
19/08/2013 Central Banking

1/2

Print | Close

Opinion: The ECB should not hold back from eurozone bond purchases

There is no danger in the ECB buying large amounts of eurozone government bonds to bolster market confidence – so long as the right

conditions are met – says Natixis chief economist Patrick Artus
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The announcement by the European Central Bank (ECB) a year ago that it would engage in outright monetary transactions (OMT) – its

government bond purchasing programme – resulted in a marked improvement in the state of the eurozone's financial markets.

Likewise the ECB's move on July 4 this year – to offer forward guidance to keep short-term interest rates low for an ‘extended period' –

represented an effort to calm markets, and proved successful. Indeed, the initial impact of ECB president Mario Draghi's forward

guidance resulted in a fall in most two- and 10-year yields on government bonds.

But it is far from clear that forward guidance will protect the eurozone from the rise in long-term interest rates stemming from the US.

And if long-term interest rates on peripheral bonds in Europe were to resume a rising trend – perhaps again reaching unsustainable levels

– it could become necessary for the ECB yet again to embrace a more interventionist policy; much to the disdain of some commentators,

particularly those in Germany.

Either that, or Europe could experience yet another bout of serious sovereign and banking volatility, as confidence is again shaken about

the future viability of the eurozone.

Negative investor behaviour could be explained by the realisation that there has been no real progress in OMT implementation as well as

there being no convincing decision on the practicalities of the eurozone's proposed banking union.

Downward pressure on European asset prices could also come from expectations of a switch to less expansionary monetary policies in

the US and the eurozone. While it's accepted that Fed chairman Ben Bernanke and the ECB's Draghi must exit their expansionary

monetary policies before they become irreversible, the economy – especially in the eurozone – remains weak.

As a result, investors could reduce their purchases of risky assets and risk premia could widen again on all asset classes. Furthermore,

there is a heightened risk that interest rates on peripheral government bonds could meet excessive levels, which is worrying as such a

trend could lead to public debt ratios increasing at a quicker rate (due to the gap between interest rates and nominal growth widening).

Pressure could be put on the ECB to use the OMTs to buy large quantities of government bonds and so keep these interest rates at a

sustainable level. Much public opinion in Germany and the northern eurozone, however, believes the ECB should not buy government

bonds – a view exemplified by the recent appeal to Germany's Constitutional Court in Karlsruhe.

Nonetheless, the economics team at Natixis believes there is no danger for the ECB intervening in the eurozone government bond market,

although certain conditions must be met for the central bank to be completely free of concerns in this respect.

Avoiding a repeat of Greece

First, the intervention's aim must be to make an insolvent country fiscally solvent again, by ensuring interest rates are reduced to a

normal level. Indeed, the aim must not be to buy the debt of an insolvent country. This was the error made surrounding Greece's bail-out,

when European public institutions purchased Greek bonds. In light of its fiscal situation, including its fiscal deficit, public debt ratio and

growth prospects, Greece was clearly insolvent. In 2013, a reduction in Greece's fiscal deficit by 10 percentage points of GDP is needed

for the public debt ratio to be stabilised.

Italy, on the other hand, is clearly a case where intervention by the ECB would be justified in the event of a rise in long-term interest

rates. For instance, if the 10-year interest rate is 3% in 2014, a primary fiscal surplus of 2.6% of GDP would ensure stability of the

public debt ratio, whereas a primary surplus of 3.1% is expected. Conversely, if the 10-year interest rate rose to 6%, an unachievable

primary surplus of 6.5% of GDP would be needed to ensure fiscal surplus.

A second condition concerns the aim of the intervention, which should be to bring back the sovereign risk premia paid by countries to a
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level consistent with the countries' fiscal situation. It should not be to squeeze risk premia below that level, as was the case from 2002 to

2007.

Moral hazard and sterilisation

The squeezing of sovereign risk premia creates an obvious moral hazard. This is because countries no longer have any incentive to correct

the imbalances of their public finances. With this principle, the ECB would need to have the ability to assess the normal level of

sovereign risk premia in light of the country's public finance situation.

The third condition is that, if the purchase of government bonds leads to excessive monetary creation – as is occurring in the United

States, the United Kingdom and Japan, where there has been an increase in the monetary base – the ECB should sterilise this monetary

creation by reducing outstanding repos and implementing reverse repos to prevent the appearance of excess liquidity.

Indeed, if financial markets were to deteriorate, as has been the case since May 2013, the ECB could – without any danger – intervene in

eurozone government bond markets, but only if these three conditions are carried out. With these conditions in check, it is difficult to

understand the hostility to ECB government bond purchases, via the OMT or otherwise.
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