DIW Economic Bulletin 12'+13 o

ECONOMY. POLITICS. SCIENCE.

The Agreement
on Net Financial Assets

V11 BERLIN

REPORT by Philipp Kénig and Kerstin Bernoth

The Eurosystem’s Agreement

on Net Financial Assets (ANFA):

Covert Monetary Financing

or Legitimate Portfolio Management? 141

INTERVIEW  with Philipp Konig

»National central banks should become more transparent« 151




[ o Economic sutietn | The DIW Economic Bulletin contains selected articles and interviews from
NI BERLIN oweonmenn g

P, the DIW Wochenber?cht in En.g]ish. A.s the institute’§ flagship publicatilon,
Personality Traits the DIW Wochenbericht provides an independent view on the economic
DIW Berlin — Deutsches Institut development in Germany and the world, addressing the media as well as
fiir Wirtschaftsforschung e.V. leaders in politics, business and society.

MohrenstralBe 58, 10117 Berlin
T +493089789-0

The DIW Economic Bulletin is published weekly and available as a free download from
F  +49 30897 89 -200

DIW Berlin's website.

Volume 6

March 23, 2016
ISSN 0012-1304

THE NEWSLETTER FROM THE INSTITUTE

The DIW Newsletter in English provides the latest news, publications and events from
the institute every two weeks. Furthermore we offer ‘New Issue Alerts' for the DIW
Economic Bulletin and the DIW Roundup.

>> Subscribe to DIW Newsletter in English at: www.diw.de/newsletter_en

Publishers

Prof. Dr. Pio Baake
Prof. Dr. Tomaso Duso NEXT ISSUE OF DIW ECONOMIC BULLETIN

Dr. Ferdinand Fichtner

Prof. Marcel Fratzscher, Ph.D.
Prof. Dr. Peter Haan . . .
Prof.Dr. Claudia Kernfet Monetary Policy in the United States
Dr. Kati Kréhnert

Prof. Dr. Lukas Menkhoff

Prof. Karsten Neuhoff, Ph.D.

Prof. Dr. Jiirgen Schupp

Prof. Dr. C. Katharina SpieR

Prof. Dr. Gert G. Wagner

Reviewer
Dr. Christoph GroRe Steffen

Editors in chief
Sabine Fiedler
Dr. Kurt Geppert

Editorial staff

Sylvie Ahrens-Urbanek
Renate Bogdanovic
Dr. Franziska Bremus
Sebastian Kollmann
Dr. Peter Krause
Marie Kristin Marten
Ilka Miiller

Dr. Wolf-Peter Schill

Translation
HLTW Ubersetzungen GbR

Layout and Composition
eScriptum GmbH & Co KG, Berlin

Press office

Renate Bogdanovic

Tel. +49-30-89789-249
presse @ diw.de

Sale and distribution
DIW Berlin

Reprint and further distribution —inclu-
ding extracts —with complete reference
and consignment of a specimen copy to
DIW Berlin's Communication Department
(kundenservice@diw.berlin) only.

Printed on 100 % recycled paper.

140 DIW Economic Bulletin 12+13.2016



THE ANFA

The Eurosystem’s Agreement

on Net Financial Assets (ANFA):
Covert Monetary Financing

or Legitimate Portfolio Management?

By Philipp Konig and Kerstin Bernoth

As well as implementing the common monetary policy, the national
central banks (NCBs) which, together with the European Central
Bank (ECB) form the Eurosystem, are also responsible for perform-
ing a range of national tasks. Among other things, these include
the management of their financial assets portfolios. To ensure that
this function does not interfere with the implementation of the sin-
gle monetary policy, the Agreement on Net Financial Assets (ANFA)
limits the total net amount of financial assets (NFA) the NCBs are
permitted to hold. National central bank purchases of government
bonds under ANFA have led to public accusations that this was
tantamount to covert monetary financing of fiscal deficits through
the “printing press” by the national central banks. The present
report first explains the Agreement on Net Financial Assets and
shows the volume of securities purchased by the different NCBs
under ANFA. Based on this, it examines the extent to which the
accusation of monetary financing may be justified. Although there
have been indications of certain national banks increasing the
government bond holdings on their balance sheets in recent years,
this does not provide sufficient evidence of monetary financing.
However, the public debate on ANFA clearly highlights the Eurosys-
tem’s lack of transparency, particularly that of the NCBs. To ensure
that confidence in European monetary policy is not undermined
and both transparency and communication are improved, more
detailed information on the development of NCBs' balance sheets
must be published more regularly.
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When the European monetary union was created, it re-
quired to unite NCBs, which had previously performed
diverse national tasks and used different monetary poli-
cy instruments, to a common system of central banks. It
was decided to create a decentralized system where the
euro area’s national central banks were integrated into
what is known as the Eurosystem.! In this arrangement,
the Governing Council of the European Central Bank
(ECB), comprising the governors of the NCBs, holds the
responsibility for taking decisions on the common mon-
etary policy of the currency union binding for all mem-
ber states. However, the actual implementation of the
single monetary policy, such as lending to commercial
banks, is decentralized and conducted by the NCBs of
the relevant countries.

When the common currency was first introduced, it
would have been politically unfeasible to merge the NCBs
of the individual European countries into a single central
bank. Instead of entrusting a central authority with han-
dling monetary policy operations across the euro area,
the best option appeared to be to allocate a country’s na-
tional central bank, which had the necessary expertise as
the point of contact for commercial banks in their coun-
try. In addition to their monetary policy functions, the
NCBs also performed other tasks, such as banking su-
pervision, which did not automatically disappear with
the introduction of the common currency.?

The Eurosystem’s statutes (Statute of the European Sys-
tem of Central Banks and of the European Central Bank)
continue to explicitly stipulate that the NCBs may per-
form national tasks independently, provided their ac-

1 The Delors Report, the minutes of the meetings of the Committee of
Governors, and the position papers of various interested parties all frequently
refer to a "federal” or "federative” structure, see, inter alia, C. van den Berg, The
Making of the Statute of the European System of Central Banks, doctoral thesis
(University of Amsterdam, 2004), 321. However, the term "decentralized” seems
to be more suitable in this context, see H. Hahn and U. Harde, Wdhrungsrecht
(Munich: C.H. Beck, 2010).

2 Onthis see H. Scheller, The European Central Bank - History, Role and
Functions (Frankfurt am Main: European Central Bank, 2004).
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tions do not interfere with the single monetary policy. To
ensure that particularly the portfolio management con-
ducted by the NCBs is compatible with the implementa-
tion of the single monetary policy, an agreement (ANFA)
was concluded between the national central banks and
the ECB, limiting the net financial assets on the balance
sheets of the NCBs. This Agreement stipulates a ceiling
for the net total of balance sheet items which are not di-
rectly related to the single monetary policy, for example,
gold and foreign currency reserves.

Up until the beginning of this year, ANFA was a confi-
dential document. During a public debate on the subject,
central banks were accused of possibly contravening the
monetary financing prohibition with the asset purchas-
es they had conducted under ANFA. Following this de-
bate, at the beginning of February 2016, the Agreement
was made public.?

National central banks permitted
to perform independent tasks

The primary task of the NCBs is to implement monetary
policy with the common objective of maintaining price
stability in the euro area. Additionally, according to Ar-
ticle 14.4 of the Statute of the European System of Cen-
tral Bank and of the European Central Bank, the nation-
al central banks are still permitted to perform national
functions on their own responsibility and liability, pro-
vided that these do not interfere with the single monetary
policy. These national tasks include supervising financial
institutions in the relevant country, safeguarding finan-
cial stability, providing emergency liquidity assistance,
or compiling statistics, data, and economic analyses.

A number of NCBs also act as fiscal agents for their na-
tional governments which means that they conduct fi-
nancial transactions, assist with the issuance of govern-
ment bonds, or, as the government’s “principal bank”,
process their government’s payment flows.*

Finally, in connection with ANFA, the management of
foreign currency and gold reserves is of particular im-
portance. For the purpose of portfolio management and
in order to maximize profits for their owners,’ in addi-

3 ANFA has been made available by the ECB: https;//www.ecb.europa.eu/
ecb/legal/pdf/en_anfa_agreement_19nov2014_f_sign.pdf

4 Hahn and Harde (2010) state that the term "fiscal agent” is not defined
under EU law. The functions that may be performed in this context can be
derived from Council Regulation (EC) 3603,/93 of 13 December 1993, esp.
Article 5 and Article 7.

5 There is no uniform legislation regulating the ownership of the national
central banks. Consequently, the Banca d'ltalia and the Bank of Greece are
joint stock corporations, for example, while the Deutsche Bundesbank is, in
accordance with Section 2 of the Deutsche Bundesbank Act (BBankG), a federal
corporation under public law whose share capital belongs to the German gov-
ernment. See F. Papadia and T. Valimaki, "Functioning of the Eurosystem Frame-

tion to gold and currency reserves, the NCBs also hold
a variety of other securities, including euro-denominat-
ed bonds and, to a limited extent, also shares. There are,
however, substantial differences between the NFA port-
folios of the euro area’s national central banks. The var-
ious investment strategies here, in part, reflect differ-
ent preferences and owner structures but, to a certain
degree, also have historical reasons. For example, in the
Central Bank Gold Agreement, which has been in place
since 1999, various European central banks agreed to
limit and coordinate any gold sales to keep market turbu-
lences to a minimum. Central banks such as the Deutsche
Bundesbank or De Nederlandsche Bank, which already
held considerable gold reserves before the introduction
of the euro, therefore, still hold major gold reserves. In
contrast, countries such as Ireland, Italy, Spain, or Por-
tugal which had linked their domestic currencies to the
Deutsche Mark (DM) under the European Monetary Sys-
tem held substantial DM assets which were then con-
verted to euros when the common currency was intro-
duced. Consequently, the portfolio of euro-denominated
securities on the balance sheets of these central banks
was relatively high.

ANFA prevents interference
with single monetary policy

To achieve its objective of safeguarding price stability,
the European Central Bank uses variations in its policy
interest rates. To ensure an effective interest rate poli-
cy, the Eurosystem operates under a structural liquidity
deficit.*” In this case, the banking sector depends on reg-
ular liquidity-providing operations by the Eurosystem to
meet its (aggregate) liquidity needs.?

If, as part of their national tasks, NCBs purchase or
sell financial assets, this can impede the implementa-
tion of the single monetary policy. Financial asset pur-
chases increase the amount of central bank money in
circulation. This, in turn, automatically reduces the li-

work since 1999," in The Concrete Euro, P. Mercier and F. Papadia, eds. (Oxford
University Press: Oxford, 2010), 253.

6  Alternatively, the European Central Bank could also manage interest rates
under a structural liquidity surplus. In this case, the ECB would have to absorb
liquidity by issuing fixed-term deposits. This would be a technically more com-
plex and costly process for the ECB.

7 Here, the term liquidity is used synonymously with central bank money.

8 The liquidity requirement is based on: the minimum reserves that a bank
must hold, on average, over a set period of time (minimum reserve period) in
their reserve account at the NCB; the bank's desired surplus reserves, i.e., assets
that are held as a buffer against unexpected shocks; “autonomous liquidity
factors,” which comprise factors affecting liquidity that are not managed as
part of monetary policy; and finally, assets bought in the course of NFA pur
chases. The technical details of the Eurosystem's implementation framework
can be found in ECB, The Implementation of Monetary Policy in the Euro

Area - General Documentation on Eurosystem Monetary Policy Instruments and
Procedures (February 2011), https;//www.ecb.europa.eu/ech/legal /pdf/
gendoc201102en.pdf.
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Box

Calculation of annual NFA ceilings’

In a first step, based on the level of the minimum liquidity
deficit fixed by the Governing Council of the ECB, the ceiling for
all NFA purchases in the euro area is allocated to the national
central banks in accordance with the Eurosystem's capital key.
What is known as a historical waiver ensures that the NFA
entitlement of the individual central banks determined in this
first step does not fall below a fixed level linked to their histori-
cal starting position. Since not all national central banks wish to
make use of their entitlement, the unused leeway is redistrib-
uted to those NCBs wishing to make purchases over and above
their entitlement.

This redistribution is carried out in a second step in which the
final individual ceilings are fixed. The procedure weighs up the
interests of the NCBs that give up their unused leeway against
those of the NCBs that receive it. Distribution of NFA leeway

is based on an annual calibration of the size of the portfolios.
Central banks that have received additional leeway in a given
year could be forced to liquidate financial assets again if other

1  Only the main points of the procedure are outlined below. For further
technical details, see Annex Il of the Agreement on Net Financial Assets
(ANFA): https;//www.ecb.europa.eu/ech/legal/pdf/en_anfa_
agreement_19nov2014_f_sign.pdf

quidity needs of the euro area’s banking sector and de-
creases the structural liquidity deficit, possibly hamper-
ing an effective implementation of the common inter-
est rate policy.”

To prevent interference with the implementation of the
single monetary policy, the NCBs and the ECB conclud-
ed the Agreement on Net Financial Assets (ANFA) which
stipulates a ceiling for the national central banks’ net fi-
nancial assets. NFAs comprise the net total of NCB bal-
ance sheet items which are not directly related to imple-
menting the single monetary policy (such as main and
longer-term refinancing operations and also structural

9 If, for example, an NCB purchases a bond to the value of 100 euros, then
the bank enters this asset under the relevant heading on the assets side of its
balance sheet. The purchasing price of 100 euros is credited to the reserve
account of the seller's bank on the liabilities side of the ECB balance sheet. The
NCB's balance sheet is extended by 100 euros. The banking sector now has
additional central bank money to the value of 100 euros and its liquidity require-
ment and the structural liquidity deficit in the euro area falls by this sum. Only if
the additional 100 euros of central bank money reach circulation in the form of
banknotes does the ECB purchase have no impact on the liquidity deficit.
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NCBs reclaim their leeway in the following year. The Agreement
prevents this from occurring since NCBs that have passed their
unused leeway to others cannot recover this all at once. In order
to reduce the risk, however, of these central banks exceeding
their individual leeway as a result of unforeseen developments
on their balance sheets, the NFA ceilings contain a safety buffer
so as to avert circumvention of ANFA.

NFA leeway is distributed in line with the Eurosystem's capital
key. At the same time, the following points are taken into
account:

(i) the total sum of all purchases must not exceed the ceiling
established for the entire Eurosystem, and to ensure that the
predetermined structural liquidity deficit is maintained.

(i) national central banks that have passed on unused leeway in
the current year are either allocated the previous year's leeway
plus any increases in their entitlements (determined in the first
step of the process) and in the aforementioned buffer or, if this
sum exceeds the new entitlement, then the new entitlement is
allocated.

(iii) all other national central banks are allocated at least their
entitlement, but this may not exceed their preferred leeway.

operations) and/or are not affected by payment transac-
tions (banknotes in circulation and TARGET 2 balanc-
es) or minimum reserve requirements.

Every year a new net financial asset ceiling is set for each
NCB which involves the Governing Council of the ECB
first deciding how high the minimum liquidity deficit for
the whole euro area for the coming year should be. The
new ceiling for the NFA position on the consolidated Eu-
rosystem balance sheet is then calculated on this basis.
Subsequently, using a two-step procedure, the individ-
ual NCB’s purchasing leeway is set, taking into account
the desired NFA purchases of the individual NCBs (see
box). The allocation of ANFA purchases to the NCBs is
essentially guided by the Eurosystem’s capital key which
means that, theoretically, the Deutsche Bundesbank could,
due to its higher capital share, show a higher absolute
NFA position than De Nederlandsche Bank, for example.
In practice, however, because of the different nation-
al tasks and objectives of the individual NCBs there are
considerable deviations from this proportional alloca-
tion (see Figure 1).
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Figure 1

Realized NFA of selected national central banks
and their share in total realized Eurosystem NFA
according to the capital key

Euro billion averages over 2002-2014
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Source: ECB (Statistical Data Warehouse), National Central Banks,
own calculations

© DIW Berlin 2016

Realized NFA positions often do not coincide with the national
central banks' share in total Eurosystem NFA (when allocated
according to the capital key).

Figure 3

Development of Eurosystem's consolidated balance sheet
Euro billion
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The additional liquidity needs due to the increase in banknotes in circulation was largely
covered through an increase in refinancing operations and outright monetary operations.
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Figure 2

Simplified consolidated balance sheet
of the Eurosystem

Assets Liabilities

Refinancing operations Banknotes in circulation

monetary policy portfolios Minimum Reserve

Net Financial Assets Deposit Facility

Excess Reserves

Source: Own presentation.
© DIW Berlin 2016

Positions that inject liquidity into the banking sector are shown on
the asset side of the Eurosystem's balance sheet. Except for excess
reserves, which are the balancing item, the liability side shows posi-
tions that absorb liquidity from the banking sector.

Consolidated Eurosystem NFA position
virtually constant

The asset side of the consolidated Eurosystem balance
sheet shows items that provide the banking sector with
liquidity, while the positions on the liability side (with the
exception of excess reserves) absorb liquidity from the
banking sector. The NFA position is netted on the asset
side of the consolidated Eurosystem balance sheet. The
asset side can therefore be split into the NFA position
and items relating to monetary policy operations (refi-
nancing credit, and monetary policy portfolios). The lia-
bility side includes banknotes in circulation,” the min-
imum reserve requirements of the commercial banks,
and other liabilities from monetary policy operations
(surplus reserves, deposit facility, and fixed-term depos-
its) (see Figure 2).

Since the introduction of the euro, the volume of bank-
notes in circulation, in particular, has grown considerably
(see Figure 3). From 2002 to 2015, this amount rose by
around 190 percent to over 1,080 billion euros which, in
turn, led to a considerable increase in the banking sector’s
liquidity needs. The NFA position, in contrast, only in-
creased by slightly over 8o percent to just under 500 bil-
lion euros, while the remaining share of the increased
liquidity needs was primarily covered by additional refi-
nancing operations. However, monetary policy portfoli-
os such as the large-scale asset purchase programs have

10 An increase in banknote circulation (outside the banking sector) with-
draws liquidity from the banking sector since, to issue the notes, banks must
convert central bank money from their reserve accounts into cash. The higher
the volume of banknotes in circulation, the higher the banking sector's aggre-
gate liquidity requirement.
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also contributed to an increase in the banking sector’s
liquidity position since the financial crisis.

Figure 4 illustrates the Eurosystem’s NFA position rel-
ative to the sum of banknotes in circulation and mini-
mum reserve requirements. The resulting normalized
value shows the share of liquidity in the euro area pro-
vided by the NFA positions. From 2002 to 2015, the
average figure was around 45 percent. At the peak of
the financial crisis, however, it increased to just over
50 percent and subsequently declined again. Therefore,
the overall contribution made by the NFA positions to
liquidity supply has not increased since 2002 but has
remained largely constant; only the composition of the
NFA has changed.

If the Eurosystem’s NFA position is broken down into
its component parts, it is clear that gold and foreign
currency reserves continue to make up the lion’s share
of NFAs on the asset side (see Figure 5). However, this
share has followed a downward trend for some time—
in favor of securities such as money market instruments
and bonds, including government bonds." The liability
side of the NFA position primarily comprises other lia-
bilities including the NCBs’ capital, risk provisions, and
also gains from asset revaluations.

Diverging trends in development
of national NFA positions

The NFA positions of the individual central banks with-
in the Eurosystem have developed quite differently in
terms of both volume and composition (see Figure 6)."
The NFA position of Deutsche Bundesbank on the asset
side, for example, primarily comprises gold and foreign
currency reserves. Compared with Germany’s capital
share in the Eurosystem, the NFA position is very low
and was even negative for a short period. The NFA po-
sition of De Nederlandsche Bank has remained relatively
constant over time and also comprises a high share of
gold and foreign currency reserves.

However, the assets side of the NFA positions of the oth-
er NCBs studied here are now primarily made up of eu-
ro-denominated securities. The Spanish NFA position
in particular has experienced considerable growth since
2004: the Banco de Espafia initially significantly expand-
ed its euro-denominated securities but then more recent-
ly increasingly focused on building up its foreign cur-

11 The "General Government Debt" position comprises government bonds
already on the NCBs' books before the currency union came into existence.

12 Our selection is limited to the five NCBs with the largest capital share in
the Eurosystem, i.e., the Bundesbank, Banque de France, Banca d'ltalia, Banco
d'Espana, De Nederlandsche Bank, and also the Central Bank of Ireland. There
have been suspicions of the latter violating ANFA for some time now.
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Figure 4

Development of total Eurosystem NFA
In percent of banknotes in circulation
and reserve requirements
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The NFA-position (in percent of minimum reserves and banknotes in
circulation) fluctuates around a mean of 45 percent.

Figure 5

Development of NFA components
Euro billion
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The share of gold and foreign reserves declined in recent years while the share of euro-

denominated securities rose.
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Figure 6

Balance sheets and NFA positions of selected Eurosystem central banks

Euro billion
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Source: National central banks (annual reports), own calculations.

The developments of national central banks' balance sheet was quite heterogeneous. By and large, neti financial asset positions are
driven by gold and foreign reserves as well as euro-denominated securities.
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Banca d'ltalia: Balance Sheet Development
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rency reserves. The development of the Central Bank of
Ireland’s NFA position is particularly striking as it sky-
rocketed between 2009 and 2010 when the Irish bank-
ing crisis reached its climax. The main reason for this
upward movement up until 2013 was the provision of
emergency liquidity assistance. Emergency loans were
discontinued in 2013 when, in the process of liquidat-
ing the Irish Bank Resolution Corporation (IBRC), the
Central Bank of Ireland purchased a larger portfolio of
government bonds and securities from the IBRC. Al-
though the Irish Central Bank stressed its intention to
swiftly sell this portfolio, to date it has only done so to a
limited extent.”

Are NFA purchases tantamount
to prohibited monetary financing?

Akey principle of the European currency union is the pro-
hibition of monetary financing stipulated in Article 123
of the Treaty on the Functioning of the European Un-
ion (TFEU).* It serves, inter alia, to ensure strict separa-
tion of fiscal and monetary policy and to safeguard the
credibility and integrity of the single monetary policy.

Monetary financing occurs when a national central bank
in the euro area grants credit to a member state or pur-
chases its debt directly on the primary market, i.e., im-
mediately after the bond has been issued by the govern-
ment. Further, if an NCB injects capital into an insolvent
bank, which should in fact have already been liquidated
by other national authorities at the expense of the tax-
payer, or provides the said financial institution with un-
der-collateralized emergency loans over a longer peri-
od of time, this would probably also constitute a case of
monetary financing.

The monetary financing prohibition does not apply to
government bond purchases on the secondary market
for monetary policy purposes or the use of government
bonds as collateral for the central bank’s refinancing op-
erations, provided this does not amount to a circumven-
tion of Article 123.

13 See, inter alia, Central Bank of Ireland, Annual Report 2013 (2014). htt-
ps;//www.centralbank.ie/publications/Documents/Central%20Bank%20
0f%20Ireland%20Annual%20Report%202013.pdf

14 See, inter alia, O. Issing, The Birth of the Euro (Cambridge, Cambridge
University Press: 2008), 54 ff.

15 For example, the ECJ stated in its ruling on Outright Monetary Transac-
tions, that “(...) the ECB does not have the authority to purchase government
bonds on secondary markets under conditions which would, in practice, mean
that its action has an effect equivalent to that of a direct purchase of govern-
ment bonds (...), thereby undermining the effectiveness of the prohibition in
Article 123(1) TFEU." (Judgement of the ECJ of 16 June 2015, Case C-62/14;
http;//curia.europa.eu/juris/document/document.jsf?docid=165057 &mode=
req&pagelndex=18&dir=&occ=first&part=18&text=&doclang=DE&cid=972873)
on preventing a circumvention of the prohibition of monetary financing, see
Council Regulation (EC) No 3603,/93 of 13 December 1993, Article 7.

One point occasionally made about possible circumven-
tion of the prohibition is that secondary market purchases
can deprive governments of market discipline as a result
of their effect on bond prices and the associated improve-
ment in refinancing conditions. In this case, the impact
of secondary market purchases may be equal to that of
primary market purchases and, consequently, could con-
stitute a violation of Article 123. A second point is that
there may be a risk that the distinction between prima-
ry and secondary market purchases becomes blurred in
the event that a central bank holds too large a fraction of
government bonds, thus becoming the dominant pur-
chaser of such debt instruments.'® However, it is rather
difficult in practice to make such objections subject to a
rigorous legal review. For example, falling government
bond interest rates in the course of bond purchases mo-
tivated by monetary policy objectives are unlikely to be
sufficient evidence of monetary financing. In this con-
text, there is a danger of confusing the means, i.e., the
transmission channel of monetary policy impulses with
the purpose of prohibited monetary financing. In prac-
tice, it is probably also virtually impossible to determine
the critical volume of bonds an NCB can hold before be-
coming a dominant purchaser in the secondary market.”

ANFA places no explicit requirements on the national
central banks regarding the composition of non-mone-
tary policy NFA portfolios. However, Point 13 of the Pre-
amble of the Agreement on Net Financial Assets states
that NFA purchases are subject to Article 123 of the TFEU
and, as such, may not be misused for monetary financ-
ing purposes. In addition, ANFA contains no further re-
strictions and/or specific requirements regarding secu-
rity purchases with the explicit purpose of preventing a
possible circumvention of Article 123 from the outset.
However, the ECB regularly monitors purchases made
by the NCBs and checks that these do respect the mon-
etary financing prohibition. The results of these reviews
are published in the ECB’s Annual Report. The ECB’s ac-
tual scope for intervention in the event of a possible vio-
lation of Article 123 is likely to be rather limited howev-
er. Although the Governing Council can veto such pur-
chases, this requires a two-thirds majority vote which is
a tough hurdle to clear. Should the national central bank
refuse to follow the instructions of the ECB, a more labo-
rious procedure would likely have to be followed, maybe
culminating in the NCB in question being taken to the
European Court of Justice (ECJ).

16 See, for example, relevant statements made on monetary financing in

L. Feld, C. Fuest, J. Haucap, H. Schweitzer, V. Wieland, and B. Wigger, Das
entgrenzte Mandat der EZB - Das OMT-Urteil des EuGH und seine Folgen (Mar
ket Economy Foundation (Stiftung Marktwirtschaft), Scientific Council: 2016).

17 See the relevant comments made by the President of the Deutsche Bundes-
bank, Jens Weidmann, in an interview with the German newspaper, Frankfurter
Allgemeine Zeitung (FAZ) on January 29, 2016: https;//www.bundesbank.de/
Redaktion/DE/ Interviews,/2016_01_29_weidmann_faz.html
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Figure 7

Government securities on the balance sheet
of ESCB central banks
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The stock of government debt on the balance sheets of the ESCB cen-
tral banks has steadily increased since the introduction of the euro.

It is informative to examine the government bond port-
folios which the members of the ESCB have held on
their balance sheets since the introduction of the euro
(see Figure 7).”® During the initial phase of the com-
mon currency, the volume of domestic portfolios on
NCB balance sheets was frozen at the same level as
prior to the introduction of the euro."” Accordingly, the
government bond portfolios also only increased very
slightly from 1999 to 2002. Since 2003, however, this
balance sheet position saw stronger growth. It is likely
that, since 2010, the lion’s share of additional purchas-
es of government bonds is a result of large-scale asset
purchase programs related to monetary policy. At the
same time, as has already been discussed, an increase
was observed among precisely the NFA items on the
asset side of the balance sheets of certain NCBs where
government bonds are registered.

This is unlikely to constitute sufficient evidence of covert
monetary financing, however. First, for national central
banks too, government debt instruments are an impor-
tant tool for balance sheet and portfolio management.?

18 These data are not publicly available for the individual national central
banks and so it is not possible to conduct a detailed analysis on the level of
the individual countries and/or NCBs.

19 Papadia and Valimaki, “Eurosystem Framework": 253 point out that in the
first few years of the common currency, the ECB limited purchases of domestic
securities so as to avoid compromising the effective functioning of its newly
developed monetary policy instrument.

20 On this, see also P Engler and C. GroBe Steffen, "Safe Bonds for the Euro-
pean Monetary Union: Strengthening Bailout Ban with More Robust Financial
System," DIW Economic Bulletin, no. 10 (2014): 28-39.
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Second, it is not apparent from the publicly available bal-
ance sheet figures which NCB holds government bonds
in which country. Without more detailed information on
the balance sheets of the individual NCBs, it is simply not
possible for outsiders to draw any kind of definite conclu-
sion about the legality of bond purchases. However, the
ECB has a precise insight into the individual NFA trans-
actions of the NCBs and monitors compliance with the
monetary financing prohibition. From the ECB’s point of
view, currently, only in the case of Ireland is there reason-
able concern that the liquidation of the country’s banks
violate the monetary financing prohibition.”'

Moreover, due to the clearly defined net financial asset
ceilings, the national central banks have very little scope
to use NFA purchases of government bonds to perma-
nently sustain more favorable market conditions in their
own countries.

Conclusions

The Agreement on Net Financial Assets (ANFA) between
the national central banks of the euro area and the Euro-
pean Central Bank (known as the Eurosystem) is an es-
sential component of the decentralized structure of the
common currency and the single monetary policy. It en-
sures compatibility between the single monetary policy
and the national tasks of central banks. To date, the ac-
cusation that covert monetary financing is taking place
under the guise of ANFA remains unfounded. However,
in this context, it would be legitimate to pose the ques-
tion as to whether the manner in which NFA purchases
are conducted is still in keeping with the times. Simply
the fact that the general public has become suspicious
of the motives behind the NCBs’ actions carries the risk
of monetary policy in the euro area losing its most im-
portant asset: its credibility.

In order to avoid this, the freedom the NCBs currently
have to buy and sell financial assets arbitrarily could be
more heavily restricted through a more centralized cen-
tral banking arrangement, for example. However, further
centralization of this type may not be viable in practical
or political terms. First and foremost, it would need to
be determined what national institutions would take on
responsibility for the tasks that are presently being con-
ducted by the NCBs. For example, managing national
gold and foreign currency reserves or conducting the ac-
tivities of a fiscal agent would require an institution with
sufficient expertise and financial resources and this is
not something that could be easily established overnight.

21 Since 2013, the ECB has pointed out in its Annual Reports that there are
doubts about Ireland's compliance with Article 123 and has already called for
the Central Bank of Ireland to take appropriate measures.
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In principle, it would also be possible to further limit na-
tional banks’ NFA purchases but this would raise several
practical problems. To ensure an efficient and effective
interest rate policy, the liquidity deficit should not be-
come excessively large, at least during non-crisis times.
Otherwise, there is a risk of price distortions on the in-
terbank market, which would mean that that the policy
interest rate would fail to properly signal the ECB’s mon-
etary policy stance.?? In the current environment of ex-
tremely low inflation, in which the ECB operates in the
vicinity of the zero lower bound and still aims to main-
tain a certain level of excess liquidity, this objection is
unlikely to be valid. However, if the ECB were to return
to its pre-crisis mode, limiting NFA purchases would
mean creating and maintaining a centralized Eurosys-

22 Papadia and Valimaki, “Eurosystem Framework": 325 ff.; J. Eisenschmidt,
A. Hirsch, and T. Linzert, "Bidding behaviour in the ECB's main refinancing
operations during the financial crisis," Working Paper, no. 1052 (Frankfurt am
Main, European Central Bank: 2009).
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tem bond portfolio, which could be used to manage the
liquidity deficit.”?

In any case, the Eurosystem should improve its credibili-
ty by increasing the transparency of the participating cen-
tral banks. The portfolio composition of the NCBs and
their balance sheet management strategies are incom-
prehensible to outsiders. A number of NCBs even fail to
provide regular detailed balance sheet data and only pre-
sent a rough outline of their balance sheets once a year.
This opacity has contributed to national central banks be-
ing accused of monetary financing in the course of NFA
purchases. Even if, on the whole, this accusation current-
ly does not hold, it would still be conducive to the cred-
ibility of the NCBs if they were more transparent about
the composition of their investments and published the
relevant data in full, even if this means a slight delay.

23 Alternatively, the volume of longerterm refinancing operations could be
significantly increased.

Kerstin Bernoth is Deputy Head of the Department for Macroeconomics at
DIW Berlin | kbernoth@diw.de
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SEVEN QUESTIONS TO PHILIPP KONIG
»National central banks should
become more transparent«

Dr. Philipp Konig, Research Associate I/
in the Department of Macroeconomics
at DIW Berlin

1. Dr. Kénig, the Agreement on Net Financial Assets
(ANFA) was drawn up to prevent conflict between
the NCBs and the European Central Bank (ECB) over
monetary policy. What exactly is the background to this
agreement? ANFA limits the national central banks'
purchases of financial assets and securities in order to
ensure effective implementation of the single monetary
policy in the euro area.

2. Up until the beginning of this year, ANFA was confiden-
tial. Why has it been published now? We can assume
there are two reasons for this. The first reason is that
there was a public debate which pointed out to the
national central banks and the ECB that the Agreement
existed but no-one knew about it. This was accompanied
by the accusation that covert monetary financing could
take place under this agreement. The second reason
is that the ECB recently began to publish the minutes
of its Governing Council meetings. In light of this, a
decision was taken to make this agreement public in
the interests of transparency.

3. What is this accusation of monetary financing about?
Fundamentally, bond purchases conducted under ANFA
are prohibited under Article 123 of the Treaty on the
Functioning of the European Union which stipulates the
prohibition of monetary financing. The ECB regularly
reviews the assets acquired by the national central banks,
checks whether these comply with the prohibition under
Article 123, and publishes the results of these checks and
assessments. The available data currently provides no
evidence of a circumvention of Article 123 under ANFA.

4. But a circumvention can't be ruled out, can it? It can't
be ruled out but we probably have to rely on the ECB's
assessments. There are, for instance, certainly indica-
tions in the case of Ireland that purchases were made
that are not compatible with Article 123. The ECB
has however repeatedly pointed this out in its Annual
Reports since 2013.
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5. Do outsiders have the necessary information to be

able to prove prohibited monetary financing? No, we
don't. Monetary financing has taken place if a central
bank grants credit to a government, and/or purchases
government debt instruments on the primary market,
that is, directly from the state. We don't know and we
can't tell from the available data whether the national
central banks purchase these government bonds on the
primary market. We can see how the aggregate holdings
of government bonds of the European System of Central
Banks developed and we can see the development of
those positions in the national central banks' balance
sheets where government bonds are booked. But this
information does not really enable us to conclude
whether or not prohibited monetary financing is taking
place. However, it's the ECB's job to check this and so
we should trust it to conduct these assessments to the
best of its knowledge and belief.

How can we be confident that the ECB is always
truthful in its assessments? To date, there has been no
reason to suppose that there is a deliberate coverup in
collaboration with national central banks. This would
also require an official ECB-internal instruction to cover
up findings, which is in fact relatively unlikely.

Is ANFA in its current form still in keeping with the
times or is there a need for change? It's in keeping with
the times in that it's difficult to imagine how the decen-
tralized system of central banks in the euro area should
be restructured and the national tasks of the national
central banks reorganized. What is outdated is that it

is extremely difficult to understand the motives and
strategies behind the national central banks' bond and
security purchases. Here, it would certainly be expedient
for the national central banks in particular to increase
their transparency.

Interview by Erich Wittenberg
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