.

The second major component they announced was a series of liquidity provisions to the
European banking system. First and foremost they provided another potential very low
fixed rate, four year loan, to banks in the euro area of up to €400 billion, and as well as a
number of conditions attached to that loan, then they stopped sterilizing their previous
programs, the security markets program. Which, all of this added together means that the
euro area Banking System now has a lot more liquidity and a lot more cash at hand than
they used to do, than they used to have, which should mean that interbank rates, the rates
at which banks lend to each other, should drop much closer to zero than what had been
the case so far. And then the final thing they did was that they basically pre-committed to
beginning to buy asset-backed securities in the future.

Steve Weisman:  These steps are aimed at countering, as we said earlier, deflation. Do you think they are
enough to do that?

Jacob Kirkegaard: I'm of the persuasion that deflation, understood as consumers postponing their purchases
because they expect prices to be lower tomorrow, is not going to happen in the euro
area. So what we're dealing with here is a prolonged period of very low inflation and that
is a risk. And the risk is that something happens, an adverse shock affects the euro area
economy then that then pushes the economy into deflation. So you like to have a cushion
for inflation. And I think that what we've seen today has the potential to help increase
that cushion, so to speak, that it will actually in the medium-term, meaning starting from
six months from now, help propel investment and growth in the euro area, which should
toward the end of the year, therefore, help push up inflation.

Steve Weisman: ~ Various officials had signaled that they were prepared to take action. In the end did the
European Central Bank do what was anticipated and the markets expected?
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Yes, I think most of what the euro area, ECB announced today, was priced in already.
Certainly the rate cut and the negative deposit rates in fact, if anything the ECB probably
underwhelmed markets by only cutting by 10 basis points. And then they probably

did a little more than expected in terms of liquidity provision and then they probably

also positively surprised the markets by this pre-commitment to buy assets ABSs in the
future. But ultimately there will be a number of market participants that will be quite
disappointed today, because I think the ECB implicitly signaled that it will not be engaging
in quantitative easing in sovereign bonds, like what the Federal Reserve or the Bank of
England has done and therefore, ultimately what we-

What will be the asset-backed securities?

The asset-backed security will probably consist of various bank loans, so that you take loans
from a bank or different banks to different businesses in Europe and you package them
together and you price them and you sell them as a bundle to the Central Bank or two
other private non-bank investors. But the bottom-line here is that the ABS will be private
assets, it will not be sovereign debt.

Isn’t that better?

Yes, I think it is better, because it is a much more direct way in the European context,
where you have a financial system that unfortunately remains heavily bank dependent. It’s
a much more effective way to help credit creation than simply buying government bonds,
which of course would be good for the governments, but not necessarily help stimulate
private credit creation.

But as I said, ultimately, I think today’s announcement will not make a very big difference
in financial markets. It will quite likely help stem at least, as I said earlier, in the medium
term, about six months on, it will help stem further declines in Euro Area inflation, but
in among itself it is not a game changer and that will probably have disappointed some at
least.

Thank you very much Jacob.

My pleasure.



