ECB Watch

Group Economics
Macro & Financial Markets
Research

28 September 2016

Will the ECB buy equities?
Nick Kounis

•

Head Macro & Financial Markets
Research
Tel: +31 20 343 5616
nick.kounis@nl.abnamro.com

Kim Liu

equity purchase plan mentioned as a possibility
•

We think the ECB could legally buy ETFs that fit its requirements…

•

… but it would be controversial and we question the benefits

•

An ETF programme could total EUR 200bn, which would not be large

Senior Fixed Income Strategist
Tel: +31 20 383 4669
kim.liu@nl.abnamro.com

Debate about the ECB’s stimulus options have continued to rage, with an

compared to the overall QE programme
•

…and assuming a market-weighted allocation, it would benefit the core more
than the periphery…

•

…while it is questionable whether it would have a major sustained impact on
equity prices, economic growth and inflation

•

The risk of losses is higher for equities than investment-grade credit

•

Ultimately, we do not think that the ECB will follow other central banks and
turn to buying equities via ETF purchases any time soon, if at all

We consider whether the ECB will turn to equity purchases
The ECB stepped up its unconventional policy around the middle of 2014, by taking its deposit
rate into negative territory. Early in 2015, it launched a large-scale QE programme focused on
public sector bonds. Since then it has added regional bonds and investment-grade credit
bonds to the mix. Despite the positive effects on financial conditions, the outlook for growth
and inflation remains disappointing. At the same time, there are market concerns that there
are not enough bonds available to be bought and that current monetary policy is losing its
effectiveness. This has led to questions about what else the ECB can add to its policy mix. In
this research note, we consider whether the ECB will turn to equity purchases. We first look at
whether equity purchases are possible from a legal and practical perspective and what such a
programme could look like. We then go on to assess how effective buying equities would be in
boosting equity prices, and hence growth and inflation, drawing on the experience of Japan.
Finally, we look at the risks that the ECB would be exposing itself to. We do this in a Q&A
format.
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1.

Would equity purchases be legal?

Although equities are not part of its collateral framework, and there will likely be legal
challenges and controversy, there is no law against the ECB buying equities.

ECB officials have suggested it is an option
Comments from ECB officials suggest it is an option, with the main doubts relating to its
effectiveness rather than its legality. Two of the most important comments were made by
Chief Economist Praet back in October 2015 and by President Draghi at the Q&A session of
the 2014 December Governing Council meeting. Reuters reported (see here) that when Mr
Praet was asked whether the ECB would buy equities he cautioned that there might be little
point in building a small position in a new asset class. Meanwhile, President Mario Draghi was
asked which kind of options for asset purchases were discussed in the Governing Council
(see here). He said that the inclusion of all assets was discussed, with the exception of gold.

Court rulings give ECB room to manoeuver
Meanwhile, the German constitutional court and European Court of Justice (ECJ) rulings on
the OMT would comfort the ECB that any legal claims would bear little or no fruit. The German
court decided that the OMT was permissible under German law. The decision therefore
indirectly paved the way for the ECB to carry on with its QE purchases. Although the German
court expressed concerns and gave six conditions, which the ECB must follow, we think that
these would still allow equity purchases. The ECJ also ruled the OMT was legal, concluding
that ‘the ECB must have a broad discretion when framing and implementing the EU’s
monetary policy, and that courts must exercise a considerable degree of caution when
reviewing the ECB’s activity, since they lack the expertise and experience which the ECB has
in this area’.

Precedence from other central banks
In addition, there is a precedence of the policy being adopted by other central banks. The
prime example is BoJ, but also other central banks like SNB, the Czech central bank and
Hong Kong’s central bank have used this policy tool before.

2.

How would the ECB buy equities?

BoJ’s ETF purchase structure could be used as blueprint
Since the ECB has never bought equities before, it lacks specific operational knowledge and
experience in this area. We think that, as an example, the structure that the BoJ uses could
work. The BoJ purchases equities by buying ETFs via a trust bank and a money trust, which
track the Tokyo Stock Price Index (Topix), the Nikkei 225 Stock average or the JPX-Nikkei
index 400.
Hiring an external manager is not new for the ECB as it appointed asset managers before for
its ABS programme. As under the ABS programme, the ECB would continue to have full
control over the purchases and will be able to give explicit instructions prior to approving the
purchases. Furthermore, ETFs are known for their flexibility and they can be tailor-made to the
central bank’s requirements. The inclusion of these assets will therefore increase flexibility for

3

ECB Watch – Will the ECB buy equities? – 28 September 2016

the ECB to target specific credit easing. For example, the BoJ tweaked its initial programme
by buying ETFs that focus on domestic firms which proactively make investments in physical
and human capital. More recently, the BoJ changed its purchase composition by skewing
more buys to the market capitalised Topix index. The shift comes at the expense of the price
weighted Nikkei 225. The ECB could use similar requirements and tweaks to ensure the
breakdown in terms of the equity markets of the various member states that it regards
desirable.

3.

How big could an ECB ETF purchase programme be?

European ETF amounts to EUR 450 bn…
Here we can also use the BoJ experience as benchmark. The European ETF market currently
amounts to around EUR 450bn, which is larger than the Japanese market (EUR 180bn) but
much smaller than the US market (EUR 1.780trn), according to consultancy firm ETFGI. In
comparison, the size of the European ETF market, roughly equals the size of the current
eurozone regional bond market (EUR 400bn) and is somewhat smaller than the supranational
market (500bn).
…but it could grow significantly
However, this is only a starting point as an ETF programme would lead the market to growing
in size. The Japanese ETF market experienced strong growth following the stepping up of the
BoJ’s ETF purchase targets. The Japanese ETF market experienced the strongest year-onyear growth in 2013, 2015 and 2016. For these years, the increase of ETF assets and the
number of ETFs easily outpaced the Nikkei 225 index. The developments in 2016 are
extraordinary as the Nikkei 225 index declined while ETF assets and the number of ETFs
continued to grow. We think it is likely that the BoJ’s decision to buy additional ETFs in
December 2015, which focus on investing in human and physical capital, has been supporting
the growth of the Japanese ETF market.

The growth of the Japanese ETF market
In USD bn

The Japanese ETF market outgrew the Nikkei index
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Size of the programme could be around EUR 200bn…
The BoJ has increased and tweaked its ETF program on several occasions and is expected
to buy at an annual rate of 6trn yen per year. The most recent data show that the BoJ owns
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about 60% of the total Japanese ETF market. It is difficult to know what impact an ECB ETF
programme would have on the growth in the market. However, judging by the Japanese
experience, a conservative assumption is that the market could grow by 30% on the
announcement of a large scale ETF program by the ECB. This would mean that the market
would increase from currently EUR 450bn to around EUR 600bn. Again taking a conservative
approach, we estimate that the ECB would then be able to buy around 30% of the total size,
which would equate to an ECB ETF programme of around EUR 200bn.
…which is small compare to overall QE programme
As a result, he ECB’s ETF programme could be much larger than our estimate of the
corporate bond programme (EUR 75bn), roughly equal in size to our projection of the
supranational purchases (EUR 175bn) but much smaller than our projection of the covered
bond and ABS programme (EUR 300bn) let alone the government/national agency bond
programme (EUR 1190bn).

Bank of Japan’s ETF holdings

Estimates of ECB’s QE programmes
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This means that a potential ETF programme should firstly be regarded as an add-on instead
of the new heart of the QE programme. However, the European ETF market could potentially
grow much more rapidly than we assume, as was the case in Japan. So the risks to these
estimates are to the upside. Still, it would not be large compared to the overall size of the QE
programme.

4.

Which countries would benefit?

ECB would move to market weighted approach and keep risk sharing regime
At the core of the rules of the current QE programme for government and national agency
bonds, is the allotment of the QE purchases via the capital key and the regime in which
national central banks are responsible for the risks arising from the purchases of their own
national bonds. Although President Draghi recently said that the Governing Council has
tasked the committees to explore the possibilities (including the capital key) for a smooth
execution of the programme, we think that the ECB will be hesitant in changing these key
concepts for the public sector purchase programme.
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However, we note that the ECB has already moved away from the capital key for its corporate
bond purchases, while it has also adopted risk sharing for this programme. Given the similar
deviations of the equity and corporate bond market structures to the GDP weighted capital key
approach, we would argue that the ECB would choose for a market weighted approach. In
addition, we would argue that as in the case of the corporate bond programme, the ECB
would adopt a risk sharing regime.

France, Holland and Germany would benefit, peripheral countries would lose
These choices would mean that certain countries could benefit from a market-weighted
approach, assuming no additional tweaks, while others would be treated less favourably. The
build-up of the iShares MSCI eurozone ETF index shows that France (32%), Germany (30%),
the Netherlands (10%), Spain (10%) and Italy (7%) are the largest constituents. An analysis of
the composition of the Stoxx Europe 600 index gives a similar ranking, when excluding noneurozone members like the UK and Switzerland. An analysis on comparable ETFs issued by
DB X-trackers and Vanguard gives broadly similar results.
When comparing the weights of the iShares MSCI eurozone ETF with the revised ECB capital
key, France, the Netherlands, Germany and Belgium would benefit from a market-weighted
approach. Peripheral countries would surprisingly benefit less as their capital key shares are
larger than their weightings in the iShares MSCI eurozone ETF index.

Comparison of weightings in capital key and iShares

Winners and losers of a market weighted ETF plan
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Would an ECB ETF programme boost equity prices?

The experience of the BoJ’s ETF purchases, indicates that they did little to boost equity prices
on a sustained basis in Japan.
On the surface, Japan’s NIKKEI index outperformed the MSCI world, the S&P 500 and the
euro Stoxx indices between April 2014 and December 2015. This coincided with the stepping
up of purchases in two steps in April and October 2014. The chart below shows the rise in
ETF purchases roughly tracked Japanese equity outperformance during this period.
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Equity gains following Japan’s ETF purchases probably reflect yen weakness
However, this is far from the whole story. First of all, Japanese equities have underperformed
since December 2015 even though ETF purchases continued. Indeed, the recent further
stepping up of purchases does not seem to have had much of an impact. So something else
seems to have caused these swings. This brings us to the second point. The relative
performance of Japanese equities seems to have been much more closely linked to
movements in the yen over this period. The sharp fall in the yen spurred Japanese equities up
to December 2015, and the subsequent rise in the yen led to their underperformance (see
second chart).
Japan is not the only country where the authorities have ‘intervened’ in the equity market. Of
course China’s recent experience of trying to prop up equities is also far from a success story.
The bottom line is that there is a lot of uncertainty about whether ECB ETF purchases would
have such a big impact on equity prices without going hand-in-hand with euro weakness.

Japan equity performance and ETF purchases

Japan equity performance and the yen
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Would equity purchases boost growth and inflation?

Most likely the effects on growth and inflation would be modest. QE works in five ways. First of
all, it can boost the price of the assets purchased. Above we have expressed doubts about
whether an ECB equity programme would have a major sustained impact on equity prices. But
what if the ECB launched an ETF programme that did lead to a rise in equity prices of say
10% contrary to the evidence in Japan. Would that have a big impact on economic growth and
therefore inflation? Here we are also doubtful.
Following the financial crisis, ECB economists looked at the impact on consumption from
changes in household wealth. Their estimates of the change in consumption from a 10% rise
in various types of wealth are shown in the table below.
Although the impact of a 10% rise in currency and deposits is very large (leading to a 2.4%
rise in consumer spending in the long run) a similar rise in equities and mutual fund shares
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has a much smaller effect (0.3%). This would equate to an only 0.2% rise in GDP. One reason
for the small effect is that eurozone households on aggregate tend to hold less equities
relative to their income than those in other advanced economies. The impact on inflation
would be similar to that on GDP at 0.1-0.2%.

Wealth effects on consumption
Type of asset

Impact of 10% rise in asset on consumption

Shares and mutual funds

0.3%

Currency and deposits

2.4%

Net financial wealth

1.2%

Source: ECB Working Paper Series (‘Wealth effects on Consumption –
evidence from the Euro Area, May 2009, No 1050, Ricardo M. Sousa), ABN
AMRO Group Economics

A second way QE can work is through portfolio re-balancing effects. If the central bank buys
safe assets such as government bonds, it can push investors out of these into riskier assets,
boosting their price as well. These second round effects are unlikely in the case of equities as
they are already at the far end of the risk spectrum in terms of eurozone assets. However, it
could be that investors move outside of the eurozone, to for instance emerging market assets,
which could push down the euro and therefore raise growth and inflation. Still, given the size
of the programme and stickiness of mandates, the resulting fall in the euro would unlikely be
large. This is especially the case in trade-weighted terms, given the eurozone’s trade is
dominated by the US and other EU member states.
Third, credit easing. By increasing demand for equities, it may increase the availability of (in
this case equity) finance for companies. These effects are probably modest given the current
relatively favourable climate on equity markets. Fourth, QE puts liquidity into the banking
system (as it buys assets and gives money to investors who eventually put it in the bank). It is
hoped then that some of the liquidity in the banking system is lent out to households and
companies. The ECB’s existing QE programmes have already reached EUR 1 trillion (and
rising) so it is debatable whether an extra EUR 200bn would make a big difference in spurring
liquidity and eventually bank lending.
Finally, there is a signalling effect. By buying equities, investors could change their perception
of the ECB’s reaction function, and decide the central bank is willing to do whatever it takes.
This in itself could raise inflation expectations, though it is difficult judge to what extent
markets would be convinced, given some of the issues we have raised above.

7.

What would be the risks associated with an ECB ETF programme?

The potential risks are relatively high. Although the ECB has recently increased the risk on its
balance sheet by buying investment-grade corporate bonds, equity purchases are riskier still.
The ECB does not have to worry about price swings with regard to investment-grade bonds
because it is a buy-and-hold investor and therefore only needs to be concerned that the
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company will pay up when the bond matures. According to S&P, the cumulative default rate
on investment grade debt is around 1%, which means that losses would be relatively limited.
On the other hand, the only way the ECB can get ETFs off its balance sheet is to sell them, so
price swings matter. If equity prices were to fall sharply, there is no guarantee that they will
recoup those gains over the time horizon that the ECB would like to sell. In addition, the
Eurosystem’s accounting framework suggests that ETF holdings will need to be measured at
end-of-period market value. That could mean that any price fall would show up relatively
quickly.

Conclusion: ECB equity purchases seem unlikely in the near term
Overall, the ECB would be increasing the risk on its balance sheet for uncertain, and at best
modest gains in economic growth and inflation. In addition, the ECB has other stimulus
options (even though the effectiveness is diminishing). Furthermore, the current situation of
moderate economic growth and relatively elevated equity valuations, also makes the case for
ECB equity purchases weak.
In the near term, the ECB will likely extend its public sector purchases later this year, including
taking measures to expand the universe of government bonds it can buy. We do not think
launching an ETF programme is even a remote possibility.
Looking further ahead, if there were to be a large demand shock that led to a collapse in
equity prices, that would make an a ETF purchase plan more likely. In the case that equity
valuations were unusually depressed (as was the case following the financial crisis for
instance) such a programme could also be more effective in boosting equity prices. However,
even then, the cost-benefit analysis would likely make most members of the Governing
Council cautious.
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