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Bundesbank war ns cor por ate debt becoming
overpriced

Claire Jones in Frankfurt
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Germany'’s central bank has warned that corpordieisdecoming overpriced and threatens the
financial stability of Europe’s biggest economy.

The comments from the Bundesbank come ag&thiepean Central Bardonsiders buying
corporate bonds to expand its balance sheet anel stithe threat of economic stagnation in the
eurozone.

“There are signs that the search for yield is legdd exaggerations in certain market segments,”
theBundesbanisaid on Tuesday, adding that the effect was “blgaarceptible in the markets for
corporate bonds and syndicated loans”.

Economists from around the eurozone are investigatiays to swell thECB'’s balance sheet by
up to €1tnto help boost growth and inflation in the bloc.

One idea that officials are looking at is extendimg central bank’s asset purchases, currently
limited to covered bonds and asset backed se@jritiencludecorporate and sovereign debtany
analysts expect policy makers to announce an @grteirs December or early next year.

But some economists and officials, including Mdiaghi, ECB president, have voiced concern
that central banks’ bond buying sprees have moas afnpact on asset prices than economic
activity. Jens Weidmann, Bundesbank president asmilmer of the ECB’s policy making
governing council, is viewed as the staunchestobjeo purchases of more public and private
debt.

Claudia Buch, the Bundesbank’s deputy presidenfifancial stability, was cautious when asked
about the degree by which corporate bonds werevakexd. “It's always a question of
probabilities,” she said.

The German central bank is particularly concerrmzliinon investment grade, or so-called junk
bonds, warning that yields on these assets welldoeielw their historical average. Calculations by
the central bank show yields on euro and dollandenated junk bonds first fell below the 16 year
average in 2011 and are now down at levels last isethie run-up to the financial crisis.



The Bundesbank also said ultra low interest ra®weighing on German lenders’ results.

“German banks’ profitability remains structurallyak,” the report said. “If interest rates remain
depressed for the foreseeable future, banks’ eggrdauld come under heightened pressure: higher
yielding loans will then have to be rolled overimbwer yielding loans, reducing income.”

TheECB cut ratego their current record low of 0.05 per cent ippt®@eber and started to charge
0.2 per cent on reserves held at the central banéoimmercial lenders. Policy makers have
signalled that rates will remain at that level Liatileast the second half of 2016.

Deposit rates at most German lenders are alreaatyzeeo. But Andreas Dombret, the Bundesbank
board member responsible for supervision, saiduasday he did not expect negative interest rates
to be applied to the bulk of retail customers.

Commerzbank is the only big German lender to sasllitharge large corporate customers for
holding their deposits.

The Bundesbank reiterated that property pricesamfany’s biggest cities remainedervalued by
up to 25 per cenfThe report said it was “striking” that in thesges a large portion of mortgages
were for amounts bigger than the property’s vakiealateral.

“This points to structural vulnerabilities in theefan banking system to urban real estate risks,”
the report said.

While Ms Buch said there was “no immediate needafition”, the deputy president said policy

makers had to be prepared to act, possibly thréugicroprudential” tools which allow officials to
ban mortgages with high loan to value ratios.
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ECB in aquandary on asset purchase
programmes

James Mackintosh
Buying gold might be ECB’s most politically accepiaform of large-scale quantitative easing

Switzerland votes on Sunday on whether to forcedtgral bank to more than double its gold
holding to a fifth of reserves, and ban it fromlisgl the bullion.

The policy is barmy and would kill the Swiss NatbBank’s efforts to offset demand for the
safety of its currency by printing money on a Ziobwaan scale.



But 200 miles north, the idea of buying gold migkefully be deployed by the European Central
Bank, as the most politically acceptable, if lezfctive, form of large-scale quantitative easing.

Mario Draghi, ECB presidentpade clear last Fridafat further action is needed: the “more broad-
based asset purchase programme” he said in Apdidl defend inflation expectations. This Friday,
eurozone inflation is expected to drop to just@eBcent, far from the 2 per cent goal.

The problem is what the ECB should buy. It is alygd@ading up on covered bondsad asset-
backed securities, which have the advantage ofrigelanks. But not enough of them exist to give
a big boost to the money supply — and even thésecegd there of Germany’s Bundesbank
Corporate bonds are a possibility, but carry evenenof the credit risk the Bundesbank worries
about.

Purchases would also favour larger companies abgstie bonds. Sovereign bonds are the most
obvious, as in UK and US QE. Lots are easily atglabut Germany is — rightly — worried about
reducing the financial pressure on peripheral aoesto reform. Legal issues are serious, too.

| suggested a while adbat the ECB should buy US Treasuries, boostiegribney supply and
weakening the euro. It would work, but Congressdaurely be furious at such obvious currency
manipulation.

Gold and the euro
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Gold is an option that should appeal to German@&wmasives. It has few drawbacks, as it is
basically pointless. Only $20bn or so a monthaséd, so if Mr Draghi fired a €1tn golden
bazooka the price would go ballistic. Busta Rhyia@s would find chunky golden necklaces more
expensive, and jewellers would complain. Gold mgnivould benefit. Ironically, goldbugs who
hate central banks would be the biggest winners.

But these distortions are small in the fight toidwieflation and eventual debt restructuring in the
eurozone.
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