
Brace for stronger effects of QE in the eurozone

As the European Central Bank’s implementation of quantitative easing approaches, increasing scepticism is

being voiced about the effectiveness of such a policy for the eurozone. Four main arguments have been made,

based particularly on comparison with the US.

First, the eurozone has a much smaller capital market and the amount of assets that can be purchased is

substantially lower.The effect of this is amplified by the ECB’s self-imposed limit of not buying more than 33

per cent of a country’s total issuance.

Second, in the light of such scarcity, financial institutions might be less willing to sell their government bonds

to the central bank.

Third, interest rates in the eurozone have already fallen to very low levels, compared with the US at the start

of its QE programme.

Finally, asset purchases are unlikely to stimulate credit to non-financial institutions, especially to small and medium-sized enterprises, ,

which in the eurozone is largely channelled by banks rather than the capital market.

According to these arguments, most of the effects of QE have already been anticipated and will not produce material impact on growth

and inflation. But they omit two key considerations.

Given that the ECB has set a target for its purchases in terms of quantity, rather than price, the limited size of the capital market and

investors’ reluctance to sell are likely to produce an even stronger impact on government bond yields. Market participants can maximise

capital gains on selling when interest rates hit a floor and yields are expected to rise. This may produce an overshooting of interest rates,

possibly sending sovereign bonds — even those with longer maturities — to follow ECB rates into negative territory.

A second, and more important, issue is that central banks purchase assets by issuing deposits in their own accounts. Banks can get rid

of these deposits only by selling them to other banks. They might reduce other type of deposits, held as free reserves, by decreasing their

demand for liquidity at the regular refinancing operations. But the central bank deposits created through QE remain in the financial

circuit.

The effectiveness of QE depends on what banks do with the central bank deposits that they receive in exchange for their assets. They

can keep these with the central bank, at the prevailing deposit rate, or pass them to other institutions in exchange for other assets,

possibly with a higher interest rate. These buyers will be faced with the same option, each time they sell the assets. The incentive to

purchase another asset, or lend to non-financial corporations, rather than keep the deposit with the central bank depends on the

difference between the deposit rate and the interest rate on the alternative investment.

This is where the key difference between the US and the eurozone comes into play. In the former the rate of remuneration of central

bank deposits is positive (0.25 per cent), while in the latter it is negative (minus 0.20 per cent).

As yields on US Treasuries and other assets fell in anticipation of QE, the opportunity cost of holding central bank money deposited at

0.25 per cent progressively decreased. Holding deposits with the central bank thus gradually became an acceptable investment, at least

in the short term. This might explain why QE had more impact before the announcement than after its implementation.

In the eurozone, holding central bank deposits with a negative return is not a very attractive proposition for banks’ treasury managers

or investment officers. It is like a hot potato — costly to hold as it “burns” banks revenues. The negative rate creates an incentive to get

rid as soon as possible of the deposit, by buying other assets with a positive return or by giving credit to households and companies. As

the hot potato gets into new hands, the same problem arises.

In short, the negative return on the central bank deposits created through QE increases the money multiplier, which transforms central

bank money into private sector money. This makes QE more effective. In fact, it’s quite difficult to predict the size of the money

multiplier; that will depend on bank managers’ willingness to accept a negative return on parts of their balance sheet. The stronger the

incentive to get rid of the asset with negative return, the broader the set of financial assets that will end up having negative yields.

Banks will try to pass the negative return to the liability side of their balance sheets, in particular to large corporate depositors, but the

latter will try to react, for instance by revising their investment decisions in favour of more risky investments.

To conclude, financial markets have already anticipated the impact of QE in the eurozone, as shown by the recent reduction in

long-term yields and in the increased pressure on the euro exchange rate. However, these trends might continue as the ECB actually
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