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The implementation of QE by the European central bank may be more effective than what many observers have suggested. There are however 

still some uncertainties and some potential contradictions with other instruments, in particular the OMT.

Many observers have questioned the effectiveness of QE in the Eurozone, in particular compared to the US experience, on the basis that yields 

are now lower and that the Eurozone is more banco-centric, i.e. credit is provided largely by banks rather than the capital market.

These objections do not take into considerations two key aspects. The first is that the rate on bank deposits with the central bank is currently 

-.20%. It was .25% in the US. A negative interest rate on central bank money increases the burden for banks to hold on to the “hot potato”, and 

raises the incentive to pass it on to somebody else by purchasing from the latter other (riskier) asset. This creates a “multiplier effect” that will 

lead to a broad base asset price increase and yield reduction.

The second aspect is that the financial system cannot destroy central bank money created through QE, it can only pass it around, and the more 

it circulates among intermediaries, the more effective QE will be. Banks can try to get rid of the deposit, by buying other asset, or eventually 

lending to households or firms, but ultimately the deposit will come back to banks. In the US nearly half of the Fed deposits was – and still is – 

held by foreign banks, which is not the case in the Eurozone. The multiplier effect may thus be higher in Europe.

Furthermore, the propensity to invest abroad may be higher in the Eurozone, in particular in US securities, which should lead to a stronger than 

expected exchange rate effect of EQE, i.e. a greater euro depreciation. Since the Eurozone is more open, the impact of a euro depreciation on 

growth and inflation may be stronger than in the US.

The absence of risk sharing is not a concern in the short term, as the effects of EQE unfold. They may be problematic in the longer term, and 

represent and undesired precedent.

In fact, for high debt countries, the holding of the purchased debt on the respective NCBs’ balance sheet increases their 

sustainability. First, the central bank is likely to hold its purchased bonds until maturity, which reduces liquidity risks. Second, the interest on 

the bonds will largely flow back to the respective treasury, reducing the net burden of the debt. For the NCBs of countries where interest rates 

are very low or negative there may be on the contrary a risk of losses. To avoid such losses NCBs will have an incentive to purchase longer 

term bonds (up to 2 30 years), although it is not clear how much leeway they will have. On the whole, however, the impact on the whole yield 

curve should be stronger.

The absence of risk sharing may be problematic in the event of an asymmetric shock that may lead to restructuring or default by one 

of the member states. In that case the respective NCB would suffer a loss which would most likely lead to holding a negative capital. Central 

banks can live with negative capital as long as the seignorage they receive (from income sharing) would allow them to implement their tasks.

However, there is a risk that the need for funds to recapitalize the central bank would ultimately lead to a higher haircut on the debt than would 

otherwise be the case. The anticipation of such a risk may fuel fears in the markets and generate unstable price dynamics if the probability of 

such an event increases beyond a given threshold.

Another issue to consider relates to the EQE announcement, which foresees that purchases “are intended to be carried out until end-September 

2016 and will in any case be conducted until we see a sustained adjustment in the path of inflation which is consistent with our aim of achieving 

inflation rates below, but close to, 2% over the medium term.” It is not clear what a “sustained adjustment in the path of inflation” really is, and 

whether there would be a consensus, or even a majority, in the Governing Council to continue EQE if there are no substantial improvements 

after the first phase.

The US experience has shown that more than one phase of easing may be needed before achieving the result. What would happen in 

the Eurozone if after the first 18 months the effects of EQE were considered marginal? Would this lead to continue or even accelerate or to 

change strategy?
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A concern which has been loudly voiced and is probably widely shared within the ECB is that EQE may lead to a relaxation of the reform and 

budgetary effort by the member states. Such a concern follows the experience of the SMP in 2011, which ultimately led to phase out the SMP. 

Conditions are currently different, but if a similar concern materialized over the coming months, it could be more difficult for the ECB Governing 

Council to find a consensus to extend the program beyond September 2016.

Another problem which might emerge in the implementation of EQE, especially if it needed to be extended after the first 18 months, refers to the 

limits set by the ECB on the share of each bond issue (25%) and the overall share of issuer (33%) that should not be breached to avoid that the 

ECB purchases overly influence the price formation in the bond market, as requested by the European Court of Justice in its initial opinion on 

the OMT.

The larger is EQE, and the longer it is implemented, the more it will use the margins for purchases announced by the ECB to address the ECJ 

concerns about the OMT. With an overall amount of purchases which should be in the order of €900 bln, the 33% and 25% limits are very 

closed to being reached for some countries, in particular Portugal, and to a lesser extent Ireland. 3 These countries may change the issuance 

strategy to increase the average size of issuance going forward.

Furthermore, the ECB and the NCBs already hold substantial amounts of Government bonds, which have been acquired in the context of the 

Securities Market Program or as portfolio investment. It is not clear whether these assets will be considered when calculating the amount 

eligible for EQE. It is not clear either whether non-negotiable debt, such as loans, will be considered when setting the 33% issuer limit.

There seems thus to be a risk that a continuation of the EQE can reduce the margins for manoeuver for the OMT. It may be the case that by the 

time the OMT is required and implemented, the portfolio of EQE assets is reduced, but this cannot be taken for granted, especially if the ECB 

holds to maturity (which would be desirable especially in the face of potential market tensions). In fact, market expectations that the margins for 

the OMT is reduced could fuel market tensions, in particular at the time of the tapering or stopping the EQE.

Download PDF here (http://sep.luiss.it/sites/sep.luiss.it/files/My%20take%20on%20EQE.pdf).

Pagina 2 di 3Lorenzo Bini Smaghi, "My take on EQE (Eurozone QE)" | European economy | Sch...

29/01/2015http://sep.luiss.it/news/2015/01/29/lorenzo-bini-smaghi-my-take-eqe-eurozone-qe



Attachment Size

My take on EQE.pdf (http://sep.luiss.it/sites/sep.luiss.it/files/My take on EQE.pdf) 46.79 KB

Thu, 01/29/2015 - 15:50. 

© 2014 LUISS Guido Carli - Viale Pola 12, 00198 Rome, Italy - P.IVA 01067231009

LUISS School of European Political Economy - Via di Villa Emiliani, 14 - 00197 Rome, Italy - sep@luiss.it

(mailto:sep@luiss.it)

Tel: +39 06 8522 5091 - Fax: +39 06 8522 5056 

Pagina 3 di 3Lorenzo Bini Smaghi, "My take on EQE (Eurozone QE)" | European economy | Sch...

29/01/2015http://sep.luiss.it/news/2015/01/29/lorenzo-bini-smaghi-my-take-eqe-eurozone-qe


