&

EUROPEAN CENTRAL BANK

EUROSYSTEM

THE INTERNATIONAL ROLE OF THE EURO
JULY 2014



EUROPEAN CENTRAL BANK

EUROSYSTEM

D ot rss )\ THE INTERNATIONAL
ROLE OF THE EURO

JULY 2014

5 s 20

In 2014 all ECB
publications feature
a motif taken from
the €20 banknote.




© European Central Bank, 2014

Address

Kaiserstrasse 29

60311 Frankfurt am Main
Germany

Postal address

Postfach 16 03 19

60066 Frankfurt am Main
Germany

Telephone
+49 69 1344 0

Website
http://www.ecb.europa.eu

All rights reserved. Reproduction for educational and
non-commercial purposes is permitted provided that the
source is acknowledged.

As at 31 May 2014.

ISSN 1725-6593 (epub)

ISSN 1725-6593 (online)

ISBN 978-92-899-1372-0 (epub)

ISBN 978-92-899-1371-3 (online)

EU Catalogue Number QB-XN-14-001-EN-E (epub)
EU Catalogue Number QB-XN-14-001-EN-N (online)



CONTENTS

ABBREVIATIONS
FOREWORD

I INTRODUCTION
2 MAIN FINDINGS

3 PRICE-BASED INDICATORS AND EURO AREA CAPITAL FLOWS

3.1 Price-based indicators

3.2 Euro area capital flows and foreign demand for euro area assets

4 RECENT DEVELOPMENTS IN THE INTERNATIONAL USE OF THE EURO

4.1 The euro in global foreign exchange reserves and exchange rate anchoring
4.2 The euro in international debt markets
4.3 The euro as a parallel currency
4.4 The euro in other market segments
Box 1 The role of the euro in global foreign exchange trading

Box 2 The use of the Chinese renminbi in international trade financing

SPECIAL FEATURES

A DISSECTING FOREIGN INVESTMENTS IN EURO AREA BOND MARKETS DURING THE SOVEREIGN
DEBT CRISIS
1 Introduction
2 A standard gravity model of international portfolio flows
3 Impact of sovereign rating changes and portfolio asymmetries after OMT
4

Conclusion

B RESERVE DIVERSIFICATION AND GLOBAL FOREIGN EXCHANGE MARKETS: AN OVERVIEW OF
THE LITERATURE
Introduction
2 Reserve diversification as a multifaceted concept

3 Theoretical channels of the impact of reserve diversification on global foreign
exchange markets

4  Empirical evidence on the impact of reserve diversification on global foreign
exchange markets

5 Concluding remarks

N
16

19

19
21
22
29
30
32

35

35

35
36
39
43

45

45
46

47

49
51

ECB

The international role of the euro

July 2014




m

C AN OVERVIEW OF TRENDS IN BOND MARKET ISSUANCE DENOMINATED IN FOREIGN CURRENCY

1 Introduction
2 Which factors affect the choice of currency in which the debt is denominated?
3 Trends in foreign currency-denominated issuance

4 Conclusions

STATISTICAL ANNEX

The euro in global foreign exchange reserves and exchange rate anchoring
The euro in international debt markets
The euro in international loan and deposit markets

The euro in international trade in goods and services

S R A S

The euro as a parallel currency: the use of euro-denominated bank loans and
deposits in countries outside the euro area

ECB
The international role of the euro
July 2014

54
55
56
60

64

64
68
75
77

79



ABBREVIATIONS

ABBREVIATIONS

BIS Bank for International Settlements
CESEE central, eastern and south-eastern Europe
CHF Swiss franc

CLS continuous linked settlement

CNY Chinese renminbi

COFER currency composition of foreign exchange reserves
EA euro area

ECB European Central Bank

ERM II exchange rate mechanism 11

ESCB European System of Central Banks
EU European Union

EUR euro

GBP pound sterling

ii.p. international investment position
IMF International Monetary Fund

JPY Japanese yen

MFI monetary financial institution

NEER nominal effective exchange rate
OeNB Oesterreichische Nationalbank
OMTs Outright Monetary Transactions
OMS other Member States

SEK Swedish krona

ULCT unit labour costs of the total economy
USD US dollar

ECB
The international role of the euro
July 2014



FOREWORD

This is the 13th annual review of the international role of the euro published by the ECB.
It presents the main findings of the continued monitoring and analysis conducted by the ECB and
the Eurosystem as regards the development, determinants and implications of the use of the euro by
non-euro area residents.

This review finds that, in an environment of improving market sentiment towards the euro area,
various indicators used to assess the international use of the euro turned to or remained in positive
territory in 2013. Notwithstanding these developments, the international use of the euro declined
in other market segments. This may be the result of several factors, including pertinent shifts in
the global monetary and financial system, as well as the lingering effects of the euro area crisis.
The on-going adjustment and rebalancing process in the euro area and the moves towards a genuine
Economic and Monetary Union, including the completion of the banking union, remain, therefore,
of the essence.

This review also examines in greater depth issues that have a bearing on the euro’s international
role and the global currency order, including the demand for euro area debt securities during the
euro area sovereign debt crisis, the global financial impact of official reserve diversification, and
recent developments in foreign currency bond issuance. This analysis is presented in the form of
three special features.

The international role of the euro is primarily determined by market forces, and the Eurosystem
neither hinders nor promotes the international use of the euro. At the same time, the ECB will
continue to monitor developments and disseminate information with respect to the international
role of the euro on a regular basis.

Amtoro

Mario Draghi
President of the European Central Bank
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I INTRODUCTION

This report reviews developments in the international role of the euro in 2013, tracking a
comprehensive set of indicators covering a number of different market segments. As in previous
issues, the main focus is on measures of the euro’s relevance in financial markets, such as the use of
the euro in foreign exchange reserves or in debt securities markets. In addition, the report includes
a chapter on price-based measures, which may provide a better understanding of the international
use of the euro.

The first part (Chapter 3 and 4) of the review continues to provide high-quality and timely data as
well as an analysis of the changes during the period under review. The Statistical Annex contains
historical time series for many key data for use by academic researchers, professionals and the
general public. Where relevant, the review removes exchange rate-related valuation effects by
showing statistical time series at constant exchange rates, so as to facilitate comparisons over time.
Data are compiled by the ECB and the national central banks of the Eurosystem, also drawing on
data available from international financial institutions such as the Bank for International Settlements
and the International Monetary Fund. The report also presents survey-based evidence prepared by
the Oesterreichische Nationalbank looking at the use of the euro as a parallel currency in central,
eastern and south-eastern Europe.

The second part of the review offers an in-depth analysis of issues that have a bearing on the
international role of the euro and the international monetary system. This year, this second part
contains three special features: an analysis of the impact of foreign investors on the international
use of the euro during the peak phase of the euro area sovereign debt crisis; an overview of the
academic literature on the global financial impact of official reserve diversification; and a
stock-taking and analysis of a number of stylised facts on foreign currency bond issuance.
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2 MAIN FINDINGS

DEVELOPMENTS IN THE INTERNATIONAL ROLE OF THE EURO IN 2013

The year 2013 was characterised by a gradual return of investor confidence in euro area financial
markets, as financial fragmentation continued to decline. These positive developments — which
started in mid-2012 after a number of policy measures were taken at the European and national
levels — continued throughout 2013.

Against the background of this improving market sentiment towards the euro area, various indicators
used to assess the international use of the euro which are examined in this report increased in 2013.
In particular, international investors’ interest in euro area securities, which are mostly denominated
in euro, grew markedly over the course of the year. These capital inflows reflected both domestic
and external factors, including improving euro area macroeconomic fundamentals, a further
reduction in perceived tail risks, and a rebalancing of international investors away from emerging
market securities. Sustained capital inflows to the euro area were mirrored in a broad-based and
steady strengthening of the euro exchange rate, which appreciated by 7% in nominal effective terms
in 2013, the second largest appreciation since 1999 (see Table 1).

In addition to these indicators, some of the volume measures of the international use of the
euro turned to or remained in positive territory in 2013. For instance, statistics on net shipments of
euro banknotes to destinations outside the euro area show that foreign demand for euro banknotes
increased for a third consecutive year, suggesting that the euro area sovereign debt crisis did not
have an impact on the use of euro banknotes outside the euro area (see Table 1). With respect to
the use of the euro as a parallel currency in central, eastern and south-eastern Europe (CESEE), the
euro’s share in foreign deposits increased somewhat, on average. Evidence from the OeNB Euro
Survey further suggests that CESEE households’ trust in the euro in most countries has recovered
markedly since the spring of 2012, and that it currently stands close to the levels observed prior to
the onset of the euro area sovereign debt crisis. In addition, the survey results suggest that the euro
is relatively “more trusted” than both the local currency and the US dollar in the majority of the
CESEE countries. Finally, data on the use of the euro as an invoicing or settlement currency for
extra-euro area exports and imports suggest that the share of the euro has increased slightly in 2013,
in particular in the services sector.

Notwithstanding these developments, the international use of the euro declined in other market
segments. The euro’s share in global foreign exchange reserves decreased by around one percentage
point in 2013 (see Table 1). The share of the US dollar remained broadly unchanged, in contrast,
and foreign exchange reserve managers further invested in non-traditional reserve currencies, such
as the Australian dollar and Canadian dollar. At the disaggregated level, the share of the euro in the
holdings of central banks of both advanced and emerging market economies declined modestly.
Despite this decline in the use of the euro by foreign exchange reserve managers, the euro continued
to perform its function as a credible store of value for foreign central banks as the second most
important international reserve currency.

As regards international debt markets, the share of the euro as an international financing currency
declined by around 1.5 percentage points in 2013 (see Table 1). The euro’s share decreased in
tandem with that of the Japanese yen and those of the “other” currencies. Conversely, the US dollar
further extended its leading role as a financing unit in international debt markets, at the expense of
all other funding currencies.
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Table | Key data on the international role of the euro

Share of the euro Total outstanding amounts
(percentages, unless
otherwise indicated)

Indicator Latest Comparison | Difference Latest Comparison Unit,  Difference

period (percentage period (percentages)
points)

Stock of global foreign exchange reserves

with known currency composition, at constant 24.4 253 -0.9 11,674 10,952 USD 6.6

exchange rates (042013) (Q42012) (042013)  (Q42012) billions

International debt securities:

narrow measure, i.e. excluding home 25.3 26.7 -1.4 12,421 11,758 USD 5.6

currency issuance, at constant exchange rates (04 2013) (04 2012) (04 2013) (042012) billions

Euro nominal effective exchange rate 7.0 -0.3 73

(annual growth rate) (2013) (2012)

Foreign demand for euro area portfolio 3.7 3.0 0.7

investments (in percentage of euro area GDP)  (2013) (2012)

Daily foreign exchange trading (settled

by CLS), annual averages, at current

exchange rates, as a percentage of foreign 37.4 39.2 -1.8 3,764 3,689 EUR 2.0
exchange settlement (2013) (2012) (2013) (2012) billions

Foreign currency-denominated loans

in CESEE countries, as a percentage of

total foreign currency loans, at current 82.7 81.2 155 2123 212.3 EUR 0.0
exchange rates (2013) (2012) (2013) (2012) billions

Foreign currency-denominated deposits

in CESEE countries, as a percentage of

total foreign currency deposits, at current 78.0 71.7 0.3 203.5 217.6 EUR

exchange rates (2013) (2012) (2013) (2012) billions -6.5
Invoicing of goods exported from the euro

area to non-euro area countries, at current 67.2 66.7 0.5

exchange rates (2013) (2012)

Invoicing of goods imported to the euro

area from non-euro area countries, at current 51.7 51.3 0.4

exchange rates (2013) (2012)

Foreign holdings of euro area debt

denominated in euro (as percentage of total 19.6 18.1 1.5 16,921 17,091 EUR -1.0
euro-denominated debt) (HI 2013)  (HI 2012) (HI 2013)  (HI 2012) billions

Cumulative net shipments of euro

banknotes to destinations outside the euro 144.5 131.4 EUR

area (not seasonally adjusted) ... (Dec. 2013)  (Dec. 2012) billions 9.9

Sources: BIS, ECB and national sources.

Overall, these developments may be regarded as the result of several factors. On the one hand, the
international use of the euro might still be affected by the lingering effects of the euro area crisis.
The on-going adjustment and rebalancing process in the euro area and the moves towards a genuine
Economic and Monetary Union, including the completion of the banking union, remain, therefore,
of the essence.

On the other hand, the trends observed over recent years in the currency composition of both
global foreign exchange reserves and international bond issuance could also be indicative of more
structural shifts in the global monetary and financial system. For instance, the increasing shares of
non-traditional reserve currencies in global foreign exchange reserves may reflect efforts by central
banks to further diversify — albeit still modestly — their reserve holdings in the wake of the global
financial crisis. Moreover, the dominant role of the US dollar in international debt markets may
be partly the result of stronger reliance on the part of private and public debt issuers, in particular
in emerging market economies, on the favourable liquidity conditions prevailing in US dollar-
denominated debt markets.
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MAIN FINDINGS OF THE SPECIAL FEATURES

Against the background of the increased interest in euro area securities among international
investors observed in 2013 and described in Chapter 3 of this report, the first special feature aims
to analyse the role of foreign investors for the international use of the euro at the peak of the
euro area sovereign debt crisis. To this end, this special feature uses a standard gravity model of
international portfolio flows to assess the extent to which foreign investments in the euro area
were disproportionate and whether patterns of foreign portfolio flows to the euro area changed
after policy measures were taken at the European and national level in mid-2012. It finds that
foreign investments in the bond markets of stressed euro area countries were disproportionately
small relative to the predictions of a standard gravity model of international portfolio allocation. In
addition, it finds that this underinvestment in stressed euro area countries cannot be fully explained
by rating changes and that it disappeared after the announcement of the ECB’s OMT programme.
The temporary underinvestment confined to stressed euro area bond markets is consistent with the
muted overall euro area capital outflows observed and the limited decline in the international use of
the euro during the sovereign debt crisis.

The second special feature article deals with the observation that central banks are tending to
invest a small but increasing share of their reserve holdings in non-traditional reserve currencies,
as described in Section 4.1 of this report. In response to discussions as to whether central banks
might diversify their foreign exchange reserves away from traditional reserve assets, which have
been reignited by the global financial crisis, this special feature provides an overview of the
academic literature on the global financial impact of official reserve diversification. It discusses
the multifaceted concept of official reserve diversification, examines the main theoretical channels
through which its impact may unfold and reviews the empirical evidence available. It shows in
particular that the impact of reserve diversification on global foreign exchange markets is not
mechanical, but that it depends on an array of factors, including the degree of substitutability
between reserve assets and related changes in interest rates; the endogenous adjustment of the
current account in the medium term; and, importantly, whether private investors — whose portfolio
holdings are even larger than those of central banks — regard diversification by central banks as a
credible signal that prompts them to alter the composition of their own holdings.

Finally, against the background of marked shifts in international debt issuance observed since the
global financial crisis, as documented in Section 4.2, the third special feature article highlights a
number of stylised facts on foreign currency bond issuance. It finds that gross bond issuance across
the globe has reached unprecedented levels since the global financial crisis and that an increasingly
large fraction of bonds have been issued in foreign currency, especially in emerging markets.
An analysis of the features of foreign currency issuance reveals that emerging markets borrowers
enjoy a substantial “discount” when borrowing in foreign currency, suggesting that interest rate
differentials might be an important determinant for the choice of issuance currency. The declining
share of the euro in global bond issuance since 2008 is found to stem mainly from lower issuance
in euro by non-euro area financial corporations. By contrast, the issuance in euro by other non-euro
area borrowers was not strongly affected by the crisis in absolute terms and has recently picked up.
The strong rise in US dollar issuance, especially by non-financial corporations, and the relatively
low yields of securities issued in US dollars further suggest that quantitative easing may have
affected the currency composition of bond issuance in recent years.
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3 PRICE-BASED INDICATORS AND EURO AREA CAPITAL FLOWS
3.1 PRICE-BASED INDICATORS
3.1.1 DEVELOPMENTS IN THE EXCHANGE RATE OF THE EURO

The nominal effective exchange rate of the euro appreciated markedly in 2013. Following a
period of relatively pronounced fluctuations at the start of year, developments between May and
December 2013 were characterised by a broad-based and steady strengthening of the nominal
effective exchange rate of the euro. This reflected both external and internal factors, including the
sell-off of emerging market currencies and better than expected data on economic adjustment and
the end of the recession in the euro area. Since the start of 2014, the nominal effective exchange
rate of the euro has been broadly stable.

The nominal effective exchange rate of the euro, as measured vis-a-vis 20 of the euro area’s major
trading partners (NEER-20), has increased markedly (by 4.0%) between the beginning of 2013 and
end-May 2014. When additionally accounting for the group of other emerging market economies
that are included in the broader effective exchange rate aggregate of 39 trading partners (NEER-39),
the euro appreciated by 5.8% in nominal effective terms.

The first four months of 2013 saw relatively pronounced fluctuations in the nominal effective
exchange rate of the euro. Specifically, the euro appreciated by almost 4% in January 2013,
stabilised in February and depreciated in March

and April to the level observed at the start of the  [Fa7T Changes in selected bilateral

year. Between May and December 2013 euro | =dibi i sl el el i g
exchange rate developments were characterised | iatds il

by a broad-based and steady strengthening

(percentage change since 1 Jan. 2013)

against the currencies of all its major trading 20 20
partners. Since the start of 2014, the nominal '8 e
effective exchange rate of the euro has been 16 16
broadly stable amid historically low levels of i: i;
exchange rate volatility. ™ ™

Over the entire review period between
1 January 2013 and 31 May 2014, among the
major currencies the euro appreciated most
notably against the Japanese yen (+19.7%)
and to a lesser extent against the US dollar
(+3.1%) and, in tandem with the dollar, the
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. Cq. 1 US dollar 7 Advanced Asia
Chinese renminbi (+3.4%) (Chart 1). The euro e 8 Chinese RMB
remained broadly stable against the pound 3 British pound O WIELEIRAD

. 4 Swiss franc 10 Other EMEs
(-0.4%) and continued to trade close to the 5 Other EU 11 NEER-39

minimum exchange rate of CHF 1.20 against 6 Commodity Exporters

the Swiss franc (+1.1%).! In addition, the  Source: ECB.
( A)) R Notes: The latest observation is for 31 May 2014. The NEER-20
euro strengthened exceptlonally against the aggregate is the subset of the NEER-39 aggregate excluding the

. . . oup of other emerging market economies.
currencies of other emerging market economies group £mne

1 The minimum exchange rate of 1.20 CHF/EUR was unilaterally announced by the Swiss National Bank in September 2011.
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(+12.5%) and advanced commodity-exporting
economies (+11.7%). Finally, the euro also
appreciated against the currencies of other EU
Member States (+3.6%) and the currencies of
other advanced Asian economies (+1.2%).?

If the increase in the broader effective exchange
rate of the euro (NEER-39) is broken down
by the trading partners’ currency, the euro’s
development against the group of other
emerging market economies contributed
to the overall increase of the NEER-39 by
approximately 2.5 percentage points (Table 2).
The euro’s gain against the Japanese yen
accounted for another 1.1 percentage points,
while the euro’s increase against the US dollar
and the Chinese renminbi contributed 0.4 and
0.5 percentage point respectively.

By placing the euro’s broad-based appreciation
in a historical perspective, it is possible to observe
that the single currency hit several multi-year
highs in recent months. On 31 December 2013
the euro stood at JPY 145, the highest level
since September 2008. On § May 2014 the euro
traded at USD 1.395, the highest level since
October 2011. On 13 March 2014, the nominal
effective euro exchange rate (NEER-39)
stood at its highest level since January 2010.
However, since then, the appreciation trend has
reversed to some extent. By 31 May 2014, the
euro depreciated by 2.5% against the US dollar
and by 2.4% in nominal effective terms since
their respective peaks (Chart 2).

Looking at annual developments of the euro
exchange rate, by the end of 2013 the broad
measure of the euro nominal effective exchange
rate (NEER-39) was 7.0% above its level at the
end of 2012. This appreciation was large by
historical standards. The yearly changes in the
(synthetic) euro nominal effective exchange rate
since 1964 show that the euro only strengthened

31 May 2014 with respect to 1 Jan. 2013

Contribution
to NEER-39
(in percentage point)

Trade weight
(in percentages)

US dollar 14 0.4
Japanese yen 6 1.1
British pound 12 0.0
Swiss franc 5 0.1
Other EU members 20 0.7
Oil Exporters 3 0.4
Advanced Asia 6 0.1
Chinese renminbi 15 0.5
NEER-20 80 32
Other EMEs 20 2.5
NEER-39 100 5.8

Source: ECB. Notes: The latest observation is for 31 May 2014.
The NEER-20 aggregate is the subset of the NEER-39 aggregate
excluding the group of other emerging market economies.

(US dollar per euro; index, daily)

=== UUSD/EUR (left-hand scale)
««+++ NEER-39 (right-hand scale)

1.42 120

1.26 : : : T g 105
Jan. Apr. July Oct. Jan. Apr.
2013 2014
Source: ECB.

Notes: The NEER-39 is the nominal effective exchange rate
of the euro against 39 main trading partners of the euro area.
An upward movement of the index indicates an appreciation of
the euro. The latest observation is for 31 May 2014.

2 The percentage change in these currency groups are presented in trade-weighted terms. The currency groups are set up as follows:
“commodity exporters” includes the Norwegian krone, the Australian dollar and the Canadian dollar; “other EU Member States” includes
the Bulgarian lev, the Czech koruna, the Danish krone, the Hungarian forint, the Lithuanian litas, the Polish zloty, the Romanian leu, the
Swedish krona and the Croatian kuna; “other emerging market economies” includes the Russian rouble, the Turkish lira, the Brazilian
real, the Indonesian rupiah, the Israeli shekel, the Indian rupee, the Mexican peso, the Malaysian ringgit, the Philippine peso, the Thai baht
and the South African rand; “advanced Asia” includes the Singapore dollar, the Hong Kong dollar and the South Korean won.
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more on four occasions (Chart 3). For the period
since the inception of the euro in 1999, it only
performed better in 2003 (+11%).

(observations since 1964; percentages)

The strength of the euro in the reference period 4 14

relates to both external and internal factors. |, =

On the external side, the euro largely appreciated

on the back of the sell-off of several emerging 10 10

market currencies following the start of the US g ¢

Federal Reserve System’s tapering discussion in

May 2013. This sell-off partly reflected global 6 6

investors’ alleged concerns that the steady stream . .

of portfolio inflows that had entered emerging

market economies in recent years could reverse 2 2

once the Federal Reserve started tightening . . I I . .

its monetary policy. Moreover, the weakening 0 4756 78 9 10111213 1415 0

of emerging market currencies reflected 1) 15%t0-13%  6)-5%t0-3%  11) 5%to 7%
L . ; 2)-13%t0-11%  7)-3%t0-1%  12)7%1t0 9%

deteriorating macroeconomic fundamentals in 3)-11%t0-9%  8)-1%t0 1%  13)9%to 11%

4)-9% t0 7% 9)1%103%  14)11%t0 13%

several emerging market economies, such as
widening current account deficits and downward

revisions to their medium-term growth outlook. IS\I%ltlég:e :Sl;:fggétic euro nominal effective exchange rate between
Adding to the pronounced weakening of '?64and19%

emerging market currencies, a downward

correction in the currencies of advanced country commodity exporters (the Canadian dollar, the
Australian dollar and the Norwegian krone) contributed to the strengthening of the euro, reflecting an
overall drop in commodity prices in 2013. In addition, the weakness of these three currencies reflects
a declining demand for alternative safe-haven currencies that had persistently increased against the
backdrop of financial crises in traditional reserve currency issuing economies. Finally, on the back
of quantitative and qualitative easing, announced by the Bank of Japan in April 2013, which led to
higher inflation expectations and lower real interest rates in Japan, a general depreciation of the yen
occurred, which also contributed to the euro’s appreciating trend.

5) -7% to -5% 10) 3% to 5% 15) 13% to 15%

In addition, the euro was supported by internal factors. In particular, the strength of the euro partly
reflected better than expected data on economic adjustment and the end of the recession in the euro
area. Supported by these positive real economic developments, the euro area not only displayed
a widening current account surplus in 2013, but also received large portfolio inflows throughout
the whole reference period (see Chapter 3.2).* Finally, 2013 saw a further reduction in investors’
perception of tail risks related to the euro exchange rate. This perception is reflected in a reduction
of the right skewness in the distribution of expected returns of the USD/EUR exchange rate
implied in foreign exchange option prices (Chart 4). Comparing the expected return distributions of
USD/EUR options with a three-month maturity at different points in time, it is possible to see that
investors were less inclined to believe that the euro would depreciate by more than 10% against
the US dollar over the next three months in May 2014, than they were in April 2013. By way
of comparison, in July 2012, when the euro hit a multi-year low against the US dollar, such a

3 According to the monetary approach to the balance of payments, financial transactions with the rest of the world have an impact on the
value of currencies. There is evidence that portfolio flows can track the movements in exchange rates, in contrast with net foreign direct
investment (FDI) flows which are less important (see, for example, Brooks et al, “Exchange rates and capital flows”, IMF Working Paper
no. 01/190, 2001). Part of these portfolio inflows was channelled through monetary and financial institutions (MFIs) resident in the euro
area, and therefore was accompanied by an increase in their net external position, which appears in the balance of payments of the euro
area as a net outflow of “other investment” (see Chart 9).
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Chart 4 Option-implied densities for the Chart 5 Euro real effective exchange rate
USD/EUR exchange rate — expected returns (REER-39)

over a three-month horizon

— July 2012 (monthly data)
~~~~~ April 2013
==== May 2014
120 120

110 110

100 ‘w 100
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\-{.6":‘""""
-/-“.-.--'-- Y L L]

.
RPN . -.-
- . . - \ 30 30
20 -15 -10 -5 0 5 10 15 20 1993 1996 1999 2002 2005 2008 2011 2014
Source: ECB. Source: ECB.

Notes: An upward movement of the REER-39 index represents
an appreciation of the euro. The latest observation is for April 2014.

scenario was perceived as relatively likely.* The reduction in perceived risks related to the euro
exchange rate has been coupled with a marked decline in overall systemic stress across major euro
area financial asset classes, which has fallen to levels not seen since 2007 (see ECB, 2014b).

Taking a longer perspective, in the first quarter of 2014 the real effective exchange rate of the euro,
deflated by the CPI, stood close to its long-run average since 1993 (see Chart 5).

3.1.2 BOND YIELDS OF EURO AREA ISSUERS
Financial market fragmentation continued to decline markedly across market segments in 2013.

Since January 2013 yields in non-stressed euro area countries (Germany, France, Belgium, the
Netherlands, Austria and Finland) have remained overall stable (on a debt-weighted basis).
At the same time, bond yields of stressed euro area sovereigns (Spain, Italy, Portugal and Ireland)
have continued to decline (by -1.8 percentage points, debt-weighted) (Chart 6a). As a result, the
spread in euro area bond yields continued to decline markedly, while the positive developments
of financial market integration that started in mid-2012 continued in most of the financial market
segments in 2013 (see ECB, 2014a). Specifically, the spread between the two aggregates shrank
to 142 basis points by the end of May 2014. In early May 2014, the spread had temporarily
reached its lowest level since August 2010 (126 bps). The spread peaked in July 2012, at the
height of the sovereign debt crisis, when yields for non-stressed euro area sovereigns were
521 basis points lower than those of stressed countries. In absolute terms, as of end May 2014,
bond yields of stressed sovereigns (excluding Greece and Cyprus) are at their lowest level since
the inception of the euro in 1999 (3.0% p.a.), inter alia reflecting improving sovereign funding
conditions in these countries.

4 For more details on the concept of euro option implied density functions, see Box 1 in the 2013 International role of the euro report
entitled “The evolution of market uncertainty surrounding the euro exchange rate”.
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Chart 6 Sovereign bond yields in the euro area

(yields and spreads of bonds with ten-year maturity)

mmmm  spread (in bps, right-hand scale)
-«+e+ weighted average yield, non-stressed (left-hand scale)
==== weighted average yield, stressed (left-hand scale)

a) Since 1999 b) Since 1 January 2013
8 J 600 6 350
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7 i 500 300
5
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2013 2014

Sources: Datastream, ECB and own calculations.

Notes: Yields are computed as a weighted average of the two euro area country groups (“non-stressed” and “stressed”). Weights are
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As was the case for the government bond segment, lower-rated financial institutions’ debt has
continued to converge towards bond yields of higher-rated entities since January 2013. Apart
from favorable external factors, this development reflects the improving capital positions of these
financial institutions and is also consistent with a decline in risks related to adverse feedback loops
between the euro area sovereign and banking sector after the announcement of OMTs and the
commitment of euro area leaders to the completion of the banking union.

Finally, also bond yields in the European corporate sector (mainly encompassing non-financial
corporates) with an investment grade rating (AA and BBB) have declined since January 2013.

3.2 EURO AREA CAPITAL FLOWS AND FOREIGN DEMAND FOR EURO AREA ASSETS

Foreign investors’ interest in euro area debt and equity instruments increased markedly in 2013,
reflecting the return of investor confidence in euro area securities on account of improving
macroeconomic fundamentals and a further reduction in perceived euro area tail risks.

The financial account of the euro area balance of payments was subject to substantial outflows in
2013, mirroring the euro area’s increasing current account surplus (see Chart 8). However, these
developments mask significant heterogeneity both across the main items of the euro area financial
account and across stressed and non-stressed euro area countries.

Net capital outflows in 2013 amounted to around €230 billion. These outflows mainly reflected net
sales of other investment and foreign direct investment of around €280 billion and €106 billion,
respectively. These capital outflows were only partly offset by substantial inflows of around
€150 billion in euro area debt and equity markets.

With regard to foreign (non-euro area)
portfolio investments, which best reflect
investor sentiment towards the euro area, net
purchases of euro area securities amounted

(three-month cumulated flows; as a percentage of euro area GDP)
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By contrast, inflows to bond markets were [FERTEEE ST E AT
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summer 2013 amid investors’ concerns over a

“global rotation” of investments from bond to (three-month cumulated flows; as a percentage of euro area GDP)
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Looking at the heterogeneity of portfolio flows
across euro area countries, foreign investors
returned to stressed countries’ bond markets
in the second half of 2012 after several policy
measures were taken at the European level.
These positive developments continued in
2013, with a brief exception in mid-2013, when
foreign investors temporarily retrenched from
stressed countries’ bond markets during the
period of heightened global financial market
volatility. With respect to euro area equity 3
markets, flows have been rather resilient 2008 2009 2010 2011 2012 2013
throughout the sovereign debt crisis — both to  Source: ECB. o

stressed and non-stressed countries. Note: The latest observation is for March 2014.

Further evidence of a pronounced increase in market sentiment with regard to euro area securities
since early 2013 is provided by an analysis of the asset allocation of US money market funds, which
account for a significant share of the dollar funding of euro area banks. According to a survey by
Fitch Ratings, the share of short-term financial instruments issued by euro area banks in total assets
under management of prime US money market funds declined markedly amid the intensification of

Chart 10 Asset allocation of prime US money market funds — share of short-term instruments

issued by euro area banks
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Source: Fitch Ratings.
Notes: Prime money market funds participating in the survey include the ten largest US money market funds. Short-term instruments
issued by euro area banks include certificates of deposit (CDs), commercial paper (CP), repos and other instruments. The latest observation
is for December 2013.
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the euro area sovereign debt crisis in 2011 and the first half of 2012, reaching a historical low of
8.2% in June 2012 (see Chart 10). Following the policy measures taken by European authorities in
summer 2012, the share of short-term instruments issued by euro area banks gradually recovered,
reaching 17.9% in the final quarter of 2013, the highest level since mid-2011.
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4 RECENT DEVELOPMENTS IN THE INTERNATIONAL USE OF THE EURO
4.1 THE EURO IN GLOBAL FOREIGN EXCHANGE RESERVES AND EXCHANGE RATE ANCHORING

The share of the euro in global foreign exchange reserves continued to decline in 2013. While the
share of the US dollar remained broadly unchanged, the shares of the Australian and Canadian
dollar further increased, possibly reflecting central banks’ intention to further diversify reserve
holdings towards non-traditional reserve currencies.

Foreign exchange reserves continued to grow in 2013, though at reduced speed, reaching a
new historical high of USD 11.7 trillion at the end of 2013 (see Chart 11a and Table Al in the
Statistical Annex). According to IMF data, which, however, only cover the currency composition
of 53% of global foreign exchange reserves, the shares of major reserve currencies showed just
small changes throughout 2013 (see Chart 11b). Such inertia in the currency composition of
foreign exchange reserves is likely to result from a combination of factors, including network
externalities, exchange rate anchoring and the liquidity properties of major reserve currencies.’
The euro’s share in global foreign exchange reserves continued to decline moderately — a trend
observed from mid-2010 — and stood at 24.4% at the end of 2013 (down by 0.9 percentage
point since the end of 2012, after adjustment for exchange rate effects). Over the same period,
the share of US dollar-denominated assets in global foreign exchange reserves remained stable
at 61.2%. By contrast, the share of reserves invested in the Japanese yen increased for the second
consecutive year, albeit from a low level. At the end of 2013 the yen’s share stood at its highest
level since 2006 (at 3.9%). Similarly, the importance of the Canadian dollar and the Australian
dollar as non-traditional reserve currencies continued to grow.® At the end of 2013 their combined
share stood at 3.4%, an increase of 0.8 percentage point compared with the end of 2012.

Chart Il Currency composition of global foreign exchange reserves
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5 See, for example, Beck and Rahbari (2011).
6 For a discussion of the determinants of the growing importance of non-traditional currencies since the onset of the global financial crisis
see ECB (2013), Special Feature A entitled “Global safe asset shortage, non-traditional reserve currencies, and the global financial crisis”.
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The share of “other currencies” (comprising all currencies other than the special drawing right
(SDR) currencies, namely the Australian dollar, the Canadian dollar and the Swiss franc) in global
foreign exchange reserves remained rather stable, slightly down from 3.2% to 2.9%.

At the disaggregated level, the share of the euro in the official reserves of the central banks of
advanced economies declined in 2013, following the temporary increase in 2012, which partly
reflected the large-scale purchases of euro-denominated assets by the Swiss National Bank.’
By contrast, the share of the Canadian dollar and the Australian dollar, as well as that of the
Japanese yen increased over the same period, possibly reflecting central banks’ intention to further
diversify reserve holdings.

The share of euro reserves held by emerging market central banks again declined in 2013, albeit at
a much slower pace than in 2012, when the euro’s share had decreased by 3.5 percentage points,
possibly reflecting heightened tensions in euro area sovereign debt markets and a relatively high
share of euro-denominated assets prior to the crisis. The decline in 2013 by 1.1 percentage points
was mirrored in increases in the shares of foreign currency reserves in most other currencies, with
the exception of the pound sterling. Again, to the extent that emerging market central banks are
holding reserves in excess of precautionary needs, diversification may have been a possible driver.®

Among the non-euro area central banks which disclose the currency composition of their
foreign exchange reserves, Croatia, Lithuania, Romania, the United Kingdom and Canada reported
decreases in the share of reserves in euro, while the Czech Republic and the United States reported
increases. For the other countries, it remained relatively stable (see Table A2 in the Statistical Annex).

Putting these developments into a somewhat longer-term perspective, and focusing on developments
since the start of the global financial crisis, the share of the US dollar in foreign exchange reserves
has declined by 4.1 percentage points since the end of 2007 (at constant exchange rates). Over the
same period, the euro’s share declined by only 0.6 percentage point. This decline in the shares of
the US dollar, and to a lesser extent the euro, was mirrored by increases in the shares of reserves
in “other” currencies — not the traditional reserve units reported by the IMF — and Japanese yen.
This indicates that while the share of the euro in global reserves continues to be on a slightly
declining trend, overall the developments might also reflect a broader diversification of portfolios
in the wake of the global financial crisis, which seems to be carried out at the expense of both the
euro and the US dollar. In fact, an empirical analysis of the drivers of the rise in non-traditional
reserve currencies suggests that heightened credit risk of some advanced economy sovereigns has
been an important factor in this context (ECB, 2013).

Overall, these findings suggest that the euro continued to perform its function as the second-most
important reserve currency in the world in 2013, and that the US dollar’s status as the leading
global reserve currency remained unchanged.

The use of the euro as a reference currency for the anchoring of exchange rates remained broadly
unchanged. As in previous years, the use of the euro in the exchange rate regimes of countries
outside the euro area was, to a large extent, underpinned by geographical and institutional factors,
being observed mainly in countries neighbouring the euro area and countries that have established
special institutional arrangements with the EU or its Member States (see Table A3 in the Statistical
Annex). With the exception of the countries participating in ERM I, the decision to use the euro as

7 See ECB (2013).
8 See Beck and Rahbari (2011) and Beck and Weber (2011).
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an anchor currency is a unilateral one and does not involve any commitment on the part of the ECB.
The US dollar, on the other hand, continues to be widely used as an exchange rate anchor both in
Asia and in Central and South America.

4.2 THE EURO IN INTERNATIONAL DEBT MARKETS

The share of the euro in international debt markets continued to decrease in the course of 2013,
based on both the “broad” and “narrow” concept of international debt markets. The euro’s share
declined in tandem with that of the Japanese yen and those of “other” currencies. By contrast, the
US dollar continued to expand its share in international debt markets at the expense of all other
funding currencies.

According to the “broad” measure of international debt securities, as defined in this report, total
outstanding amounts increased to USD 20.2 trillion as of the end of 2013.° This corresponds to an
increase of around USD 700 billion or 3.5% compared with the end of 2012. Euro-denominated debt
securities accounted for around USD 7.6 trillion, a share of 37.8% (see Table A4 in the Statistical
Annex). By comparison, at the end of 2012 the euro’s share stood 0.6 percentage point higher
at 38.4% at current (end-2013) exchange rates. When controlling for exchange rate movements the
euro’s share dropped by 1.8 percentage points, reflecting the pronounced appreciation of the euro
exchange rate in the course of 2013.

As in the past, this report focuses on the “narrow” concept of outstanding international debt
securities, which comprises only issuance in a currency other than that of the country in which the
borrower resides. According to the “narrow” measure, the total volume of outstanding international
debt securities increased by around USD 250 billion compared with the previous year, reaching
USD 12.4 trillion. Euro-denominated debt issuance increased by around USD 120 billion to a total
of USD 3.1 trillion. The share of the euro dropped by 0.4 percentage point to 25.3% at current
exchange rates and by 1.4 percentage points when controlling for exchange rate movements.

Taking a longer-term perspective and looking at developments in international debt markets since
the onset of the global financial crisis, the share of the euro (at constant exchange rates) decreased
gradually from 31.0% in 2007 to 25.3% in 2013 (based on the “narrow” measure) (see Chart 12).
This decline was coupled with a steady increase in the share of US dollar-denominated debt
from 44.3% to a new historical peak of 54.8% over the same period. The marked rise in the
US dollar’s share — which started as early as 2005 and has gained speed since the onset of the
financial crisis — came not only at the expense of the euro but also of the Japanese yen and “other
currencies”, the shares of which have declined by 2.3 and 2.4 percentage points, respectively, over
the past six years.

The increasing reliance of global borrowers on the US dollar as a funding currency in international
debt markets can possibly be explained by a number of factors. First, the lower cost of international
debt issuance in the US dollar relative to other currencies has supported US dollar issuance in
recent years. Specifically, until late 2013, deviations from uncovered interest rate parity have made

9 The Bank for International Settlements (BIS) defines the “broad” measure as debt “issued in a market other than the local market of the
country where the borrower resides” (see also BIS Quarterly Review, December 2012). In this report, the BIS measure of international
debt securities is further refined in order to exclude all debt issuance which is purely domestic when the euro area is considered a single
economic area (e.g. a bond issued by a German resident with registration domain or listed in Luxembourg). The ECB’s “broad” measure
of international debt issuance thus excludes intra-euro area issuance from the international debt securities reported by the BIS.
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Chart 12 Stock of international debt securities (narrow measures): outstanding amounts and

currency shares
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Note: The latest observation is for December 2013.

it cheaper to borrow in US dollars and swap the proceeds into other currencies, including euro,
than to borrow in other currencies directly. Second, until mid-2013, interest rate and exchange rate
expectations may have also worked in favour of the US dollar. In particular, against the background
of the US Federal Reserve’s monetary policy, which included among other unconventional
monetary policies a large-scale asset purchase programme, market participants expected relatively
low US interest rates and muted US dollar exchange rate volatility over a protracted period
(see also Special Feature C). Third, recent dynamics in international bond issuance have been
largely driven by emerging market economies, which have increasingly tended to switch from local
to international bond market issuance.!® This increase in external financing has been particularly
pronounced in Latin American countries, which tend to issue in US dollars, taking advantage of
the favourable liquidity conditions prevailing in US dollar-denominated debt markets. Finally, the
lingering effects of the euro area sovereign debt crisis may have continued to have an impact on the
demand for euro-denominated international debt issuance.

4.3 THE EURO AS A PARALLEL CURRENCY
4.3.1 CASH SUBSTITUTION

Foreign demand for euro banknotes increased for the third consecutive year, as the annual growth
rate remained clearly higher than that of the banknotes in domestic circulation, suggesting that the
euro area sovereign debt crisis did not have any major impact on the use of euro banknotes outside
the euro area.

10 See Caballero, J., Panizza, U. and Powell, A. (2014), “Balance Sheets and Credit Growth”, in Powell, A. (ed.), Global Recovery and
Monetary Normalization: Escaping a Chronicle Foretold?, Latin American and Caribbean Macroeconomic Report 2014, Inter-American
Development Bank, Chapter 4.
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The use of euro banknotes outside the euro area cannot be estimated with exact precision.
One estimate of the amount of euro banknotes circulating abroad (and reported regularly in this
report) is represented by the accumulation over time of net shipments of euro banknotes by euro
area monetary financial institutions (MFIs) to destinations outside the euro area. On the basis of
this method, around EUR 143 billion worth of euro banknotes (after adjusting for seasonal effects)
are estimated to have been in circulation outside the euro area at the end of December 2013
(see Chart 13). This was around 16% of the total euro currency in circulation in that month in
the euro area. This estimate is regarded as a clear lower bound, given that the banking channel is
just one of the several channels through which euro banknotes leave and re-enter the euro area.
Anecdotal evidence suggests that the outflows of euro banknotes via non-MFI channels (e.g. via
tourism or workers’ remittances) are, for most countries, greater than the inflows via such channels.
Therefore, the net shipments by banks offer an incomplete picture of true net flows of banknotes.
Other estimates suggest that around 25% of euro currency in circulation (potentially slightly higher)
were circulating outside the euro area at the end of 2013.

In 2013 foreign demand for euro banknotes continued to grow for the third consecutive year at a
double-digit rate, and the annual growth rate remained clearly higher than that of the banknotes
in circulation within the euro area. Indeed, the annual growth rate of foreign demand for euro
banknotes (based on the accumulation over time of net shipments of euro banknotes by euro
area MFIs to destinations outside the euro area) stood at a similar level as that of 2011 (10% in
December 2013), and just slightly lower than the level recorded in December 2012 (11%), while
the domestic circulation of euro banknotes strengthened somewhat in 2013 (to 5.3%, from 2.4% in
December 2012). Nonetheless, monthly net shipments in the last three years have not been as large

Chart 13 Net shipments of euro banknotes Chart 14 Foreign currency brought into and
to destinations outside the euro area taken out of the Russian Federation
by authorised banks
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Chart 15 Regional breakdown of euro banknote purchases from and sales to locations outside

the euro area
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Sources: ECB (based on data from wholesale banks).

Notes: These data exclude trade between wholesale banks. From 2012 onwards figures contain data obtained from one additional
wholesale bank which previously had not responded to this survey. These data differ from statistics on net shipments, as the latter do not
take account of the recirculation of banknotes by wholesale banks outside the euro area (e.g. where a wholesale bank purchases a euro
banknote from a client in Asia and sells it to a client in Russia).

as the average shipments observed in the period 2007-08, when foreign demand for euro banknotes
peaked, in particular following the collapse of Lehman Brothers. The robust net shipments of euro
banknotes in 2013 reflected both higher gross backflows of euro banknotes from non-euro area
residents and higher gross outflows of banknotes outside the euro area. Overall, recent developments
in the net shipments of euro banknotes abroad continue to suggest that the euro area sovereign debt
crisis did not have any major impact on the use of euro banknotes outside the euro area.

Further evidence on the holdings of euro currency abroad can be derived from statistics provided
by the monetary authorities of non-euro area countries. For example, the Central Bank of Russia
publishes data on foreign currency brought into and taken out of the Russian Federation by
authorised banks. These statistics show that in 2013 the net shipment of euro banknotes to Russia
increased for the third consecutive year (see Chart 14), after the persistent net outflows observed
for most of 2009 and 2010. The net increase in euro banknotes brought into the Russian Federation
by authorised banks in 2013 was much higher than in the previous year. The data thus suggest that
Russian residents may have increased their euro banknote holdings in the last three years, after
reducing their holdings in 2010. By contrast, net holdings of US dollar banknotes brought into the
Russian Federation by authorised banks declined in 2013, posting a marginal decrease (as had last
occurred in 2010), in line with the strengthening of the euro vis-a-vis the US dollar.

Data collected from international banknote wholesale banks show increased sales of euro banknotes
to regions outside the euro area in 2013 (see Chart 15). The increase is mainly due to increased
demand from Russia. In value terms, net exports of euro banknotes to Russia doubled in 2013 as
compared with 2012. As in previous years, a large share of euro banknote sales went to Switzerland
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and to the United Kingdom. Both countries together had a share of nearly 50% of the total sales
value. At the same time, backflows of euro banknotes (i.e. purchases from wholesale banks)
stemmed mainly from EU Member States in eastern Europe and from Turkey, broadly in line with
developments in previous years.

4.3.2 ASSET AND LIABILITY SUBSTITUTION

After households in most CESEE countries temporarily reduced the share of foreign currency
savings in their deposits in 2012, recent developments tentatively suggest that preferences are
shifting back towards having foreign currency deposits, and in particular euro-denominated
deposits, as their share in total foreign deposits rose in most CESEE countries in 2013. At the same
time, the euro’s share in total deposits remained broadly stable compared with 2012.

Economic agents in central, eastern and south-eastern Europe use the euro widely in the domestic
economy, notwithstanding the fact that the euro is not the legal tender in most of these countries.'!

The euroisation of the liability side of banks’ balance sheets remained extensive in several non-
euro area EU Member States from central and eastern Europe'?, as well as in most EU candidate
and potential candidate countries in south-eastern Europe.!* The use of the euro seems to be
most widespread in the Western Balkans, a region which has previously experienced periods of
macroeconomic instability. In 2013 the share of euro-denominated deposits in total deposits of
EU Member States ranged from 55.8% in Croatia to 6.8% and 6.1% in the Czech Republic and
Poland respectively (see Table Al4 in the Statistical Annex). By comparison, in the Western
Balkans this share ranges from 70.7 % in Serbia to 30.3% in Albania.

Furthermore, the euro remained the preferred store of value relative to other foreign currencies.'
Compared with 2012, the euro’s share in total foreign deposits rose in most CESEE countries
(see Chart 16). This development could point to a possible reversal of currency preferences to
the levels observed before the intensification of the euro area crisis in the first half of 2012.
While economic agents in most CESEE countries reduced the share of both euro and other
foreign currency savings in their deposits and thus turned to the local currency in 2012, there
are indications that there was a shift in currency preferences towards foreign currency deposits,
and in particular towards euro deposits in 2013. Evidence provided by the OeNB Euro
Survey confirms that trust in the euro increased in CESEE countries in the autumn of 2013
(see Section 4.3.3 below).

On the asset side of banks’ balance sheets euroisation continues to be pronounced, in line with
the developments on the liability side, also reflecting trade patterns and geographic proximity.
The share of euro-denominated loans in total loans varies across countries but in general remains
high, in particular in countries with exchange rate regimes in which the euro is the reference
currency, notably countries having currency board arrangements, or pegged or tightly managed
exchange rates. The share of euro-denominated loans in total loans ranged from 70.3 % in Lithuania
t0 9.4 % in the Czech Republic in 2013 (see Table A13 in the Statistical Annex).

—_

Kosovo (in line with UNSCR 1244 and the ICJ Opinion on the Kosovo Declaration of Independence) and Montenegro use the euro as the
official legal tender and are therefore excluded from this analysis.

12 Bulgaria, the Czech Republic, Croatia, Hungary, Lithuania, Poland and Romania.

13 Albania, Bosnia and Herzegovina, the former Yugoslav Republic of Macedonia, Serbia and Turkey.

14 Valuation effects might explain these developments to some extent, as the data are not adjusted for exchange rate movements.
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Chart 16 The euro’s share in total foreign currency deposits in CESEE countries
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Sources: ECB, national central banks and ECB calculations.

Notes: The definition of deposits is not unified across CESEE countries and deposits indexed to the euro, or other foreign currencies are
not included. In December 2013 the ratio of foreign currency indexed deposits to total deposits was 3.3% in Croatia, 0.6% in the former
Yugoslav Republic of Macedonia and 0.9% in Serbia. Kosovo (in line with UNSCR 1244 and the ICJ Opinion on the Kosovo Declaration
of Independence) and Montenegro are excluded due to the lack of their own currency. Outstanding amounts are recorded at the end of
December in each year.

In general, loans denominated in foreign currencies could entail macroeconomic costs and pose
risks to financial stability, specifically when economic agents face currency mismatches on
their balance sheets.'S Against this background, various CESEE countries have embarked on de-
euroisation strategies in the wake of the financial crisis. In particular, the implementation of the
ESRB Recommendation on lending in foreign currencies should help reduce the number of new
foreign exchange loans in these economies. However, the outstanding stock of foreign exchange
loans is likely to disappear only gradually over time. In this context, the ratio of euro-denominated
loans to euro-denominated deposits still remains relatively high in many countries.!

4.3.3 RESULTS FROM THE OENB EURO SURVEY OF HOUSEHOLDS IN CENTRAL, EASTERN AND
SOUTH-EASTERN EUROPE

Results from the OeNB Euro Survey suggest that CESEE households’ trust in the euro has recovered
markedly across all countries since spring 2012, and currently stands close to the levels observed
prior to the onset of the sovereign debt crisis. In addition, the autumn 2013 Euro Survey results
suggest that the euro is relatively “more trusted” than both the local currency and the US dollar in
the majority of CESEE countries.

15 In order to address the risk stemming from lending in foreign currencies the European Systemic Risk Board published the Recommendation
on lending in foreign currencies in October 2011 (see ESRB Recommendation on foreign exchange lending). In November 2013 the ESRB
published a report assessing the implementation of the recommendation (see ESRB report on the implementation of the recommendation on
foreign exchange lending). Further information can be found in The International Role of the euro, 2011, Box 3: “Risks and costs associated
with foreign currency lending”.

16 This should not, however, mask the fact that banks are subject to indirect credit risk on account of exposure to unhedged borrowers, in
particular households.
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Notes: Respondents were asked to what extent, on a scale from 1 (strongly agree) to 6 (strongly disagree), they agreed with the above
statement. The normalised sample means ranged from -2.5 (“exclusively trust in the domestic currency”) via 0 (“neutral”) to 2.5
(“exclusively trust in the euro™).

The OeNB Euro Survey of households has been conducted in ten CESEE countries since 2007 to
shed light on the different dimensions, extent and drivers of euroisation. It collects information on
the role of the euro for currency substitution, asset substitution and liability substitution as well as
on households’ sentiments, expectations and trust in institutions.!”

The results from the OeNB Euro Survey suggest that households’ trust in the euro temporarily
decreased during the sovereign debt crisis, reaching historic lows in the autumn of 2011 and in
spring 2012 (ECB 2013). However, trust in the euro has since recovered across countries (Chart 17).
Households’ trust in the euro in most countries is gradually returning to the levels observed prior
to the onset of the sovereign debt crisis in spring 2010. In nine out of ten countries, the majority
of households agreed that “the euro will be very stable and trustworthy over the next five years”.!®

This measure of “trust in the euro” is, of course, a very broad metric. It focuses on the long-term
and encompasses monetary expectations as well as trust in (European) institutions (Beckmann
and Scheiber, 2012). Previous research has shown that both factors play a role in euroisation.'

17 For more details on the survey, recent publications and a summary of recent results see: http://www.oenb.at/en/Monetary-Policy/Surveys/
OeNB-Euro-Survey.html

18 For Croatia, the decline from spring 2013 to autumn 2013 coincides with accession to the European Union, but is likely to be due to a
change in the interviewer team, which led to a decline in the overall response rate and more pessimistic responses, even to questions
unrelated to European issues.

19 Regarding monetary expectations, Ize and Levy Yeyati (2003) argue that households will opt for the foreign currency if they expect
the volatility of inflation to be higher than the volatility of the real exchange rate. This “minimum variance portfolio” theory has been
(re)confirmed empirically, e.g. by Levy Yeyati (2006) using aggregate data, and by Fidrmuc et al. (2013) using micro-data. Regarding
institutions, De Nicolo et al. (2005) find that a lack of government efficiency and of the rule of law, as well as a notable incidence of

corruption, is associated with higher levels of dollarisation.
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Differences in exchange rate regimes across
countries also play an important role in
influencing the preferences for one currency
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Chart 18 shows households’ trust in the euro Sources: O¢NB Euro Survey, Autumn 2013.
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in the autumn of 2013 in relation to their trust statement that “Over the Next Five Years the respective currency
in the stability of the local currency and also will be a very stable and trustworthy currency”. Respondents

. X i answering “Don’t know” and “No answer” are excluded.

to their trust in the US dollar, which could
potentially act as an alternative safe-haven
currency. Of course, the results are just a snapshot of current household sentiments, which should
be interpreted with due caution. The chart shows, that in the autumn of 2013 the euro is relatively
“more trusted” than the local currency in all countries except the Czech Republic.*® However, in
some countries the difference between trust in the euro and trust in the local currency is not very
large. Compared with the US dollar the euro is relatively more trusted in seven out of ten countries.
Nevertheless, the differences are again minor in most countries.

The relatively small differences in trust could suggest that even small changes in monetary
expectations would have an impact on the portfolio choice of households and thus on overall
euroisation levels. However, Brown and Stix (2014) find that while monetary expectations are an
important determinant of deposit euroisation, network effects in savings also significantly contribute
to the persistence of euroisation: when deposit substitution is widespread, other households also
choose foreign currency deposits. This is a result of the fact that they consider a devaluation, which
would hit savers in the domestic currency hard, more likely.?' Furthermore, Brown and Stix find
that deposit euroisation is still strongly influenced by households’ experiences of the financial
crises in the 1990s.

20 The relatively high trust in the koruna compared with the euro in the Czech Republic is probably due to both historical reasons and more recent
policies: the Czech Republic did not experience hyperinflation during transition and it was the first country to bring inflation below 20% back
in 1994, successfully keeping it at low levels since then. In addition, the local currency has been appreciating against the euro steadily over the
past years. The recent depreciation in November 2013 took place after the Euro Survey was conducted in the autumn of that year.

21 In addition, Valev (2012) argues that network effects in payments also affect households” preferences for foreign currency.
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4.4 THE EURO IN OTHER MARKET SEGMENTS
4.4.1 THE USE OF THE EURO IN FOREIGN EXCHANGE MARKETS

Data on foreign exchange settlements in the CLS cash settlement system suggest that foreign
exchange transactions in spot and derivative markets have remained broadly stable in 2013,
notwithstanding some volatility (see Chart 19). CLS Bank International is the main settlement
institution for foreign exchange transactions. The figures are therefore indicative of trends in global
foreign exchange settlement.

With regard to the currency structure of total foreign exchange settlements, the US dollar was the
counterpart in more than 90% of all currency exchanges, confirming its role as the main vehicle
currency in foreign exchange markets. The use of the euro in foreign exchange settlement has picked
up somewhat since mid-2013 after recording its lowest share ever in May 2013 (35.8%). Currently,
the euro is a counterpart in 38.9% of all transactions. The temporary decline in the euro’s share
is mirrored by a temporary increase in the share of the Japanese yen in spring 2013 (from 16.9%
in December 2012 to 19.4% in April 2013) before abating to its previous level of around 17%
(see Chart 20). This pattern, which is also observed in global foreign exchange turnover figures
(see Box 1), reflects increased market volatility in the yen exchange rate at the time of the Bank of
Japan’s April 2013 monetary policy announcement.

Chart 19 Total daily settlement volume in
the CLS system

Chart 20 Share of the euro and the Japanese

yen in foreign exchange settlement

(monthly data in EUR billions per day)
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THE ROLE OF THE EURO IN GLOBAL FOREIGN EXCHANGE TRADING — THE BIS TRIENNIAL CENTRAL
BANK SURVEY

The euro’s share in global foreign exchange
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trading and settlement remained broadly | SUELS AL
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The decline in the euro’s share can be attributed to two main factors. First, more structurally,
the decline reflects the increase in the share of emerging market currencies over the past three
years (from 8.9% in 2010 to 14.2% in 2013). The increasing importance of emerging market
currencies, in particular of the Chinese renminbi, has also been documented in international
trade finance operations, as seen in SWIFT data (see also Box 2). This increase also indirectly
impacts the euro’s share as, with the exception of central and eastern European currencies,
emerging market currencies are mainly traded against the US dollar, strengthening the dollar’s
central role in foreign exchange markets relative to the euro. Second, the decline in the euro’s
share also stems from the specific timing of the survey. In particular, speculative trading
activity in the yen currency pairs increased sharply in April 2013 following the Bank of Japan’s
announcement to engage in large-scale asset purchases over the coming years which evoked a
sell-off of the Japanese currency. The fact that this episode coincided with the 2013 Triennial
Survey contributed to a four percentage point increase (from 19.0% in 2010 to 23.0% in 2013) of
the yen’s share in global foreign exchange turnover.

Looking at different market segments and instruments, non-market-making financial institutions,

such as institutional investors or hedge funds, have been the major source of foreign exchange
turnover growth over the past three years. The recent decline in the share of market-making
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financial institutions was largely driven by two factors. First, an increasing number of major
dealing banks are able to match their customer trades directly on their own books, reducing
the need to offload inventory imbalances and hedge risk via the traditional inter-dealer market.
Second, more sophisticated electronic dealing technology which has promoted a more efficient
liquidity aggregation and algorithmic trading has become accessible to a much broader range of
market participants (including smaller banks, hedge funds and private individuals). Finally, the
continuing decline in trading costs has made algorithmic high-frequency trading more profitable,
adding to overall turnover in all segments of the market. Turning to instruments, spot trading has
grown by 38% over the last three years to a daily turnover of USD 2.05 trillion which is now
close to the USD 2.20 trillion daily trading in foreign exchange swaps (+27%). Finally, forwards
(USD 680 billion; +43%) foreign exchange options (USD 337 billion; +63%) and currency
swaps (USD 54 billion; +26%) make up a smaller fraction of the foreign exchange market.

Considering that the timing of the 2013 Triennial Survey most likely led to an overstatement
of both the total daily foreign exchange turnover figure and the share of the Japanese yen in
global foreign exchange markets, the BIS provided an extrapolation of the survey data for the
period between April and October 2013 in its December 2013 Quarterly Review. According
to these estimates, total foreign exchange trading has abated moderately, by USD 300 billion
to USD 5.0 billion per day, since April 2013. At the same time, trading in the JPY/USD daily
spot and derivative markets fell from USD 800 billion to USD 700 billion and trading in JPY/
EUR halved to USD 90 billion per day after doubling in the period between winter 2012 and
spring 2013. Finally, trading in the USD/EUR spot and derivative markets rebounded from
USD 1.2 trillion to USD 1.3 trillion per day.

4.4.2 THE USE OF THE EURO IN INTERNATIONAL TRADE INVOICING

Available data on the use of the euro as an invoicing currency for extra-euro area exports and
imports suggest that the share of the euro has increased slightly between 2012 and 2013, in
particular in the services sector.

In 2013 the use of the euro in the settlement or invoicing of international trade flows increased
compared with 2012. The share of the euro in the euro area’s exports of goods rose by 0.5 percentage
point to 67.2% (see Table A1l in the Statistical Annex). The share of the euro in the euro area’s
imports of goods, at 51.7%, was also higher in 2013 than in 2012, when it stood at 51.3%. Regarding
services, the euro’s share in international trade increased significantly, for both exports and imports
of services (by 6.7 and 5.6 percentage points, respectively).

Taking a medium-term perspective, the euro’s share in the euro area’s exports of goods was,
at 67.2%, significantly higher than in 2007 before the onset of the global financial crisis, when it
stood at 59.6%. Similarly, the euro’s share in the imports of goods recovered to levels markedly
above those observed in 2007.

Notwithstanding these advances, aggregate changes for the euro area hide some developments in
stressed euro area countries, for instance in most countries there has been a decline in the use of
the euro as the invoicing currency for goods since the sovereign debt crisis. Bilateral trade statistics
from the IMF suggest that this could be due to a reduction in the levels of trade these countries have
with European trading partners, while their trade with the developing Asian and Middle Eastern
countries has increased over this period, resulting mainly in an increase in the use of the US dollar
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and of “other” currencies as the invoicing currency. This is also consistent with the finding that the
growing presence of the Chinese renminbi in the international monetary system continued in 2013
(see Box 2). Stressed countries also tend to use the euro as invoicing currency the least, while the
new euro area member states, which have a stronger trade link with CESEE countries, which in turn
tend to trade in euro, show the largest shares for the euro as the invoicing currency.

The share of the euro as an invoicing/settlement currency in the external trade of most non-euro
area EU Member States remained by and large stable in 2013 in relation to the 2012 figures
(see Table A12 in the Statistical Annex).

THE USE OF THE CHINESE RENMINBI IN INTERNATIONAL TRADE FINANCING

The increased use of the Chinese renminbi
in international trade financing continued
in 2013, partly supported by a number of policy

measures taken by the Chinese authorities. — January 2012
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Recent measures taken by the Chinese authorities will further enable the international use of
the Chinese renminbi. In particular, over the past year the authorities announced several steps
to liberalise its external and financial sector. The country’s broader financial reform agenda
includes a gradual retreat from foreign exchange intervention towards a managed floating
exchange rate regime, a softening of capital controls, the introduction of greater competition

1 See SWIFT, Renminbi Tracker November 2013.

6 Note that available data does not allow conclusions to be drawn on the currency of invoicing.

7 One of the top five countries using the Chinese renminbi for trade finance was situated in the euro area; the others were exclusively
located in the Asia-Pacific region, according to SWIFT.
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in the banking sector and a liberalisation of interest rates (by abolishing deposit rate ceilings).
A step forward in this medium-term reform agenda was taken in April 2014 when the People’s
Bank of China announced a doubling of the fluctuation band of the Chinese renminbi from
+/-1% to +/-2 per cent in relation to its central parity with the US dollar.

Moreover, offshore clearing facilities for trade in renminbi have been expanded, which
could further facilitate its use in international financial transactions. Specifically, Frankfurt
and London took steps to become clearing hubs in Europe after the People’s Bank of China
signed memoranda of understanding on renminbi clearing and settlement with the Deutsche
Bundesbank and the Bank of England. Similarly, in order to foster the international use of the
renminbi in trade, a network of bilateral swap agreements between the People’s Bank of China
and 25 foreign central banks with a total amount of more than USD 400 billion (as of May 2014)
has been established.®

8 For an analysis of the link between trade finance and central bank swap lines, see CGFS (2014).
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SPECIAL FEATURES

A DISSECTING FOREIGN INVESTMENTS IN EURO AREA BOND MARKETS DURING THE SOVEREIGN DEBT
CRISIS™

At the peak of the euro area sovereign debt crisis (around the second half of 2011 and the first half
of 2012) foreign investors retrenched from euro area bond markets. However, it is unclear to what
extent these outflows reflected a general pattern of repatriation of overseas debt investments by
global investors or a decision to disproportionately reduce foreign investments in euro area bond
markets. Against this background, this special feature uses a standard gravity model of international
portfolio flows to assess the extent to which the reduction in foreign investments in euro area bond
markets was disproportionately large and whether this pattern changed after a number of policy
measures were taken at the European level around the middle of 2012. It has been found that
foreign investments in bond markets of stressed euro area countries were disproportionately small.
In addition, this underinvestment cannot be fully explained by rating changes affecting the stressed
countries. There is also evidence that this underinvestment disappeared after the announcement
of the ECB’s OMT programme. To the extent that euro area financial market fragmentation was
driven by foreigners’ disproportionate investments across euro area debt markets, this special
feature finds that the impact of foreign investors has most likely been small. This largely reflects the
limited quantitative significance of foreign portfolio debt investments in stressed countries and the
absence of overinvestment in non-stressed economies. The temporary underinvestment in stressed
euro area bond markets is consistent with the muted and temporary portfolio outflows from the
euro area as a whole and the limited decline in the international use of the euro witnessed during
the period of the euro area sovereign debt crisis.

I INTRODUCTION

It has been well documented that the launch of Economic and Monetary Union in 1999 resulted
in greater financial integration in the euro area and in an increase in foreign investments in euro
area debt and equity markets which also contributed to the growing importance of the euro in the
international monetary system (see Lane, 2006; Spiegel, 2009; Blank and Buch, 2007; ECB, 2008a;
ECB, 2008b; and Papaioannou and Portes, 2008). This period of global financial integration® was
temporarily halted and partly reversed with the onset of the global financial crisis in 2008, when
gross portfolio flows dropped sharply on account of repatriation of capital by global investors in
response to heightened volatility in financial markets during the post-Lehman period.

While several studies have examined international portfolio flows during the global financial crisis
(see Fratzscher, 2012; Milesi-Ferretti and Tille, 2011; and Galstyan and Lane, 2013), few studies
have so far looked at the patterns of international portfolio flows during the euro area sovereign
debt crisis.?* In this respect, it remains unclear to what extent the retrenchment by foreign investors
from euro area debt markets at the peak of the sovereign debt crisis (Chart 21) continued to reflect
the earlier tendency of global investors to repatriate their foreign portfolio debt from all destination
countries across the globe; or to what extent these outflows reflected a systematic underinvestment
of foreign investors in euro area debt markets more specifically, possibly driven by the high bond

22 Prepared by R. Beck, G. Georgiadis and J. Grib.

23 Financial globalisation in the pre-crisis era reflected a number of factors, including, in particular, a generalised financial deepening,
a reduction in home bias and lower capital-flow restrictions (see Milesi-Ferretti and Tille, 2011).

24 Examining foreign portfolio flows to the euro area may shed light on the evolution of the international role of the euro because they are
largely denominated in euro and thus involve the purchase of euro-denominated debt or equity by non-residents. At the end of 2013 the
outstanding amounts of securities other than shares issued by euro area residents stood at €16,385.7 billion, of which €14,533.9 billion
(around 89%) were denominated in euro.
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the perceived tail risk of a euro area break-up.
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