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Currency and QE:
Ramifications of
Questioning the Euro

What is the future of the eurozone’s common currency? As remote as it is, redenomination
risk is back: Political developments have some countries reassessing the euro. And while we
don’t believe the euro is facing an existential threat, just the presence of redenomination risk
is enough to complicate the European Central Bank’s (ECB) exit from its quantitative easing
(QE) programme.

The risk that the euro might not remain the irreversible currency of the eurozone first
appeared in 2010-2011, when Greece, and then Ireland, Portugal and Cyprus, lost access to
the bond market and could no longer roll their debt. Contagion spread to Italy, Spain and
other countries, with interest rates on all eurozone sovereign yield curves rising relative to
German Bund yields.

By mid-2012 the eurozone was in crisis. Investors began to price the risk of the monetary
union turning from a single currency area into a fixed nominal exchange rate system. They
demanded increasingly higher interest rates on even short-term bonds to compensate for
expected and imminent exchange rate risk, causing the slope of the term structure of
sovereign bond spreads between peripheral countries and Germany to invert (see Figure 1).
Only after ECB President Mario Draghi committed the central bank to “do whatever it takes”
(July 2012) did the risk subside.

Figure 1: Measuring redenomination risk in peripheral sovereign bonds
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In 2015, redenomination risk
resurfaced briefly in Greece when
its government unilaterally
contemplated leaving the euro
rather than subjecting its citizens to
the ongoing stringent conditions of
international creditors. Greek bond
yields briefly soared to 15% before
the government decided to keep the
euro over the uncertainties of
reintroducing the drachma.

Today, we observe faint signs of
redenomination risk as yield
spreads between periphery country
sovereign debt and Bunds widen,
this time driven in part by
opposition political parties
advocating reintroducing national
currencies as they campaign for
upcoming general elections in
France, Germany, Italy and the
Netherlands. There are two
important differences between
current and earlier episodes of
redenomination risk.

The first is that some political
parties actively embrace the return
to legacy currencies, and they are
growing in size and number - even
though, in our opinion, they may
not fully appreciate the
implications — whereas in earlier
episodes, it was markets driving
the potential for euro exit. The
second is that market pricing
suggests investors currently do not
take the risk of a country leaving
the euro anywhere near as
seriously as what these political
parties advocate, reflecting their
lower chances of being elected.
Despite the market-implied
probability being low, the fact that
redenomination has become a

common theme across the
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eurozone cannot be ignored, in our
opinion, with important
consequences for both investors
and policymakers alike.

Investors cannot ignore the
potentially large exchange rate
changes posed by a country leaving
the euro, even if that probability is
very low, creating a disincentive to
commit to long-term, cross-border
investments and hampering the
formation of a capital markets
union. For the ECB, higher risk
premia associated with even latent
redenomination risk tighten
financial conditions and blunt the
transmission of monetary policy
around the single currency area.
And politics - the source of
redenomination risk - poses a
dilemma for the ECB: How should
it respond to tighter financial
conditions caused by political
parties wanting to take some
countries out of the euro?

ROOTS OF DISSATISFACTION

If voters’ dissatisfaction with the
euro were solely about economics,
Italy would stand out (see Figure
2). Between joining the euro in
1999 and 2016, Italy’s cumulative
real economic growth per capita
shrank by 0.3%. That is, after
adjusting national income for
inflation and population change,
Italy’s per capita income today is
smaller than it was in 1998. Adding
to that, unemployment remains
elevated at 11.9%, broadly
unchanged from 1998, youth
unemployment has risen to

40% from 29% in 1998 and bad
loans make up 16% of Italian
banks’ loan books.

Unsurprisingly, Italy and Cyprus
are the only countries in the
eurozone where more people think
adopting the euro was a mistake for
their country than those who think
it was a good thing. In the European
Commission’s latest Eurobarometer

flash survey published in December
2016, 47% of respondents in Italy
said having the euro was bad
compared to only 41% who thought
it was good (12% were undecided or
did not know.) Whether Italy’s
relatively poor economic
performance is caused by its
membership in the monetary union
itself or by a lack of structural
reforms is open to debate. What
Italy’s poor economic performance
means, however, is that politics will
play a large role in determining
asset prices in the run-up to the
country’s general election scheduled
for May 2018.

When we think about how the ECB
will navigate its exit from QE, we
are not only concerned about the
politics in Italy and also in France,
where the Front National party
advocates a return to the franc. We
are also concerned about how
political parties in countries that
have prospered in the monetary
union, such as Germany and the
Netherlands, oppose the euro.
Central bankers place a high value
on independence and inflation
targets. They cannot entirely ignore
their constituencies, however, and
the diverse constituencies in the
eurozone are becoming increasingly
critical of not only the ECB’s ultra-
loose monetary policy but the euro’s
governance structure too. This


http://ec.europa.eu/COMMFrontOffice/publicopinion/index.cfm/Survey/getSurveyDetail/instruments/FLASH/surveyKy/2104
http://ec.europa.eu/COMMFrontOffice/publicopinion/index.cfm/Survey/getSurveyDetail/instruments/FLASH/surveyKy/2104
http://blog.pimco.com/2017/02/15/french-election-jitters-underscore-caution-when-investing-in-europe/
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Figure 2: Italy within the common currency: feeling the pain
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combination poses a challenge for
the ECB to exit QE. We think the
political sentiment could tilt the
ECB toward winding down QE
before inflation convincingly
reaches 2%, for example, or that it
might not be able to offset tighter
financial conditions in peripheral
countries to the same extent it has
in the past.

THE CASE FOR TAPERING

The ECB’s monetary policy for the
rest of 2017 ought to be
straightforward. Rock-bottom
interest rates can hardly be cut
further, and the central bank has
committed to buy assets until at

least December this year: €80
billion in March followed by €60
billion per month from April.

Based purely on the ECB’s latest
inflation forecasts of 1.3% for 2017,
1.5% for 2018 and 1.7% for 2019
(these are year-over-year forecasts
for the eurozone’s Harmonised
Index of Consumer Prices), logic
would appear to suggest the ECB
should maintain its current ultra-
loose monetary stance well into
next year and beyond. After all,
even the 2019 forecast is only just
consistent with the ECB’s
definition of price stability, i.e.,
inflation rates below, but close to,
2% over the medium term, and

core inflation remains sluggish.

Monetary policy does not exist in a
vacuum, however; it co-exists
alongside fiscal and structural
policies and it needs to consider
financial stability. Monetary policy

Italy, 40.3%

contributed substantially to
Europé€’s recovery from the
financial crisis and even more so of
late than fiscal and structural
policies, which have waned. Yet the
efficacy of monetary policy is
declining, and the risks to financial
stability from a misallocation of
resources are rising the longer
monetary policy continues in its
current form. And despite subpar
core inflation, growth in output is
closing in on the eurozone

economy’s potential.

AN UNCERTAIN BASE

In our baseline outlook, no
political party currently advocating
a euro exit will be able to form a
government in the elections to be
held this year in France, Germany
and the Netherlands. Even if such a


http://blog.pimco.com/2016/12/08/ecb-policy-1-is-the-new-2/
http://blog.pimco.com/2016/12/08/ecb-policy-1-is-the-new-2/

party did win, supermajorities in
parliamentary votes, or
referendums, are typically required
to make constitutional changes on
matters as important as currency,
making the bar for euro exit higher

than just winning an election.

With no negative shock to growth
or inflation in our baseline forecast
for this year, we think the ECB will
decide to taper QE further in
September this year and wind it
down altogether next year.
Looking further ahead, we expect
the ECB to begin normalizing
interest rates toward the end of
2019 and to discontinue
reinvesting bonds purchased
under QE in 2020 and beyond. But
we attach a flat probability
distribution to our baseline, and
we are very cognizant about the
negative tail, for three reasons.

First, a lesson from Brexit and the
United States is that voters
everywhere are challenging the
status quo. While these events
abroad strengthened calls to create
a mechanism allowing orderly exit
from the euro, equally plausible are
the election of pro-euro parties
that call for invigorating
structural reforms and cohesion,
scenarios outlined in a White
Paper on the future of Europe by

the European Commission.

Second, our analysis suggests the
rules guiding the ECB’s purchases
of sovereign debt leave it with no
choice but to taper purchases of
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government bonds further,
beginning early 2018. In fact, we
think it will have to cease buying
central government bonds in some
smaller countries altogether in the
first quarter of 2018 if it is to
respect the 33% issuer and issue
limits. Only by relaxing these
constraints and the capital key
rule, or by purchasing other assets,
could QE be extended beyond the
second quarter of 2018, according
to our estimates. Assuming the
ECB respects the 33% limits and
capital key, we think it will taper
QE purchases to €40 billion per
month in the first quarter of 2018,
to €20 billion per month in the
second quarter, and then finally
end QE in June 2018. Periphery
bond markets are vulnerable to the
withdrawal of this stimulus, in our
opinion, owing to their more
challenging debt dynamics.

Third, QE was designed to address
the risk of a symmetric deflation
shock to the eurozone. Symmetry
guides the ECB to purchase public
sector assets under QE in line
with its capital key, reflecting each
member state’s economic weight
in the monetary union. For
asymmetric shocks affecting
individual countries, the ECB
intends to use what it calls
outright monetary transactions

(OMT). Any country applying for
OMT must subject itself to a full
macroeconomic adjustment
programme, or a precautionary

programme, under the auspices of

the European Stability Mechanism
(ESM), before the ECB buys its
bonds. And the ECB’s bond
purchases in the secondary
market will be concentrated on
the shorter end of the yield curve.
The OMT is therefore completely
different from QE.

FURTHER COMPLICATING THE
QE EXIT

How would the ECB and
individual member states react if,
in the course of the exiting QE,
bond yields continue to rise
relative to yields on German Bunds
at the same pace they have so far in
20172 We think the response would
partly depend on the forces driving
yields higher, but we also think QE
is no panacea. Symmetry allows for
“limited and temporary deviations”

from the capital key only, and the
33% limits imposes a natural end
to QE early next year. Elected
governments value sovereignty and
would surrender it only if forced to
by, for example, having lost or
being on the verge of losing market
access. A country whose
government is bent on leaving the
euro is hardly likely to apply to the
ESM for help, yet its actions could
have significant spillover risks for
others, potentially rendering them
in need of ESM help. While
Ireland’s, Portugal’s and Cyprus’s
macroeconomic adjustment
programmes produced substantial
returns on government bonds
(Greece haircut its government
bonds), these programmes


http://europa.eu/rapid/press-release_IP-17-385_en.htm
http://europa.eu/rapid/press-release_IP-17-385_en.htm
http://www.ecb.europa.eu/press/pr/date/2012/html/pr120906_1.en.html
https://www.ecb.europa.eu/press/accounts/2017/html/mg170216.en.html

undermined the democratic
legitimacy of the incumbent
governments at the time. This
raises a high bar for future
applicants to the ESM, which is too
small to fully support a country as
large as Italy.

The ECB therefore faces a
challenging exit from QE that
renders peripheral bond markets
vulnerable. Our analysis suggests
the ECB has limited capacity to
respond to a future symmetric
shock with QE, or even to an
asymmetric shock with OMT,
assuming it abides by the 33%
issuer limit. The ECB could
respond to a symmetric shock by
purchasing other assets: bank
bonds, equities or interest rate
swaps, for example. Such measures
would likely affect the prices of
these assets; however, they are
unlikely to support the real
economies and the sovereigns of
those countries under stress.

The euro is not facing an existential
threat as it did in the summer of
2012. Indeed, we think voters will
not elect anti-euro parties to
government at this year’s elections.
However, their positions and voters’
dissatisfaction with the euro could
strengthen in the future, especially
if growth remains low, which is why
we are concerned about Italy. Unless
the ECB accepts increasing
exposure to the debt of its sovereign
shareholders beyond 33%, which
the prohibition on monetary
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financing anchored in Article 123 of
the European Treaty strongly
discourages, it will have to phase
out QE next year and even then, it
would be left with little room to
manoeuvre were a country to apply
for the OMT. With its balance sheet
tull and policy rates currently still at
the zero lower bound, the ECB’s
ability to counteract the next
recession when it eventually arrives
is limited. At PIMCO, we therefore
remain very cautious about our
eurozone investments, particularly
in the periphery.



http://www.lisbon-treaty.org/wcm/the-lisbon-treaty/treaty-on-the-functioning-of-the-european-union-and-comments/part-3-union-policies-and-internal-actions/title-viii-economic-and-monetary-policy/chapter-1-economic-policy/391-article-123.html
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