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The European Central Bank Provides Temporary Support to Banks 
December 8, 2011  
 

The European Central Bank (ECB) provides temporary support to the economic bloc with its 
actions today.  The ECB lowered the policy rate 25bps to 1.00%, expanded the range of eligible 
collateral for loans extended to banks, increased the maturity of loans to 3 years from the current 
maturity of 13 months to alleviate funding problems, and lowered reserve requirements to 1.0% 
from 2.0%.  These steps are necessary measures to ease pressures in the banking sector and 
prevent a severe credit crunch.   

 

Chart 1 

 
 

ECB President Draghi dashed hopes that the central bank would purchase large quantities of 
sovereign debt.  He also indicated that deflation is not part of the ECB’s projections, so the 
justification for bond purchases on the grounds of expected deflation is not a suitable option.  
There is another conduit that could solve the funding issue.  In theory, central banks of the 
eurozone could lend to the IMF which would turn around and extend these funds to the respective 
governments.  Draghi stressed that the ECB should abide by its charter and not circumvent it by 
using the IMF to lend to indebted nations.  But he mentioned that eurozone central banks could 
lend to the IMF for use in non-eurozone nations.  This could be suggestion pointing to a loophole 
that can be exploited such that eurozone central banks could provide funds to the IMF’s general 
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resources fund, which then can be used for lending to any member of the IMF.  It remains to be 
seen if this option will be the final life-line.   

Why are these steps temporary solutions?  The ECB’s actions today address liquidity problems of 
the banking system.  But, the core issue for European banks in capital inadequacy.  The European 
Banking Authority announced today that the banking system in Europe is short of €115 billion of 
capital, which has to be replenished by June 2012.  A recapitalization of the banking system is at 
the heart of the matter right now.  Failure to recapitalization banks would imply a severe credit 
crunch.  Therefore, today’s actions have touched the surface of the problem and not addressed the 
core.  Markets are watching closely for the EU summit communiqué about how the sovereign 
debt issues will be resolved.   

 

Household Net Wor th Posts Second Quar ter ly Drop 

Household net worth fell 4.1% in the third quarter (see Chart 2), after a 0.2% drop in the second 
quarter; year-to-date, net worth of households has dropped 2.5% to $57.35 trillion.  Lower equity 
prices were the main reason the decline in net worth, while real estate made a positive 
contribution.  The important implication of the decline in household wealth is that consumer 
spending stands to be adversely affected.  In addition to a decline in wealth, real disposable 
income has registered two quarters of declines (see Chart 3).  In the absence of strong growth in 
employment, these developments should keep the FOMC focused on growth in their discussions 
at the December 13 FOMC meeting.  

 

Chart 2 
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Chart 3 

 
 

Real Disposable Personal Income
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