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The ECB contemplates further monetary easing
By Jocelyn Paquet
The perennial signs of mid-summer vacations have returned. The
weather is gorgeous, the smell of barbecue fills the air and my
outlook inbox is filling up fast with out-of-the-office automatic
replies. But while some of our readers may be enjoying this piece
with their feet resting near the campfire, their economics team
keeps toiling hard, for the next few weeks promises to be quite
interesting on the monetary policy front.
Looming large is the incoming Fed meeting (July 30-31), at which
the United States’ central bank is widely expected to cut
benchmark rates by 25 basis points. But since every commentator
have already given their two cents worth on the topic, we’ll spare
you five minutes and focus instead on what is shaping up to be a
less straightforward affair: this week’s ECB meeting.

there is little sign that inflation is on the verge of a breakthrough.
In June, the core CPI, which excludes energy, food, alcohol and
tobacco, was up just 1.1% from its level a year ago. That’s about
half the ECB’s target of less but close to 2%. Inflation expectations
are also rather weak.
Eurozone: Core inflation still far below ECB target in June
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Back in June, European policymakers were in “broad agreement”
that the ECB should stand “ready and prepared” to provide more
policy accommodation in the event that the economic “soft
patch” failed to dissipate. Since then, economic growth in China
continued to decelerate, wiping out hopes of an exports-driven
rebound in Europe. The Zew survey then showed analysts
downgrading their expectations for the German economy, with
some even forecasting a drop in GDP in the second quarter. The
European Commission now see GDP expanding just 0.5% in
Germany in 2019, hardly the kind of number that would reassure
the ECB.
Eurozone: Sentiment deteriorates further in Germany
Zew indicator of economic sentiment. Last observation: July 2019
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In this context, it now looks certain that the ECB will loosen policy.
But how? And when? The central bank has signaled that all
options were on the table at this point including lowering interest
rates paid by banks on their deposits at the ECB, restarting the
quantitative easing program, and altering forward guidance. For
much of the month of June, markets seemed to agree that
additional stimulus would come in the form of a cut to the ECB’s
deposit rate from -0.4% to -0.5% at the September meeting, i.e.
simultaneously with the publication of the staff’s economic
projections. But then odds in favour of an earlier intervention
started increasing as data continued to disappoint and the Fed
started sounding more dovish. What’s more, approximately 50%
of analysts now expects the ECB to relaunch its asset purchase
program in the coming months.
Eurozone: Non-trivial probability of a rate cut this week
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Inflation is another concern. Speaking two weeks after the latest
central bank’s monetary policy meeting, ECB President Mario
Draghi reiterated the Governing Council’s “conviction in pursuing
our aim of inflation to 2% in a symmetric fashion” and added that
policymakers were considering at the moment how their
instruments could be adapted “commensurate to the risk to price
stability”. He went even further, stating that, “[i]n the absence of
improvement, such that the sustained return of inflation to our
aim is threatened, additional stimulus will be required.” As of now,
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At this point, the most likely scenario is that the European Central
Bank will tweak the language used in its statement to clearly
announce an incoming loosening of policy in September. But the
ECB has developed a tendency to undercut the Fed’s moves lately
and there is a non-trivial probability that it may do so again this
time, opting to reduce rates ahead of U.S. policymakers this week.
Whatever it chooses to do in the end, the way forward is fraught
with obstacles for the ECB. Whatever Mr. Draghi says, the central
bank’s toolbox looks pretty depleted at the moment and it’s
unclear what the effects of further monetary stimulus would be at
this point. Take a lowering of deposit rates for instance. A fall
further into negative territory would perhaps encourage
consumption and investment, but it would also hurt banks’
profitability since financial institutions cannot pass on negative
rates to their depositors. To mitigate that risk, the ECB would
probably have to introduce a tiering deposit system, which would
shield a portion of the banks’ deposit from negative rates. No one
quite knows where the effective lower bound is when it comes to
deposit rates – i.e. the point where the positive effects starts
being outweighed by the associated costs – but it has got to be
getting close otherwise a tiering system wouldn’t be necessary.
The benefits of a relaunch of the asset purchase program are
also unclear. Most research show that quantitative easing has
diminishing return and the ECB has already gobbled up €2.6
trillion worth of assets (or 20% of the eurozone’s GDP) in the past
few years. There’s also an argument that buying so much debt
could eventually reduce market efficiency. Then there are legal
considerations associated with restarting QE. As of now, the ECB
can own a maximum of 33% of the sovereign bonds of any single
country. In some cases (Germany for instance), the ECB is already
getting close to that limit. As such, was the ECB to start buying
sovereign bonds again, rules would have to be changed for the
program to extend beyond a year, leaving the ECB exposed to
legal challenges.
All in all, we think there’s no need to cut your cottage vacations
early in order to see what the ECB will do. But we’d still suggest
keeping an eye at markets on Thursday.

2

Fixed Income
Economics and Strategy

Economics and Strategy
Montreal Office
514-879-2529
Stéfane Marion

Toronto Office
416-869-8598
Matthieu Arseneau

Warren Lovely

Chief Economist and Strategist Deputy Chief Economist

MD & Head of Public Sector Strategy

stefane.marion@nbc.ca

matthieu.arseneau@nbc.ca

warren.lovely@nbc.ca

Krishen Rangasamy

Paul-André Pinsonnault

Marc Pinsonneault

Senior Economist

Senior Fixed Income Economist

Senior Economist

krishen.rangasamy@nbc.ca

paulandre.pinsonnault@nbc.ca

marc.pinsonneault@nbc.ca

Kyle Dahms

Jocelyn Paquet

Angelo Katsoras

Economist

Economist

Geopolitical Analyst

kyle.dahms@nbc.ca

jocelyn.paquet@nbc.ca

angelo.katsoras@nbc.ca

General
This Report was prepared by National Bank Financial, Inc. (NBF), (a Canadian investment dealer, member of IIROC), an indirect wholly owned subsidiary of
National Bank of Canada. National Bank of Canada is a public company listed on the Toronto Stock Exchange.
The particulars contained herein were obtained from sources which we believe to be reliable but are not guaranteed by us and may be incomplete and may be
subject to change without notice. The information is current as of the date of this document. Neither the author nor NBF assumes any obligation to update the
information or advise on further developments relating to the topics or securities discussed. The opinions expressed are based upon the author(s) analysis and
interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein, and nothing in this Report
constitutes a representation that any investment strategy or recommendation contained herein is suitable or appropriate to a recipient’s individual
circumstances. In all cases, investors should conduct their own investigation and analysis of such information before taking or omitting to take any action in
relation to securities or markets that are analyzed in this Report. The Report alone is not intended to form the basis for an investment decision, or to replace
any due diligence or analytical work required by you in making an investment decision.
This Report is for distribution only under such circumstances as may be permitted by applicable law. This Report is not directed at you if NBF or any affiliate
distributing this Report is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. You should satisfy yourself
before reading it that NBF is permitted to provide this Report to you under relevant legislation and regulations.
National Bank of Canada Financial Markets is a trade name used by National Bank Financial and National Bank of Canada Financial Inc.
Canadian Residents
NBF or its affiliates may engage in any trading strategies described herein for their own account or on a discretionary basis on behalf of certain clients and as market
conditions change, may amend or change investment strategy including full and complete divestment. The trading interests of NBF and its affiliates may also be
contrary to any opinions expressed in this Report.
NBF or its affiliates often act as financial advisor, agent or underwriter for certain issuers mentioned herein and may receive remuneration for its services. As well
NBF and its affiliates and/or their officers, directors, representatives, associates, may have a position in the securities mentioned herein and may make purchases
and/or sales of these securities from time to time in the open market or otherwise. NBF and its affiliates may make a market in securities mentioned in this
Report. This Report may not be independent of the proprietary interests of NBF and its affiliates.
This Report is not considered a research product under Canadian law and regulation, and consequently is not governed by Canadian rules applicable to the
publication and distribution of research Reports, including relevant restrictions or disclosures required to be included in research Reports.

Fixed Income
Economics and Strategy
UK Residents
This Report is a marketing document. This Report has not been prepared in accordance with EU legal requirements designed to promote the independence of
investment research and it is not subject to any prohibition on dealing ahead of the dissemination of investment research. In respect of the distribution of this
Report to UK residents, NBF has approved the contents (including, where necessary, for the purposes of Section 21(1) of the Financial Services and Markets Act
2000). This Report is for information purposes only and does not constitute a personal recommendation, or investment, legal or tax advice. NBF and/or its
parent and/or any companies within or affiliates of the National Bank of Canada group and/or any of their directors, officers and employees may have or may
have had interests or long or short positions in, and may at any time make purchases and/or sales as principal or agent, or may act or may have acted as
market maker in the relevant investments or related investments discussed in this Report, or may act or have acted as investment and/or commercial banker
with respect hereto. The value of investments, and the income derived from them, can go down as well as up and you may not get back the amount
invested. Past performance is not a guide to future performance. If an investment is denominated in a foreign currency, rates of exchange may have an adverse
effect on the value of the investment. Investments which are illiquid may be difficult to sell or realise; it may also be difficult to obtain reliable information about
their value or the extent of the risks to which they are exposed. Certain transactions, including those involving futures, swaps, and other derivatives, give rise to
substantial risk and are not suitable for all investors. The investments contained in this Report are not available to retail customers and this Report is not for
distribution to retail clients (within the meaning of the rules of the Financial Conduct Authority). Persons who are retail clients should not act or rely upon the
information in this Report. This Report does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for
the securities described herein nor shall it or any part of it form the basis of or be relied on in connection with any contract or commitment whatsoever.
This information is only for distribution to Eligible Counterparties and Professional Clients in the United Kingdom within the meaning of the rules of the Financial
Conduct Authority. NBF is authorised and regulated by the Financial Conduct Authority and has its registered office at 71 Fenchurch Street, London, EC3M 4HD.
NBF is not authorised by the Prudential Regulation Authority and the Financial Conduct Authority to accept deposits in the United Kingdom.
U.S. Residents
With respect to the distribution of this report in the United States of America, National Bank of Canada Financial Inc. (“NBCFI”) which is regulated by the Financial
Industry Regulatory Authority (FINRA) and a member of the Securities Investor Protection Corporation (SIPC), an affiliate of NBF, accepts responsibility for its
contents, subject to any terms set out above. To make further inquiry related to this report, or to effect any transaction, United States residents should contact
their NBCFI registered representative.
This report is not a research report and is intended for Major U.S. Institutional Investors only.
This report is not subject to U.S. independence and disclosure standards applicable to research reports.
HK Residents
With respect to the distribution of this report in Hong Kong by NBC Financial Markets Asia Limited (“NBCFMA”)which is licensed by the Securities and Futures
Commission (“SFC”) to conduct Type 1 (dealing in securities) and Type 3 (leveraged foreign exchange trading) regulated activities, the contents of this report
are solely for informational purposes. It has not been approved by, reviewed by, verified by or filed with any regulator in Hong Kong. Nothing herein is a
recommendation, advice, offer or solicitation to buy or sell a product or service, nor an official confirmation of any transaction. None of the products issuers,
NBCFMA or its affiliates or other persons or entities named herein are obliged to notify you of changes to any information and none of the foregoing assume
any loss suffered by you in reliance of such information.
The content of this report may contain information about investment products which are not authorized by SFC for offering to the public in Hong Kong and such
information will only be available to, those persons who are Professional Investors (as defined in the Securities and Futures Ordinance of Hong Kong (“SFO”)). If
you are in any doubt as to your status you should consult a financial adviser or contact us. This material is not meant to be marketing materials and is not
intended for public distribution. Please note that neither this material nor the product referred to is authorized for sale by SFC. Please refer to product prospectus
for full details.
There may be conflicts of interest relating to NBCFMA or its affiliates’ businesses. These activities and interests include potential multiple advisory, transactional
and financial and other interests in securities and instruments that may be purchased or sold by NBCFMA or its affiliates, or in other investment vehicles which
are managed by NBCFMA or its affiliates that may purchase or sell such securities and instruments.
No other entity within the National Bank of Canada group, including National Bank of Canada and National Bank Financial Inc, is licensed or registered with the
SFC. Accordingly, such entities and their employees are not permitted and do not intend to: (i) carry on a business in any regulated activity in Hong Kong; (ii) hold
themselves out as carrying on a business in any regulated activity in Hong Kong; or (iii) actively market their services to the Hong Kong public.
Copyright
This Report may not be reproduced in whole or in part, or further distributed or published or referred to in any manner whatsoever, nor may the information,
opinions or conclusions contained in it be referred to without in each case the prior express written consent of NBF.

