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SPEECH

Monetary policy in changing conditions

Speech by Isabel Schnabel, Member of the Executive Board of the ECB, at the second EBI Policy
Conference on “Europe and the Covid-19 Crisis – Looking back and looking forward”

Frankfurt, 4 November 2020

Europe is in the midst of the second wave of the coronavirus (COVID-19) pandemic. Rising infection
numbers across the euro area have made new far-reaching containment measures necessary to contain
the spread of the virus and protect the most vulnerable members of our society as well as our public health
systems.

The new measures will again come at significant personal and economic cost. They will slow the path of
recovery, increase the risks of long-lasting labour market scarring and ultimately require new fiscal
measures to sustain demand and provide relief to those who are least able to bear the burden of the crisis.

Since the start of the pandemic, monetary policy has contributed to mitigating the social and economic
costs of this crisis. In the euro area, the ECB has taken quick and decisive action to provide stability in
financial markets, reduce borrowing costs and safeguard the supply of credit.

In my remarks this afternoon, I will explain the ECB’s response to the coronavirus crisis in more detail. I
will start by briefly recalling the measures that the Governing Council took in response to the first wave of
infections in spring. I will then discuss how the situation today differs from the situation we were facing in
spring and the challenges monetary policy has to confront in the current environment.

Monetary policy response to the first wave
When the pandemic first broke out in Europe, financial conditions tightened significantly. Euro area stock
markets fell into turmoil, collapsing by more than 35% in only a few weeks as investors rushed into safe-
haven assets (see left chart slide 2).

The euro area sovereign bond market fragmented, causing spreads on lower-rated government bonds to
rise sharply (see right chart slide 2). At the same time, corporate credit spreads reached levels last seen in
the midst of the euro area sovereign debt crisis.

In short, the very stability of our financial system was at risk and the transmission of our monetary policy
was severely impaired. Indicators aggregating the stress levels in different market segments demonstrate
how serious the situation in global financial markets was during the first two weeks of March (see slide 3).

Swift and determined action was needed to ensure that what had started as an economic and public health
crisis would not turn into a full-blown financial crisis, with self-fulfilling and destabilising price spirals and
fire sales.

Our response consisted of two carefully calibrated, mutually reinforcing and complementary pillars.[1]
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The first pillar was the pandemic emergency purchase programme (PEPP). It was launched in March with
an envelope of €750 billion, which was raised in June to €1.35 trillion, or 11% of last year’s euro area GDP.
The net purchase phase of the programme will run until at least June 2021 and, in any case, for as long as
the crisis persists.

The PEPP has been designed to serve two objectives: first, to counter the risks to the monetary policy
transmission mechanism by stabilising financial markets and, second, to counter the negative shock to the
economic and inflation outlook caused by the pandemic. To help meet these objectives, purchases under
the PEPP can be allocated flexibly across time, asset classes and jurisdictions.

The announcement of the PEPP instantly addressed the issue of illiquidity, instilled confidence and thereby
reduced fragmentation. Throughout the euro area, spreads relative to German Bunds fell measurably
following the announcement and stock markets recovered while systemic stress subsided (see slides 2
and 3).

Private sector purchases, which also include commercial paper, directly contributed to easing financial
conditions for non-financial corporates and to reviving the primary market for corporate bond issuance (see
slide 4).[2]

Since the euro area is traditionally a bank-based economy, however, measures to support liquidity in
financial markets were unlikely to prove sufficient. They had to be accompanied by measures to ensure
that financing conditions for small and medium-sized enterprises (SMEs) would remain equally attractive.

These considerations form the core of the second pillar of our response: preserving favourable bank
lending conditions and acting as a lender of last resort to solvent banks.

Contrary to earlier crises, this time banks acted as a critical backstop to the economy when the pandemic
hit Europe, benefitting from comparatively high capital buffers. Liquidity-strapped firms were able to draw
quickly on their credit lines, which protected millions of jobs.

Between March and May alone, euro area banks extended €245 billion of credit to firms (see left chart
slide 5). This pace of credit creation was unprecedented.

Our targeted longer-term refinancing operations (TLTRO III) have been designed with a view to
safeguarding the bank lending channel beyond the lifeline that banks had granted to firms and households
in the early days of the crisis.

These operations provide strong financial incentives for banks to maintain their lending to the real
economy by offering funding at rates as low as -1% to banks fulfilling their lending thresholds. The
attractiveness of these operations was reflected in the large take-up of funds in June and September (see
right chart slide 5).

We also decided on a comprehensive set of collateral easing measures to ensure the maximum use of our
liquidity facilities. We now accept a much broader set of assets as collateral, including small loans to SMEs
or even self-employed workers, and we accept them at more favourable conditions.

Taken together, if we had not reacted proactively and forcefully, we would now presumably be in the middle
of a severe financial crisis with devastating consequences for economic growth and employment in the
euro area. Price and wage levels would probably have fallen significantly, running counter to our price
stability mandate.

Our measures have complemented and reinforced the strong fiscal expansion in the euro area that paved
the way for a recovery in economic activity in the third quarter of this year, which was significantly faster
than widely expected (see left chart slide 6).

Downside risks to the economic outlook from the second wave
The exponential surge in new COVID-19 infections since early October has, however, visibly skewed the
risks to the economic outlook for the fourth quarter of 2020 to the downside.
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Incoming data point to an inversion in the trajectory of the euro area economy. In October, the composite
purchasing managers’ index (PMI) fell for the third month in a row and sank back close to contractionary
territory for the first time since June, mainly reflecting deteriorating sentiment in the contact-intensive
services sector (see right chart slide 6).

Against this backdrop, the Governing Council last week noted – and I here I quote from our introductory
statement – that it “will recalibrate its instruments, as appropriate, to respond to the unfolding situation and
to ensure that financing conditions remain favourable to support the economic recovery and counteract the
negative impact of the pandemic on the projected inflation path”.

Our deliberations will be informed by the December staff projections, which will offer a first tentative
assessment of how persistent the economic effects of the new containment measures are likely to be, also
taking into account the potential approval and distribution of a vaccine and the ensuing fiscal response.

They will also include a thorough assessment of how monetary policy can best contribute to the economic
recovery in the current environment that differs from the challenges we were facing in spring.

Most notably, this time new partial lockdowns have had a much more localised impact on financial
markets. Only equity markets have seen a measurable correction in recent weeks.

Unlike during the early phase of the crisis, there has been no widespread flight into safe-haven assets.
Market functioning has remained smooth and we have seen no signs of fragmentation.

Quite on the contrary, the degree of accommodation currently embedded in euro area sovereign bond
markets is practically unprecedented for the period since the global financial crisis, both in its scale and its
breadth across countries.

Today, the euro area GDP-weighted sovereign yield curve is well below its pre-pandemic level and firmly in
negative territory up to the ten-year maturity (see left chart slide 7).

The dispersion across euro area sovereign yields is also at the pre-pandemic level, which itself was well
below the levels we had seen in the preceding years due to the substantial convergence in bond spreads
in those countries hit hardest by the sovereign debt crisis (see right chart slide 7).

There is not a single euro area country that is not benefiting from negative yields, in most cases extending
out to the three-year maturity.

Of course, the resilience in financial markets reflects, and is conditional on, the forceful monetary and fiscal
policy response to the crisis. In the current environment of exceptional uncertainty, it would be naive to
take the stability of euro area bond markets for granted.

Investors have rather internalised that monetary policy will remain a stable and reliable source of support
throughout the crisis.

Challenges for monetary policy
The current situation also highlights the much broader challenges that monetary policy is facing today and
that we will be discussing as part of our ongoing monetary policy strategy review.

One relates to the transmission of monetary policy to the real economy in a low interest rate environment
and in changing economic circumstances. A second challenge relates to the potential side effects of our
instruments.

Let me briefly illustrate these challenges without offering any definitive answers.

State- and time-contingent monetary policy transmission

A variety of factors influence the extent to which changes in financial conditions affect aggregate demand.

It depends, amongst other things, on the slope of the IS curve – the curve that balances investments and
savings. This slope may be different when interest rates are low, or when they have been low for a
protracted period of time.
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Although the response of investment and consumption expenditure to changes in interest rates is at the
heart of stabilisation policies, this question has received surprisingly little attention in the literature so far.[3]

Academics and central bankers alike have focused on the slope of the Philips curve rather than the slope
of the IS curve.

A few studies suggest that monetary policy transmission may be non-linear in the level of the interest rate.
[4] This could affect the extent to which we can bring future activity into the present: researchers have
dubbed this the “macroeconomic reversal rate”.[5]

Before the pandemic, for example, we observed stagnation in households’ intentions to frontload major
purchases (see left chart slide 8). The household gross savings rate has increased rather than fallen.

Evidence is too scant to draw definitive conclusions at this stage. Higher savings may also reflect the
offsetting effects of structural factors.[6] An ageing society, for example, may see its savings rate increase
despite low real interest rates.[7]

What is more certain, however, is that the pandemic has reinforced the trend towards higher savings (see
left chart slide 8). Much of these savings have been forced, although a considerable part represents
precautionary savings.

These developments highlight that the strength of monetary policy transmission may depend not only on
the interest rate level but also on the state of the economy.[8]

This is a particularly important aspect at the current juncture.

Significant and prevailing uncertainty about income prospects may weaken the willingness and ability of
firms and households to take full advantage of loose financial conditions.[9]

Recent surveys indicate that households continue to plan to save more and not less as a result of the
pandemic, despite historically low interest rates (see right chart slide 8).[10]

Firms, too, have built up large precautionary liquidity buffers. Their cash coverage – that is, cash and
deposit holdings relative to gross interest payments – is more than four times higher than at the height of
the global financial crisis (see left chart slide 9). Firms are likely to remain hesitant to commit funds to long-
term investments for as long as the crisis persists and a vaccine has not been found.

Such conditions may increase the lags with which policy actions are transmitted to the real economy.
These lags could become longer if higher debt eventually raised the likelihood of deleveraging to repair
balance sheets and restore net worth (see right chart slide 9).[11]

These considerations point towards the eminent importance of fiscal policies at times of low interest rates
and high uncertainty to lift the economy out of the low-inflation, low-growth trap.

Interaction between monetary policy and financial stability

The second challenge that monetary policy is facing today relates to potential side effects, in particular
related to financial stability.

The pandemic highlighted that the interaction between monetary policy and financial stability is a two-way
street.

In the early phase of the crisis, forceful monetary policy action preserved financial stability. Our measures
had a strong and immediately stabilising effect on both financial markets and the health and soundness of
banks’ balance sheets.

But the lower interest rates are, and the flatter the yield curve is, the greater the risk that the sign may
switch over time. This is the essence of the “GDP-at-risk” approach, which acknowledges the non-linear
relationship between financial conditions and future economic growth.[12]
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While macroprudential policies are the first line of defence against the build-up of financial vulnerabilities, it
is widely acknowledged that such policies offer incomplete protection. Therefore, monetary policy cannot
ignore financial stability risks.[13]

House prices are one example of possible side effects.

They have increased considerably in recent years. There are visible signs of house price overvaluation for
the euro area as a whole, especially in metropolitan areas.[14] And we have heard and understood in our
“ECB Listens” events that house price inflation is a major concern for people.

Rising house prices are, of course, the result of a multitude of factors, such as supply and demand
imbalances and demographics. Empirical evidence suggests that monetary policy, too, has a significant
and lasting impact on house prices in the euro area.[15]

To some extent, the effect is intentional: a low interest rate environment makes housing investment
relatively attractive compared with alternative asset classes, thereby reinforcing portfolio rebalancing.[16]

But we need to be mindful that it may ultimately cause risks to financial stability and make it harder for
people to afford housing, thereby risking undermining public support for our policies.

A second example of side effects relates to the bank lending channel.

Ensuring that the banking sector continues to act as a shock absorber rather than an amplifier remains
essential for the smooth transmission of monetary policy. If left unaddressed, procyclical financial
intermediation effects could amplify the impact of the pandemic on the economy.

Before the pandemic, the strong and rising demand for credit and an improving economic outlook offset
the adverse effects of declining interest rate margins on banks’ earnings and capital positions. The net
effect of our measures on banks’ return on assets has so far been clearly positive (see left chart slide 10).

The latest bank lending survey, however, suggests that the deteriorating economic outlook and the rising
risk of loan losses may constrain both credit supply and demand. In September, lending to non-financial
firms contracted for the first time in a year (see also left chart slide 5).

Changes in the liability structure of households may reinforce cyclical factors.[17] In recent years, we have
seen a remarkable decline in the share of new variable short-term loans for household purchases (see
right chart slide 10). This means that many borrowers have already renegotiated their mortgages to lock in
more favourable rates, potentially dampening the sensitivity of credit demand to lower rates.[18]

The depressed demand for credit may, in turn, make it more difficult for banks to compensate the effects of
lower margins by expanding the supply of credit.[19]

These risks have three policy implications: first, continued fiscal support, including through guarantee
programmes, is required to sustain the supply of credit and to avoid possible cliff effects; second, current
conditions may raise the cost of further flattening the yield curve, particularly as a large part of banks’
deposit funding remains floored at zero;[20] and, third, there is a need for our monetary policy to continue
contributing towards ensuring that the bank lending channel remains operational.

Conclusion
Summing up, I have argued that, in light of the second wave of COVID-19 infections and renewed
lockdowns, further monetary policy support is required to safeguard favourable financial conditions and
underpin economic activity in the face of a deteriorating growth outlook.

In the coming weeks, the Governing Council will assess how our toolkit should be adjusted to best support
the economy during the course of next year and beyond, based on the medium-term inflation outlook.

While conditions are changing, our response will remain proportionate to the risks we are facing, give vital
support to the economy and chart the path to a return of inflation towards levels closer to our aim.

Thank you.
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