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Following the announcement from ECB president Draghi to do 
“everything to preserve the euro”, the ECB has entered a new 
policy era in September by launching the ‘Outright Monetary 
Transactions’ (OMT) Program and by easing collateral rules 
further. So far, ECB action has been quite successful in taming 
acute breakup fears and some of our key signposts (e.g. Tar-
get2 balances) also show that financial fragmentation is easing. 

Looking further down the road, we find econometric evidence 
for significant positive growth effects from the recent ECB ac-
tion. They stem from reduced uncertainty, low real key rates 
and particularly a boost in M1 growth if ECB action is successful 
in ‘repairing’ some malfunctioning of the financial system. As a 
consequence, in 2013 and 2014 yearly growth in the euro area 
could be lifted by about half a percentage point each year. 
These growth effects should be especially strong in the periph-
eral economies where the monetary sector has been hit the 
most. 

That said, ECB action cannot serve as a substitute for structural 
reforms, especially in the peripheral economies. However, there 
has already been significant progress in overhauling the bank-
ing system and a European Bank Supervision will be imple-
mented next year. Moreover, progress in the current account 
rebalancing is already visible. The road of improving public 
finances is bumpier but here progress has also been made. If 
countries proceed on this path and continue to adjust their 
public balances, the latest ECB action could indeed be a cata-
lyst for growth. 

We see the main risks to this scenario from reform fatigue in the 
aftermath of the recent successful ECB action, both on a na-
tional level and at the level of the European Union.   

 
 
 
 
 
 

 

 

Over the course of the year, the euro crisis had gained new 
momentum. Fears about a euro breakup started to gain the 
upper hand causing not only intra-euro area government bond 
spreads to climb to new highs but also the situation in the finan-
cial sector to aggravate further. The latter had been most visible 
in the increase of the Target2 balances. There was an acute 
risk that the financial sector in the peripheral countries dries out. 
As a result, financial fragmentation and increasingly heteroge-
neous financial conditions across countries intensified. How-
ever, at the end of July ECB President Draghi gave his famous 
“all it takes to preserve the euro”-speech. This has been the 
starting point for an easing of financial market pressure. Follow-
ing this speech the ECB presented the details of its Outright 
Monetary Transactions (OMT) program in September and addi-
tionally eased the collateral for repo operations further. Is this 
the turnaround in the euro crisis we have been looking for des-
perately? 

In what follows, we first take a deeper look at the concept of 
market fragmentation and analyze the recent development of 
key signposts in this field. As we detect some improvement 
already, we then analyze the magnitude of the growth effects of 
these measures. Next we lay out the conditions needed so that 
these growth effects can really unfold. Finally we discuss the 
risks related to our conclusions.        

The ECB concept of market fragmentation 
There is no precise definition what market fragmentation or 
segmentation actually means. However, following a request 
from the press1 the ECB laid down several indicators de-
scribing market segmentation. Regarding the money market 
it was mentioned that cross-border loans as well as interbank 
lending were in retreat within the euro area, that banks from 
highly-rated euro area economies use the Eurosystem liquidity-
providing operations only to a limited extent, that within the 
financial sector there has been a trend away from posting 

                                            
 

1 ECB: Indicators of Market Segmentation. Media request follow-
ing the ECB press conference on August 2 2012 from 
08/08/2012. 
http://www.ecb.int/press/pressconf/2012/html/is120802.en.html 
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ECB as a Safe Haven for Banks
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cross-border collateral towards a higher use of domestic collat-
eral in ECB liquidity-providing operations, and that surveys back 
anecdotic evidence that the country risk is the most significant 
consideration when assigning counterparty credit lines. In the 
sovereign bond market an increase in the home bias of inves-
tors was mentioned as an indicator for segmentation, e.g. the 
share of domestic Spanish government bond holders in Spanish 
government bond increased from 55% in early 2009 to 70% in 
early 2012. As a third dimension of fragmentation, the bank 
funding and lending situation was mentioned. The funding 
conditions for euro area banks were increasingly based on the 
bank’s geographical origin and banks located in peripheral 
countries continued to lose market funding. Also, the market for 
secured bank funding has been especially negatively affected 
for peripheral banks and the correlations between peripheral 
government bond yields and the corresponding peripheral bank 
bonds increased showing a contagion of the private sector by 
the sovereign sector. Due to diverging bank funding conditions 
the pass through of monetary policy is also divergent. The ECB 
cites evidence from the IMF that the pass-through of monetary 
policy to lending rates has weakened, especially in the periph-
ery. As a result, the dispersion of interest rates for small and 
large loans increased among countries. Lastly, BIS data 
showed that cross border claims on peripheral countries fell 
while claims on Germany rose reflecting safe haven flows. 

Following President Draghi’s “all it takes to preserve the euro”-
speech on July 26, the ECB’s answer to market fragmenta-
tion was given at the September meeting where the presenta-
tion of the ECB’s Outright Monetary Transactions (OMT) 
program and the announced easing of collateral rules took 
place. The OMT program basically allows the ECB to intervene 
with unlimited amounts in the government bond market (one to 
three-year segment) of a country that is still active at the pri-
mary market and has accepted some sort of conditionality (ei-
ther in the form of a full macroeconomic adjustment program or 
a precautionary program) as part of an EFSF/ESM program. 
The eased collateral rules suspended the minimum credit rating 
for marketable debt of countries under the EU umbrella except 
for Greece. Also, marketable debt instruments denominated in 
US dollar, pound sterling and Japanese yen and held in the 
euro area are eligible as collateral. As made clear in various 
comments, these measures are designed to fight financial 
fragmentation and to eliminate the risk of a euro breakup.  

Looking ahead, the easing of the collateral requirements has 
the potential to improve the overall situation significantly. By 
accepting all public debt from countries under the umbrella 
(except Greece), jointly with the OMT the way is paved for a 
decoupling of the sovereign risk from the risk of a bank in a 
country which receives support from the ESM. The counterparty 
risk for peripheral banks should substantially come down. 
Moreover, peripheral banks can get more liquidity from the 
ECB, thereby improving the financing situation.  

Key signposts for easing market fragmentation   
In sum, fragmentation comprises mistrust within the bank-
ing sector, de-risking and safe haven flows and no or only 

a very limited effectiveness of monetary policy action to 
the real sector. As key signposts to watch whether fragmen-
tation eases from a macro perspective, we identified the follow-
ing set of indicators:  

First, the volume of interbank trading has trended down and 
should reverse if trust in the banking sector improves. Also, 
banks should reduce their holdings in the deposit facility and the 
current account of the ECB. At present, the volume of interbank 
trading is still low by historical standards. Likewise, banks 
continue to deposit large amounts of funds at the ECB (by 
means of the deposit facility and the current account) to an 
extent that is about four times higher compared to pre-crisis 
level. However, most recently banks have started to reduce 
these holdings suggesting that improvement is underway.   

Second, when investors become less concerned about a euro 
breakup, safe haven flows should start to reverse. On a macro-
economic level this should be visible in a narrowing of Target2 
balances and higher cross border lending. Moreover, the 
CDS especially for peripherals should fall and the default prob-
ability of a synthetic euro area state (here defined as the GDP-
weighted sum of country-specific default probabilities) should 
also come down. In the aftermath of the Draghi announcement, 
CDS for peripherals significantly came down implying that the 
medium-term forward risk seen by markets fell strongly. For 
instance, in the case of Spain the market had expected a Span-
ish default within the five year period beginning in five years 
with a probability of 70%. Now this risk has come down to 50%. 
A similar although less pronounced pattern occurred with re-
spect to Italy (35% down from 50% before the Draghi speech). 
For the euro area as a whole this default risk receded in the 
aftermath of the Draghi speech by 10 percentage points to 
around 20% at present. That investors’ concerns stabilized and 
even turned to the better as of late is also visible in the Target2 
balances. As can be seen from the graph below, the capital flow 
from the periphery into the AAA-rated core economies stabilized 
as of late. A look at the country level even shows that the Tar-
get2 deficit of Spain became smaller while the surplus of Ger-
many diminished. The Target2 deficits of the remaining periph-
erals broadly stabilized over the last months. The next step in 
overcoming market fragmentation would be a revitalization of 
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euro area cross-border lending. Until Q2/2012 data from the 
BIS show a shrinking and data for Q3/2013 are not yet avail-
able. Data for Germany show that the bank loans to peripheral 
economies still shrank in August. However, given the develop-
ment in the interbank market and of the Target2 balances at 
least a stabilization of cross border lending should be on the 
cards until year-end.      

 

 

 

 

 

Third, improved passing through of monetary policy to the real 
sector, especially in the periphery, should result in less diver-
gence of interest rates for firms and consumers among 
member countries. In the course of the euro crisis the stan-
dard deviation of lending rates among euro area economies has 
been increasing. Before the crisis this standard deviation aver-
aged 0.6 for households and about 0.7 for firms. Presently, 
especially the heterogeneity in the lending conditions for firms 
has increased strongly and it was in August more than twice as 
high as in pre-crisis times. For households, IMF data paint a 
less dramatic picture but the pre-crisis norm has been ex-
ceeded as well. Depending on whether the ECB manages to 
improve the funding situation of peripheral banks, at least some 
stabilization can also be expected regarding this indicator.      

In sum, our look at some key signposts for an improvement in 
the financial fragmentation issue suggests that there are al-
ready some signs of improvement visible. However, the crisis 
situation still persists and it is a long way back to normal. But 

looking further down road we expect that, backed by ECB un-
conventional policy action, improvement towards the overcom-
ing of financial fragmentation should continue.     

Macro implications from successful ECB action …  
All in all, as a result of easing sovereign credit crisis concerns 
an unwinding of growth denting effects will take place. From a 
macroeconomic perspective the main channels by which 
the credit crisis dampened activity was through increased 
uncertainty and the mistrust among banks keeping money 
creation down in spite of a very accommodative monetary 
policy stance by the ECB. A comprehensive measure of un-
certainty is the value of volatility indices like the VSTOXX, VIX 
and VDAX. Although the development of these indicators is 
influenced by a wide range of factors, during the financial and 
the sovereign credit crisis these measures mirrored investors’ 
concerns about the news flow and future expectations quite 
well. The major concern is a breakup of the euro area. Here, we 
make use of the default probability of a synthetic euro area 
state for the 5-year period starting in 5-years as mentioned 
before. By focusing on the medium-term default risk the impact 
of short-term events should be reduced. According to this 
measure the medium-term breakup risk temporarily rose to one 
third. In lockstep with the breakup risk uncertainty as measured 
by the VSTOXX had also been rising (see graph below). How-
ever, in the aftermath of the Draghi statement at the end of July, 
the euro crisis induced uncertainty diminished significantly. Less 
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Euro Area Money Multiplier & M1 Growth
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uncertainty, in turn, bodes well for consumption and investment 
activity. With the risk of euro breakup reduced, firms can invest 
under the assumption of a single currency within the euro area 
and consumption should also be boosted. Employees in 
economies with potentially strong currencies in the aftermath of 
a euro breakup should expect a lower risk of becoming unem-
ployed and the ones in peripheral economies face less uncer-
tainty about the further course of their country. Empirically, 
measures for expectations from firms, consumers and investors 
exhibit a strong correlation with uncertainty as measured by the 
VSTOXX (of around -0.7). Hence, reduced uncertainty as a 
result of the ECB’s potential buying of government bonds 
should support activity.  

The second major pillar from the latest ECB action concerns the 
transmission of monetary impulses. Since the start of the finan-
cial crisis in late 2008 the ECB expanded its balance sheet from 
63% of nominal GDP to a level of 130% at present bringing the 
total volume of assets above € 3000 bn, from € 1452 bn in 
Q3/2008. In contrast, M1 increased by just 30% during this 
period. The problem is that banks do not pass through the 
ample liquidity they get from the ECB to the real economy but 
“park” this liquidity at the ECB. As mentioned above, the money 
in the ECB’s deposit facility or in the current account almost 
tripled since the collapse of Lehman Brothers. Clearly, mone-
tary growth in the end should have also been dampened by 
poor credit demand. However, given the indications for financial 
fragmentation presented by the ECB, the malfunctioning of the 
financial system and the mistrust between banks, most impor-
tantly between core and peripheral banks, should have also 
been a source of sluggish money growth. As a result, the 
money multipliers which express the various monetary aggre-
gates as multiples of base money came down sharply. For 
instance, the M1 money multiplier’s historical average is 4.3 but 
the latest value is at just 2.8. However, repairing this channel 
would have quite a powerful effect on economic activity as well. 
If money would find its way out of base money (which is defined 
as currency in circulation plus reserves of monetary financial 
institutions (MFIs) at the ECB) into wider monetary aggregates 
that are much more closely correlated with overall activity, the 
effect on growth could be significant. Empirically, M1 (cash in 
circulation plus (daily) deposits at MFIs) is the monetary aggre-
gate exhibiting the closest correlation with economic activity. 
The excess reserves of MFIs at the ECB reached € 433 bn in 
September. If the MFIs were to use their excess reserves to 
create deposits, M1 would increase dramatically. In such an 
event, M1 growth would have been 14% yoy in August instead 
of 5.5% yoy actually. Alternatively, banks could use the money 
currently held in the deposit facility of the ECB to create depos-
its. In either way the money multiplier for M1 would increase 
and so would M1. Theoretically, excess reserves could also be 
transferred into accounts with a longer maturity so that in this 
case M1 would not change but the M2 or M3 would increase. 
However, at present an improvement of the situation should 
result in higher medium-term monetary growth of all aggre-
gates.   

Clearly, it is unrealistic to expect a big bang regarding the dys-
functioning of the financial system. Looking ahead, we deem it 
much more realistic to look for a gradual normalization of the 
situation. Still, if the money multiplier for M1 would only 
gradually normalize towards its historical mean until the 
end of 2014, the implied boost to monetary growth would 
still be very strong given the ample liquidity situation. M1 
growth would peak at 15% yoy and then decelerate to around 
9% yoy at the end of the period (see graph below). However, it 
is important to keep in mind that this is just a potential and not 
an outright macro forecast. Whether this potential realizes 
depends on a number of factors (further euro crisis develop-
ment, global economy, tail risks …) of which we will discuss 
some later on.   

   
… should support economic activity strongly  
All in all, the ECB has the potential to improve the economic 
situation lastingly and to lift euro area activity on a higher 
growth path. In order to assess the magnitude of this potential 
push, we estimate a model for quarter-on-quarter euro area 
GDP growth.  

We construct a model based on quarterly GDP data from 
Q4/1999 to Q2/2012. As explanatory variables we included the 
composite PMI in order to control for the present economic 
environment. Moreover, some variables that can directly or 
indirectly be influenced by the ECB are of statistical signifi-
cance: The one-quarter lagged change in uncertainty as meas-
ured by the VSTOXX, M1 yearly growth and the change of the 
three-month moving average of the real ECB key rate. The real 
ECB key rate is derived by deflating the nominal key rate with 
the core inflation rate (headline rate ex unprocessed food and 
energy). Other definitions of the real key rate were not statisti-
cally significant. With an R^2 of 0.85 the model is quite suc-
cessful in explaining past growth.  

Looking ahead, one can use two different scenarios in order 
to assess the impact of monetary policy on growth: The first 
scenario we call “hesitant ECB”. In this case the ECB does not 
manage to tame the euro crisis, uncertainty increases through-
out 2013 again and stays at elevated levels in 2014. Likewise, 
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monetary growth remains very subdued and expands with a 
rate of just 4% yoy which is equivalent of assuming that uncon-
ventional measures are ineffective or were not in place. In this 
scenario the ECB gives a high weight to the future inflation risks 
and is hence eager to unwind its ultra-loose monetary policy 
stance as soon as possible. Consistent with such a scenario is 
that he ECB leaves its key rate at 0.75% until Q1/2014 and then 
lifts it to 1.25% until year-end. The alternative scenario we call 
the “proactive ECB”. In this scenario decisive ECB action 
brings euro crisis related uncertainty further down until mid-
2013 and no change is assumed afterwards. The unconven-
tional monetary policy measures are successful in repairing the 
financial sector so that M1 growth averages 8% yoy over the 
scenario horizon. Moreover, the ECB cuts its key rate to 0.5% 
at the end of 2012 and leaves it there over the coming two 
years. The ECB adopts a fully growth-oriented policy stance. In 
order to isolate the effect of ECB action, in both scenarios a 
gradual recovery of the composite PMI towards its historical 
mean at the end of 2014 is assumed. Also, in both cases core 
inflation is expected to stay below 2% (1.7% on average).  

 
The growth paths for the euro area under the assumption of a 
“hesitant ECB” and a “proactive ECB” are displayed in the 
graph above. In the scenario of a proactive ECB growth is 
higher (the average difference is 0.15 pp in qoq growth) and the 
euro area exits earlier from recession than in the “hesitant” 
case. Hence, yearly average real growth of the euro area 
should be about 0.5 percentage points higher under the 
“proactive” compared to the “hesitant” ECB. When assess-
ing the importance of the various ECB measures our approach 
suggests that the effect from stronger M1 growth is quantita-
tively the most important one, followed by reduced uncertainty 
and the further lowering of the real key rate. Hence, if the ECB 
wants to support growth most effectively it should concentrate 
on measures to repair the financial system whereas key rate 
cuts should only play a less prominent role given the already 
ultra-low key rate level. Bottom line, keeping all other things 
equal, the ECB has indeed the potential to be a catalyst for 
growth in the euro area.  

The activity-enhancing effect from the ECB measures should be 
most pronounced in peripheral economies where monetary 

growth is especially subdued as argued earlier. This suspicion 
is also supported by econometric evidence. Based on quarterly 
GDP growth of Germany, France, Italy, Spain and Ireland for 
Q1/2000 until Q2/2012 we construct a panel model with so-
called fixed effects. Here, similar variables as in the case for the 
whole euro area are statistically significant. First of all, the coef-
ficient for M1 growth is even higher thereby underlining the 
importance of this variable also on the country level. Differences 
in the change of the real key rate are also significant in explain-
ing inter-country growth differences but unlike to the euro area 
model the real key rate is derived by means of the headline 
inflation rate and not the core rate. As in the case of the base 
model, the change in the VSTOXX also helps to explain growth, 
although with a lag of two quarters. The R^2 of the fixed effect 
approach is 0.47. When simulating the effects of ECB action at 
the country-level we maintained the assumptions outlined 
above for the aggregate. Hence, uncertainty impacts equally on 
all countries analyzed. Given Consensus expectations on the 
future path of headline inflation for these countries, low ECB 
key rates should have a broadly similar growth impact across 
countries. However, given that primarily monetary transmission 
in the peripheral economies is hampered we assumed that M1 
growth in the peripherals (Italy, Spain, Ireland) should be 
boosted by 6 pp relative to the baseline scenario but the one in 
the core countries (Germany, France) by just 2 pp. This is the 
main reason why overall ECB action should support activity in 
the periphery more than in the core. Over the 2013 to 2014 
period, a proactive compared to a hesitant ECB should increase 
quarterly growth by 0.1 pp in the peripheral countries in each 
quarter but hardly impact on activity in the core countries. Bot-
tom line: ECB activity is not only growth stimulating but 
also tends to reduce the economic disparities currently 
prevailing within the euro area.  

Progress in overcoming the sources of the euro crisis  
Our fairly positive view on the likely effects from the recent ECB 
action implicitly rests on the assumption that no other euro crisis 
related concerns pop up again. This is indeed a strong assump-
tion. The euro crisis goes back to the following mutually influ-
encing factors: Excessive public debt, huge external imbalances 
and a fragile banking sector. In order to overcome the crisis on 
an ideally smooth path no major setback in either of these fields 
is allowed. Only in such a case the above outlined merits from 
decisive ECB action can unfold fully.  

In our view, most progress has so far been made in repair-
ing the deficiencies of the banking sector. Especially with 
respect to the capital endowment a lot has been done already: 
According to a recently published Basel III monitoring exercise, 
at the end of 2011 nearly 90% of EU banks already fulfilled 
capital requirements needed in 2015 and more than 60% where 
at or above the levels needed in 2019. While a lot of capital is 
still needed until 2019, this should be manageable in the re-
maining 6 years. Moreover, the just discussed ECB measures 
to overcome fragmentation in the banking sector will also con-
tribute to a stabilization of this sector. Looking further down the 
road, a European Banking Supervision is on the agenda and 
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Capitalization of European Banks
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will be implemented over the course of the coming year. We 
expect no negative interference from this side. 

  

 

 

 

 

 

 

 
The elimination of huge current account imbalances within 
the single currency area has also made some progress as 
of late. The C/A deficit improved across almost all peripheral 
economies (see graph below). Quarterly data for Q2/2012 show 
that the C/A was almost balanced in Italy (-0.4% of nominal 
GDP), narrowed significantly in Spain (to -1.1%, from -5.7% 
before) and Portugal (to -2.8%, from -4.1% before) and even 
turned positive in Ireland. While this was initially due to lower 
domestic demand, lower unit labor costs have improved exter-
nal price competitiveness as well, thus stimulating exports. Yet, 
a lot has still to be done. Real effective exchange rates are in 
some countries (Greece and Spain) still at levels higher than 
those observed when EMU started and generally there still 
seems to be leeway for further real depreciation in order to 
improve the external balance of peripherals. Moreover, the 
European Commission sees plenty of need for further structural 
reforms. According to a recent OECD study2 product market 
liberalization and a further lowering of employment protection 

                                            
 

2 OECD (2011): The Impact of Structural Reforms on Current 
Account Imbalances. OECD Economics Department Policy 
Notes, No. 3. 

(both similar to the average change across the OECD over the 
past decade) will improve the current account balance lastingly 
by 0.4 pp and 0.1 pp respectively. With the structural reform 
process continuing we find it realistic that the current account 
imbalances will diminish further. We are positive on this issue 
as especially in the peripheral economies a lot of structural 
reforms have already been taken which should unfold their 
positive effects in the years to come. 

As the most critical factor for the unfolding of the stimulat-
ing ECB environment we see the area of public finances. In 
most peripheral economies the debt-to-GDP ratios will stay at 
elevated levels over the coming years. Markets should remain 
concerned about the sustainability of the debt burden. However, 
with fading banking sector risks the focus of concern will be 
mainly on the willingness of countries to bring their debt ratios 
down to the range between 90% and 100%. Debt ratios above 
this range are historically consistent with a high probability of a 
sovereign credit event. A reaching of the 60% target over the 
medium-term is not needed, in our view. What is decisive is a 
commitment to bring debt ratios lastingly on a downtrend. Even 
under optimistic assumptions, peripheral debt ratios will in-
crease over the coming years and remain (Italy, Portugal, Ire-
land, Greece) or rise (Spain) above the 100% threshold. There-
fore, the future deficit evolution will be of special interest. A look 
at primary balances shows that the huge consolidation efforts of 
the past years led to a marked improvement already (see graph 
below). Headline deficits came also further down but the reach-
ing of the 2012 deficit targets appears highly unrealistic for 
Spain (around 7% compared to the target of 6.3%) and Italy 
(about 2.5% compared to the target of 1.7%). Still, we think that 
the market should acknowledge that the trend in deficits is 
down. In our view, the missing of the 2012 deficit targets will not 
cause a re-escalation of the euro crisis unless markets doubt 
that the trend in deficits is really down.    

 
Reform fatigue major risk 
Looking further down the road, we see the risks rather related to 
the attempt of governments to rely on the ECB to tame the euro 
crisis rather than continuing with reforms and consolidation. 
Clearly, ECB action under the OMT requires some sort of condi-
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tionality so that the ability to free-ride is limited. However, if 
governments do not proceed as needed with reforms because 
of the presently ECB induced easing of the euro crisis, the 
above outlined improvement could stall. For instance, the un-
willingness to pursue further growth-enhancing reforms at least 
delays improvements in the sustainability of the public debt and 
reform-fatigue could dampen the structural improvement of the 
current account balance. In such a scenario a missing of deficit 
targets is also highly likely and in the end the euro crisis should 
intensify again. As a result, further ECB action would be asked 
for. Then, however, the ECB faces a dilemma: If it sticks to the 
ruling implicitly outlined in the OMT guidelines that support to a 
sovereign is granted in exchange for reforms only (at least by 
means of a memorandum of understanding within a precaution-
ary ESM program) the ECB will have to stop any support for this 
country. As a result, the euro crisis re-escalates. If the ECB 
nevertheless continues to support such a country, its credibility 
will be severely damaged. While it could still potentially be 
successful in bringing down specific yield levels, market partici-
pants should question the commitment of the ECB to keep 
inflation in line with its target over the medium term. But a 
higher risk premium for the ECB tends to reduce the effective-
ness of all its policy measures. Hence, all the ECB can do is 
to buy time to European politicians in order to proceed on 
the path of reforms. However, if politicians leave this path, 
ECB action should largely become ineffective and the pol-
icy measures will not serve as a catalyst for growth.     

Another political risk concerns the ability of European politicians 
to repair some of the shortcomings of the monetary union. The 
roadmap for a European banking supervision is laid out. It will 
be implemented in the course of 2013. However, the question of 
fiscal integration and effective supervision is still controversial. 
These topics touch upon the heart of national sovereignty and 
European leaders seem at the moment far away from having a 
common idea on the long term vision for the single currency 
area. Here, ongoing political struggle should mitigate the growth 
supporting effects from recent ECB action. 

Conclusions 
Our analysis of the most recent ECB monetary policy action has 
shown that there is improvement in overcoming financial frag-
mentation underway. Most importantly, the Traget2 imbalances 
showed some signs of unwinding in September and banks use 
the ECB as a safe haven to a lesser extent than before. The 
risk of an euro-breakup has considerably come down. However, 
all indicators are still in crisis territory. Over the months to come 
we expect this positive development to continue. As a result, 
growth should be supported. As the main channels we see a 
further reduction in uncertainty, a low and even further decreas-
ing real key rate and a boost in monetary growth as financial 
fragmentation eases. Compared to a hypothetical growth path 
under a “hesitant ECB”, the growth trajectory under the now 
adopted “proactive ECB” exhibits over the coming two years an 
on average 0.15 pp higher quarter-on-quarter GDP growth 
implying a difference of about 0.5 percentage points in yearly 
average euro area growth. Given that the burden of financial 
fragmentation has been tilted to peripheral economies, its over-

coming should also benefit peripheral growth over-
proportionately. An immediate implication for financial market is 
that euro area government bond markets should continue to 
normalize. More specifically, safe haven flows that have been 
concentrated on Bunds should start to unwind leading to a 
narrowing of intra-euro area government bond spreads through 
higher Bund yields as well as lower peripheral yields. Since the 
start of the financial crisis there has been a very strong correla-
tion of 0.93 between 10-year Bund yields and safe haven flows 
from peripherals as proxied by the aggregate peripheral Target2 
balance (see graph below).   

 
This benign scenario implicitly rests on the assumption that 
there is also progress in tackling the euro crisis at its ultimate 
roots. Here, we view the banking sector issue as most ad-
vanced. Also, it should be noted that peripherals are making 
significant progress in rebalancing their current account. The 
major task is in the field of public finances. Here, a missing of 
this year’s deficit targets for some countries is highly likely but 
the trend is clearly down and should remain to be so. The major 
risk to our all in all optimistic view on the ECB’s ability to en-
hance growth is located in the political arena. If the reform 
process stops on the national or European level, the recent 
ECB action will not have been more than just another buying of 
time before the euro crisis returns to old strength.       
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