
However, two major factors affecting European inflation

(or the lack thereof) are the money multiplier, and the

demand for debt (both corporate and individual).

The money multiplier is the proportion of money

generated in an economy for each extra unit of liquidity. In

the context of QE, it is the mechanism that translates ECB

funds to actual economic growth.

Figure 1 illustrates the decline of the EU money multiplier

from 1.6 in June 2008, to 0.88 in 2017. This implies that for

every €100 of liquidity being pumped into the financial

system, only €88 is actually added to the economy vs. the

€162 added in 2008.

Chart Focus:
After the Global Financial Crisis in 2008/09 and following on through the worsening European Debt

Crisis, the European Central Bank (ECB) pumped a considerable amount of liquidity into the

banking system, in order to stave off recession. Their expansionary monetary policy, or

Quantitative Easing (QE) should theoretically have stimulated growth in the economy, and in turn,

caused demand to rise, along with the price level of goods and services.

Lots of ‘Easing’ but no Inflation?
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Figure 1: The Money Multiplier

The second factor, the demand for debt (financing for

investment) cannot be forced to increase through

monetary policy alone. This demand is strongly linked to

investor sentiment, consumer confidence and growth

expectations. In other words, if a company is offered €1

million at an interest rate of 0% - a free loan – and they do

not believe that there is sufficient investment opportunity

in which they could place this funding to make a

meaningful return, they decline the offer.

Figure 2 illustrates EU private-sector credit extension

growth. This implies that the demand for credit from both

households and corporates has been declining over the

past decade, despite monetary policy stimulus.
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Figure 2: EU Non-Financial Sector Credit Extension Growth
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Therefore, as each Euro injected into the system is

producing only €0.88 of actual liquidity (46% less than in

2008), and demand for that liquidity is weak, economic

growth remains muted. The knock-on effect of stubbornly

weak growth is that the general price level remains

relatively constant, leaving inflation below the EU’s target

range of 2%. For monetary stimulus to become

inflationary, consumer confidence and, in turn, growth

expectations would need to improve.


