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COVID-19: A euro area safe asset and fiscal
capacity are needed now

Lorenzo Codogno, Paul van den Noord 25 March 2020

The COVID-19 outbreak that is hitting the euro area economy needs to be met by a powerful policy response
beyond the emergency measures already in place. This column uses an empirically calibrated model to show that
the creation of a safe asset and fiscal capacity at the centre — on which the debate has been ongoing for a long
while — would be a powerful means to mitigate the economic impact of the crisis.
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o A safe asset is issued at the centre underpinned by a stable revenue source, for instance, a
proper central tax base or an obligation of national governments to secure a predictable
revenue flow to the centre. It is swapped at market prices for national sovereigns on the
balance sheets of banks. It replaces national sovereign bonds in their role as collateral for
banks in repos and inter-bank loans. Moreover, the safe asset enjoys exclusive eligibility for
ECB asset purchases. It thus replaces national sovereign bonds on the ECB’s balance sheet.
To allow proper price discovery, a sizeable enough new issuance of the safe asset will
precede the swap operation.

e The safe asset would receive seniority over national sovereign bonds to ensure it is seen as
an attractive investment for banks. The profit banks generate by the sale of sovereign bonds is
allowed to be spread over several years. This is to smooth the transition to a bank business
model that no longer relies on carry trades with sovereign bonds and to allow sufficient time
for banks to achieve higher profitability from other sources. The swap operation would not
imply any fiscal transfer. The ECB would enable banks to close in advance their financing
operations to offset the selling of national sovereign bonds on their balance sheet.

e Beyond the issuance of the safe asset to purchase national sovereigns, the role of the central
fiscal capacity could be expanded to allow borrowing for the purposes of fiscal stabilisation
policy. The ECB would be allowed to purchase the safe asset in the secondary market, as is
already the case for debt issued by supranational EU agencies (such as the ESM). This would
underpin the safe asset’s role as a liquid, risk-free benchmark.

The total amount of safe assets needed to purchase national sovereigns in the hands of the ECB
and on the balance sheets of the banks would be roughly 30-40% of GDP. This implies that, on
average over the cycle, the issuer of the safe asset would need a revenue flow roughly in the range
of 0.5% and 1.0% of GDP, the bulk of it being covered by interest receipts on the national
sovereigns owned at the centre.

The additional issuance of the safe asset in bad times to fund deficit spending at the centre
depends on the depth of the slump. It could — according to the model simulation discussed below —
in the current exceptional circumstances be in the range of 5% and 10% of GDP. If this is repaid
over a period of ten years, it would require an additional annual revenue flow to the centre in the
range of 0.5% and 1% of GDP, given that the yield would presumably be low.

Aside from the stabilisation effects of this package (see below), the financial and policy landscape of
the euro area would permanently improve. The replacement of national sovereigns with a safe asset
on banks’ balance sheets serves to break the ‘doom loop’ between the cost of bank funding and
sovereign yields in the euro area ‘periphery’. With the safe asset enjoying exclusive eligibility for the
purposes of quantitative easing, the ECB would obtain a monetary policy instrument that does not
interfere with national fiscal policies via national sovereign debt purchases. Moreover, as large
amounts of national debt are swapped with safe European-level debt, the default risk at the national
level is reduced, with fewer calls on rescue programmes.

Impact on the resilience of the euro area economy against the shock

In several papers (Codogno and Van den Noord 2019, 2020), we examined how this new set of
policy tools could improve the resilience of the euro area economy against shocks. How would this
pan out in terms of absorbing the current shock? We simulate a scenario which we think broadly
reflects the shock that hits the Eurozone economy now. Accordingly, we assume a symmetric
supply shock of -5% of GDP combined with a symmetric demand shock of -10% of GDP hitting both
the core and periphery.

Figure 1 Absorbing the COVID-19 shock: Two scenarios
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Note: Per cent or percent-point changes relative to a steady-state without shocks. The charts show the impact of a -5% of

GDP symmetric supply shock and a -10% of GDP symmetric demand shock.
From the simulation results (Figure 1), the following broad picture emerges:

¢ In the baseline (without Eurobond/fiscal capacity), output is hit twice as hard in the periphery
(with a collapse of the order of -8%) than in the core (-4%). This is primarily due to the re-
emergence of the ‘doom loop’ in the periphery, with a collapse of bank lending combined with
a substantial increase in public debt and yields. Fiscal policy is eased in both the core and the
periphery on the account of automatic stabilisers, but discretionary policy is eased markedly
only in the core in a context of greater availability of fiscal space. Monetary policy kicks in
forcefully — both conventional and non-conventional — but cannot prevent a deep economic
recession.

e By contrast, with a safe asset and fiscal capacity at the centre, bank lending in the periphery
would shrink but not collapse, and fiscal stimulus at the centre would provide a substantial
demand boost. The increase in public debt in the periphery would be more muted. Yields in
both the periphery and the core would increase more strongly as a result of the fiscal stimulus
and associated bond issuance. Monetary policy would play a much more modest role, in fact
even tighten somewhat in response to higher inflation emanating from the supply shock (which
is left to play out even more strongly as the fiscal response absorbs the demand shock).

All'in all, with a safe asset and fiscal capacity at the centre, the recession will be much more muted.
Fiscal policies could do most of the job of macroeconomic stabilisation without resorting massively
to unconventional instruments and without sowing the seeds of sovereign debt increases and bank
defaults. Importantly, the package would be Pareto-efficient, i.e. both ‘core’ and ‘peripheral’ euro
area countries would benefit.
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Conclusion

Our simulation suggests that with a safe asset and centralised fiscal capacity, macroeconomic
stabilisation becomes much more effective in the face of the outbreak of COVID-19 hitting the euro
area economy. Fiscal stimulus at the centre would provide substantial demand offset, with a much
more muted increase in government debt in the periphery and a more modest monetary policy
response. Both the ‘core’ and ‘periphery’ of the euro area would gain.

The policy response to the COVID-19 shock is an opportunity to provide a lifeline to the economy
while also permanently fixing some of the vulnerabilities of the euro area policy framework.
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