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The Germanization of  the interest rates
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The break up of  the single interest rates curve

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

0%

5%

10%

15%

20%

25%

30%

35%

Determinazione dei Paesi 

partecipanti allôEuro

Introduzione 

dellôEuro

Entrata della Grecia 

nellôEurozona
Esplosione della crisi del debito 

greco

Grecia

Portogallo

Irlanda

Italia

Spagna

Francia

Germania

Definition of  the countries 

which would have

joined the euro

Start of  

the euro

Greece joins 

the Eurozone

Greece

Portugal

Ireland

Italy

Spain

France

Germany

Explosion of  the 1st

Greek debt crisis 

15

10-year sovereign yields



The break up of  the single interest rates curve

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

0%

5%

10%

15%

20%

25%

30%

35%

Determinazione dei Paesi 

partecipanti allôEuro

Introduzione 

dellôEuro

Entrata della Grecia 

nellôEurozona
Esplosione della crisi del debito 

greco

Grecia

Portogallo

Irlanda

Italia

Spagna

Francia

Germania

Start of  

the euro

Greece joins 

the Eurozone

Greece

Portugal

Ireland

Italy

Spain

France

Germany

1 2 3 4 5 6 7 8

16

Definition of  the countries 

which would have

joined the euro

Explosion of  the 1st

Greek debt crisis 

10-year sovereign yields



The break up of  the single interest rates curve

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

0%

5%

10%

15%

20%

25%

30%

35%

Determinazione dei Paesi 

partecipanti allôEuro

Introduzione 

dellôEuro

Entrata della Grecia 

nellôEurozona
Esplosione della crisi del debito 

greco

Grecia

Portogallo

Irlanda

Italia

Spagna

Francia

Germania

Explosion of  the 1st

Greek debt crisis

Start of  

the euro

Greece joins 

the Eurozone

Greece

Portugal

Ireland

Italy

Spain

France

Germany

1 2 3 4 5 6 7 8 1 2 3

17

Definition of  the countries 

which would have

joined the euro

10-year sovereign yields



0

2

4

6

8

10

12

14

400

500

600

700

800

900

1000

1100

1200

1300

1400

Tasso di Cambio Lira/Marco Govt Spread (BTP-Bund) CDS Spread (IT-DE)

%
 C

D
S

0

2

4

18

Interest Rate Parity Theory:
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Sovereign Debt - sectorial breakdown (2007-2013)

THE ITALIAN CASE STUDY
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LTROs feed the presence of  sovereign bonds in the Italian banks portfolio
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With the Eurozone

single currency

NO 

increase in the 
demand of 
currencies of 
the countries in 
surplus
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currency 
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in surplus

productsõ 
prices 
remain 
competitive 
for 
countries in 
surplus

NO

tradesurplus goes
to zero

Relative size of  the trade balance 

among some members of  the 

Monetary Union 

(year 2003)

EURO as a fixed exchange rate regime

THE GERMAN CASE STUDY

Drivers of  the trade surplus 

39



409,50%

10,00%

10,50%

11,00%

11,50%

12,00%

12,50%

13,00%

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Italia - Peso % all'interno dell'export dell'Unione Europea 
verso il resto del mondo (2002-2013)

27,00%

28,00%

29,00%

30,00%

31,00%

32,00%

33,00%

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Germania - Peso % all'interno dell'export dell'Unione 
Europea verso il resto del mondo

EU export % to rest of  the world ðopposite trends

Germany - EU export % to rest of  the world Italy - EU export % to rest of  the world

EUROSTAT Data and Eurozone CentralBanksData

40

Competitiveness gaps between member countries



EZ membersõ Public debts become

òsubstantiallyó denominated in foreign currency

Germany Greece Spain France Italy

German mark Greek drachma Spanish peseta French franc Italian lira

1,143 105 333 751 1,239

60% of GDP 97% of GDP 66% of GDP 59% of GDP 117% of GDP

1997 ðPublic Debts
(Billions of  national currency)

EUROSTAT Data 

National Central Banks 

could control 

the money supply
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Euro involves the transfer of  monetary sovereignty to the ECB

EUROSTAT Data 

Germany Greece Spain France Italy

German mark Greek drachma Spanish peseta French franc Italian lira

1,143 105 333 751 1,239

60% of GDP 97% of GDP 66% of GDP 59% of GDP 117% of GDP

1997 ðPublic Debts
(Billions of  national currency)

Germany Greece Spain France Italy

2,147 318 960 1,925 2,069

78% of GDP 175% of GDP 94% of GDP 93% of GDP 133% of GDP

2013 ðPublic Debts
(Billions of  Euro)

EZ membersõ Public debts become

òsubstantiallyó denominated in foreign currency
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The public debt denominated in foreign currency is unsustainable when around 70% of  GDP

Year of  

default

Public debt 

denominated in 

foreign currency 

on GDP

Argentine 1982 55.1%

2001 50.8%

Iran 1992 41.8%

Mexico 1982 46.7%

Russia 1991 12.5%

1998 58.5%

Turkey 1978 21.0%

Venezuela 1982 41.4%

é.. é.. é..

Averageof 36 casesof default on

public debt denominated in

foreign currency between 1970-

2008

69.3% Source: This time is 

different ðEight 

Century of  Financial 

Folly C. Reinhart, 

K. Rogoff.

Germany Greece Spain France Italy

2,147 318 960 1,925 2,069

78% of  GDP 175% of  GDP 94% of  GDP 93% of  GDP 133% of  GDP

2013 ðPublic Debts
(Billions of  Euro)

EZ membersõ Public debts become

òsubstantiallyó denominated in foreign currency



Systematic Target2 imbalances
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Target 2 Net Balance for Euro Zone PIIGS and CORE countries 
(1999-2013) CORE

PIIGS

Eurozone CentralBanksData

Banca dõItalia: -229 bln of û

Banco de España: -239 bln of û 

Bundesbank: 510 bln of û 

Banquede France: -34 bln of û 

Target 2 Net Balance for Eurozone Peripheral and Core countries

(1999-2013)
Peripheral
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Credit Risk Exposure

BANKSBANKS

Assets Liabilities

Debt 100

Assets Liabilities

Credit 100

Target2 payment system
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CREDIT RISK TRANSFER

to Central Banks

Bank of  Italy Bundesbank

Assets Liabilities

Debt 100

Assets Liabilities

Credit 100

BANKSBANKS

Assets Liabilities

Debt 100

Assets Liabilities

Credit 100

Cash 100

Target2 payment system
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Bank of  Italy

This risk is guaranteed

by European System 

of  Central Banks

CREDIT RISK 

MUTUALIZATION

Assets Liabilities

Credit 100

Assets Liabilities

Debt 100

Bundesbank

BANKSBANKS

Assets Liabilities

Debt 100

Assets Liabilities

Credit 100

Cash 100

Target2 payment system
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EUROSTAT Data and Eurozone CentralBanksData

Credits of  German banks towards Europe
(cumulative current account surplus ðTarget2 net balance)
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Target2: Mutualization of  the credit risk borne by private banks
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EUROSTAT Data and Eurozone CentralBanksData
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Cumulative Surplus (Current Account) - Target2 Net Balance [Right axis] LTRO-LTRO Germany [Right axis]

Credits of  German banks towards Europe
(cumulative currentaccount surplus ðTarget2 net balance)

LTRO EU (Net of  Germany)
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Target2: Mutualization of  the credit risk borne by private banks
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EUROSTAT Data and Eurozone CentralBanksData

German Cumulative Current Account Surplus 

towards Europe

Vendor financing ðcredit recovery
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The German banking system expands credit to the periphery 

to support the German current account surplus

EUROSTAT Data and Eurozone CentralBanksData

Credits of  German banks towards Europe (LHS)
(cumulative currentaccount surplus ðTarget2 net balance)

-800

-600

-400

-200

 -

 200

 400

 600

 800

-350

-250

-150

-50

 50

 150

 250

 350

2004Q4 2005Q4 2006Q4 2007Q4 2008Q4 2009Q4 2010Q4 2011Q4 2012Q4 2013Q4

B
i
l
l
i
o
n
s
 
o
f
 
û

B
i
l
l
i
o
n
s
 
o
f
 
û

52

Vendor financing

German cumulative current account towards 

Europe (RHS)



The German banking system collects its credits towards Peripheral Countries 

Credits of  German banks towards Europe (LHS)
(cumulative current account  surplus ðTarget2 net balance)

German cumulative current account towards 

Europe (RHS)
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Credit recovery

LTRO EU (Net of  Germany)  (LHS)
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EUROSTAT Data and Eurozone CentralBanksData

Credits of  German banks towards Europe (LHS)
(cumulative current account  surplus ðTarget2 net balance)

German cumulative current account towards 

Europe (RHS)

Vendor financing

LTRO EU (Net of  Germany)  (LHS)

The German banking system collects expands credit 

to support the German current account surplus



EUROSTAT Data and Eurozone CentralBanksData
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Vendor financing cycle
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Vendor financing EU-cycle (2004-2013)

Credits of  German banks towards Europe (LHS)
(cumulative current account  surplus ðTarget2 net balance)

German cumulative current account towards 

Europe (RHS)
LTRO EU (Net of  Germany)  (LHS)
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Vendor financing EU-cycle (2004-2013)

break down by countries

Peripheral Counties cannot longer support the German Current Account.

France is the only EU country that still does it.
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Current Account towards Europe
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France

Italy

Spain

Vendor financing EU-cycle (2004-2013)

break down by countries

Peripheral Countries cannot longer support the German Current Account.

France is the only EU country that still does it.



35%

25%
40%

32%

30%

26%

20%

33%

25%

 -

 50

 100

 150

 200

 250

 300

 350

B
i
l
l
i
o
n
s
 
o
f
 
 
û

0

200

400

600

800

1.000

1.200

1.400

1.600

1.800

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

B
ill

io
n

 o
f ϵ

France

Italy

Spain

Others EU

58

The drop of  demand in Peripheral Countries reduces their credit demand to German banks.

France increases its liabilities towards German banks

Vendor financing EU-cycle (2004-2013)

break down by countries
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Credits of  German banks towards Europe
(cumulative currentaccount surplus ðTarget2 net balance)
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The drop of  demand in Peripheral Countries reduces their credit demand to German banks.

France increases its liabilities towards German banks

Vendor financing EU-cycle (2004-2013)

break down by countries
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The European mechanisms and 

interventions have allowed:

Germany:

Å to finance its trade surplus;

Å to transfer the risk of  its 

banks on the European 

System of  Central Banks;

Peripheral Countries:

Å to re-pay their debts to 

Germany;

Å to nationalize their sovereign 

debt.

Positive impact 

on German

real economy 

Negative impact on 

Peripheral Countriesõ 

real economy 
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Cumulative Surplus (Current Account)

Target2 and LTRO ðImpact on real economy
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Europe

Rest of  the World

Vendor financing WW-cycle

THE GERMAN CASE STUDY

Cumulative currentaccount surplus

After having exhausted the EU demand

Germany moves its export attitude outside Europe
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Vendor financing WW-cycle

THE GERMAN CASE STUDY

After having exhausted the EU demand

Germany moves its export attitude outside Europe

Europe

Restof  the World
Cumulative currentaccount surplus
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THE GERMAN CASE STUDY

In order to finance its exports Germany expands its credit towards the rest of  the world 

while reducing its exposure to EU countries



Vendor financing cycle (from 2013 onwards)

THE GERMAN CASE STUDY

The next vendor financing cycle would have likely unfolded on a global scale.
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Vendor financing cycle (from 2013 onwards)

THE GERMAN CASE STUDY

The next vendor financing cycle would have likely unfolded on a global scale.
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But this scenariohas been avertedby a series

of mostly exogenousfactors (trade tensions,

increaseddownsiderisk to global growth, etc.)
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Sovereign CDS in dollar

Periodic 

payments 

(CDS spread)

Expected loss 

in case of  

sovereign 

default

Protection against

sovereign default + Euro break up
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buysprotection
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sellsprotection
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Euro break up probability



Sovereign Quanto CDS spread

Premium for the protection against Euro break up
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Euro break up probability
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Quanto CDS Spread

0,00%

10,00%

20,00%

30,00%

40,00%

50,00%

60,00%

70,00%

80,00%

Probabilità di rottura dell'Euro entro 5 anni

Probabilità Default 5 anni

Euro break up probability inferred from

Quanto CDS spreads of the 4 main

Eurozonecountries

Euro break up probabilitywithin5 years

71

Euro break up probability
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Ç Risk assessment at the origin 

Ç The financial crisis turnaround on the risk structure 

Ç The «whatever it takes» re-definition of  the risk shape 

Ç Proposals for risk normalization



ÇGenetic flaws: no fiscal union, no political union, monetary orthodoxy

ÇECBõs inflation target to be pursued as weighted average value across States

ÇUnsound policies to manage the crisis and increase Eurozone resilience:

Ç Deauville meeting ðAgreement on Private Sector Involvement  

Ç PSI at work: the second Greek debt crisis

Ç Fiscal Compact 

Ç Nationalization of  public debts of  peripheral countries

Ç CACs on EZ Goviesfrom Jan.2013

Ç Collateral discrimination

Ç Spread Intermediation

Ç Burdensharingand bailin regulation

Ç No agreement on EDIS

Ç NCBs as insurance providers within the PSPP

Ç é

éit remains persistent divergence across member countries 

73

and still: «all on the same boat»

The «whatever it takes» helps deflating some symptoms buté 



OECD

OUTPUT GAP

Countries are often at different ôseverity levelsõ in the cycle

-0.28
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-1.58
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Persistent divergence across member countries 
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Persistent divergence across member countries 
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Persistent divergence across member countries 
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The overall leverage of  the Italian system increased by more than 60% in 20 years
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Persistent divergence across member countries 
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Persistent divergence across member countries 
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Competitiveness gap risk
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Endless inflation differentials

Competitiveness gap risk
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DivergingReal EffectiveExchange Rates

Competitiveness gap risk
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Credit riskdiscoveryand dissolutionof  the single interestratescurve
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Financial Real EffectiveExchange Rate (F-REER)

Competitiveness gap measures
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Deleveraging from the periphery
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The role of  NCBs during the PSPP

Source: Bruegeldatabaseon sovereigndebt holdings
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Safe assets and public debt w.r.t. the Eurozone GDP

Chronic shortage of  safe assets

Public Debt-to-GDP Safeassets-to-GDP



Evolution of  the Target2 balances of  core and peripheral Eurozone countries
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10-year BTP-Bund spread in nominal terms

Real (sovereign) yieldspreads

Source: Bloomberg105
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not big improvementssincethe peakof the crisis

10-year BTP-Bund spread in REAL terms

Real (sovereign) yieldspreads
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Italy: Target2 Balance and real sovereign yield spread
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Observed versus Fitted real sovereign yield spread

0

50

100

150

200

250

300

350

400

450

b
a

s
is

 p
o

in
ts

Italy real sovereign spread Fitted

Source: Authorõscalculations

Spread = 159.8 - 0.48 * Target2 - 104.42 * Dummy_PSSP

R2 = 0.62

108

Risk SegregationMeasures



Spain and Italy: private and public debt in GDP terms
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Peripheral Real Yield Spread
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Source: Bloomberg

Italy ISDA Basis(bps)
5-year CDS according to ISDA 2014 and ISDA 2003 standards
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Quanto-Legal basis for a pair of  Italian government bonds expiring in 2033
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Linker basis for a pair of  Italian government bonds expiring in 2024

Source: Bloomberg
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ISDA Basis for France, Spain and Italy (bps)
5-year CDS according to ISDA 2014 and ISDA 2003 standards

French presidential elections Catalan crisis

Yellow vests movement
Rise of  Eurosceptic political forces
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