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Foreword

This 20th annual review of the international role of the euro published by the European
Central Bank presents an overview of developments in the use of the euro by
non-euro area residents.

The report covers developments in 2020. This period was characterised by the
outbreak of the coronavirus (COVID-19) pandemic, a contraction in global economic
activity unprecedented in living memory and exceptional global policy support. On
balance, however, these developments did not result in a significant change in the
international role of the euro. In particular, the euro’s share in outstanding international
loans, in the stock of international debt securities and as an invoicing currency for
extra-euro area imports of goods remained broadly stable. The share of the euro in
global foreign exchange reserves declined, as did the share of the euro in foreign
currency-denominated debt issuance and in outstanding international deposits. The
euro remained a key currency in international green bond markets, a small but rapidly
growing segment of international debt security markets.

The international role of the euro is primarily supported by a deeper and more
complete Economic and Monetary Union, including advancing the capital markets
union, in the context of the pursuit of sound economic policies in the euro area. The
Eurosystem supports these policies and emphasises the need for further efforts to
complete Economic and Monetary Union. The relative resilience of the international
role of the euro despite the pandemic shock stands in contrast to the significant
decline observed in the wake of the euro area sovereign debt crisis. To some extent,
this development may reflect the effectiveness of the unprecedented policy support
measures and coordinated approach that have prevailed in the euro area during the
COVID-19 crisis. At the same time, the fact that the global appeal of the euro remains
broadly stable at a low level suggests that only further resolute policy measures and
reform efforts would enable the euro to realise its global potential.

The ECB will continue to monitor developments and publish information on the
international role of the euro on a regular basis.

Christine Lagarde
President
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Main findings

The international role of the euro remained broadly stable in 2020. This period was
characterised by the outbreak of the coronavirus (COVID-19) pandemic, a contraction
in global economic activity unprecedented in living memory and exceptional global
policy support. On balance, however, these developments did not result in a
significant change in the international role of the euro.

A composite index of the euro’s international role remained broadly stable over the
review period at a low level (Chart 1). Adjusting for exchange rate valuation effects,
the index declined slightly by 0.3 percentage points. At current exchange rates, it
remained unchanged overall. The share of the euro across various indicators of
international currency use was close to historical lows, averaging around 19%. The
euro remained unchallenged as the second most important currency in the
international monetary system (Chart 2).

Chart 1
The international role of the euro remained broadly stable at a low level over the
review period

Composite index of the international role of the euro
(percentages; at current and Q4 2020 exchange rates; four-quarter moving averages)
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Sources: BIS, IMF, CLS Bank International, llzetzki, Reinhart and Rogoff (2019) and ECB calculations.

Notes: Arithmetic average of the shares of the euro at constant (current) exchange rates in stocks of international bonds, loans by banks
outside the euro area to borrowers outside the euro area, deposits with banks outside the euro area from creditors outside the euro area,
global foreign exchange settlements, global foreign exchange reserves and global exchange rate regimes. Data at constant exchange
rates are not available for global foreign exchange settlements. The estimates for the share of the euro in global exchange rate regimes
from 2016 onwards were obtained by ECB staff using the same methodology as llzetzki, E., Reinhart, C. and Rogoff, K., “Exchange
Arrangements Entering the 21st Century: which anchor will hold?”, Quarterly Journal of Economics, Vol. 134(2), 2019, pp. 599-646,
complemented with ECB staff judgement. The latest observations are for the fourth quarter of 2020.
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Chart 2
The euro remained the second most important currency in the international monetary
system

Snapshot of the international monetary system
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Sources: BIS, IMF, SWIFT and ECB calculations.
Notes: The latest data for FX reserves, international debt and loans are for the fourth quarter of 2020. Foreign exchange turnover data as
of April 2019. SWIFT data as of December 2020.

The share of the euro in global foreign exchange reserves decreased by 0.7
percentage points over the review period (Table 1). Survey evidence suggests that
low or negative interest rates are a concern among official reserve managers globally.
The low level of interest rates in the euro area compared with other major economies
may therefore have discouraged official reserve investors from increasing the
exposure of their bond portfolios to the euro. The share of the US dollar, the leading
currency, in global foreign exchange reserves was stable over the review period. It
remained close to a two-decade low, in line with previous trends towards gradual
diversification of global reserve portfolios. Considering other structural factors, recent
ECB staff research suggests that economies with a large share of the euro in official
foreign exchange reserves typically have strong trade and financial linkages with the
euro area and use the euro as an anchor currency (Box 1).
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Table 1

The international role of the euro from different perspectives

Summary of data in this report

Share of the euro
(percentages, unless otherwise

Total outstanding amounts

indicated) (at current exchange rates)
Comparison | Difference Comparison Difference
Indicator Latest period (% points) Latest period Unit (%)
Stock of global foreign 21.2 21.9 -0.7 12,701 11,827 usD 7.4
exchange reserves with (Q4 2020) (Q4 2019) (Q4 2020) (Q4 2019) billions
known currency composition,
at constant exchange rates
Outstanding international 23.0 23.2 -0.2 16,906 15,810 uUsD 6.9
debt securities: narrow (Q4 2020) (Q4 2019) (Q4 2020) (Q4 2019) billions
measure, i.e. excluding home
currency issuance,
at constant exchange rates
Outstanding international 16.4 16.5 -0.1 2,846 2,731 usD 4.2
loans: by banks outside the (Q4 2020) (Q4 2019) (Q4 2020) (Q4 2019) billions
euro area to borrowers
outside the euro area,
at constant exchange rates
Outstanding international 17.0 20.0 -3.0 3,003 2,629 usbD 14.2
deposits: with banks outside (Q4 2020) (Q4 2019) (Q4 2020) (Q4 2019) billions
the euro area from creditors
outside the euro area,
at constant exchange rates
Foreign 21.8 23.8 -2.0 2,107 1,993 usD 5.7
currency-denominated debt (2020) (2019) (2020) (2019) billions
issuance at current exchange
rates
Euro nominal effective 123.2 115.0 7.1
exchange rate (broad (31 Dec. (31 Dec.
measure against 42 trading 2020) 2019)
partners)
Daily foreign exchange 38.7 35.6 3.1
trading (settled by CLS), at (Dec. 2020) | (Dec. 2019)
current exchange rates, as a
percentage of foreign
exchange settlement
Foreign 81.2 80.1 11 150.6 152.7 EUR -1.4
currency-denominated loans (Dec. 2020) | (Dec. 2019) (Dec. 2020) | (Dec. 2019) billions
in CESEE countries, at
current exchange rates
Foreign 80.3 80.7 -0.4 169.3 154.9 EUR 9.3
currency-denominated (Dec. 2020) | (Dec. 2019) (Dec. 2020) | (Dec. 2019) billions
deposits in CESEE countries,
at current exchange rates
Invoicing of goods exported 59.7 61.0 -1.3
from the euro area to (2020) (2019)
non-euro area countries, at
current exchange rates
Invoicing of goods imported 51.3 51.3 0.0
to the euro area from (2020) (2019)
non-euro area countries, at
current exchange rates
Cumulative net shipments of 167.0 170.2 EUR -1.9
euro banknotes to (Dec. 2020) | (Dec. 2019) billions
destinations outside the euro
area (seasonally adjusted)

Sources: BIS, CLS Bank International, Dealogic, IMF, national sources and ECB calculations.
Notes: For central, eastern and south-eastern European (CESEE) countries, outstanding amounts refer to outstanding amounts of
foreign currency total amounts. An increase in the euro nominal effective exchange rate indicates an appreciation of the euro.
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Other indicators of the international role of the euro seem to have been affected more
noticeably during the pandemic period.

The share of the euro in foreign currency-denominated debt issuance decreased by
around 2 percentage points. Declining global risk aversion over the summer and
easier global financial conditions led to a marked increase in global bond issuance,
notably from emerging market economies that traditionally issue in dollars in global
debt markets. Demand for US dollar-denominated fixed-income securities by large
institutional investors based in the United States remained an important factor
supporting the US dollar in these markets. Box 2 provides evidence of a strong US
dollar bias in the portfolio of US-based fixed-income funds, mainly at the expense of
the euro. Only about 8% of the assets managed by a sample of large global bond
funds domiciled in the United States are denominated in euro, while the largest share
of their holdings is denominated in US dollars —in line with the standard home
currency bias phenomenon.

e  The share of the euro in international deposits declined by 3 percentage points
over the review period, whereas deposits in US dollars increased sizeably. One
reason for these developments was that non-bank financial institutions disposed
of illiquid assets globally and parked the proceeds in US dollar bank deposits
amid the dash for cash that followed the outbreak of the pandemic.

e  Cumulative net shipments of euro banknotes to destinations outside the euro
area declined by about 2 percentage points, and extra-euro area transactions in
euro banknotes by wholesalers halved owing to the travel restrictions introduced
following the onset of the pandemic. A regular survey conducted by the
Oesterreichische Nationalbank (OeNB) in central, eastern and south-eastern
European countries points to mixed developments in household demand for euro
cash in the region during the pandemic (Box 3). At the same time, recent ECB
staff research suggests that between 30% and 50% of the value of euro
banknotes is held outside the euro area, which is higher than previously
estimated (Box 4).

The remaining indicators point to a relative resilience in the global attractiveness of the
euro over the review period.

e  The share of the euro in the stock of international loans by banks outside the euro
area to non-euro area borrowers remained broadly stable, decreasing marginally
by 0.1 percentage points. The share of the euro in foreign currency-denominated
loans in central, eastern and south-eastern European countries increased by a
full percentage point.

e  The share of the euro as an invoicing currency for extra-euro area imports of
goods remained unchanged relative to last year.

e  The share of the euro in the stock of international debt securities declined slightly
by 0.2 percentage points, less than in international bond issuance, as it tends to
adjust more gradually and depends additionally on net redemptions and
developments in money market instruments. The decline in the share of the euro
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in foreign currency-denominated deposits in central, eastern and south-eastern
European countries was comparable.

. Finally, over half of the green bonds issued globally over the review period were
in euro. For international issuance (i.e. bond issues by non-nationals), the share
of the euro stood at about one-third — a significant increase compared with five
years earlier and higher than the euro’s share in the issuance of international
bonds of about 20%.

At the Euro Summit on 25 March 2021, leaders of euro area countries stressed that
they “support strengthening the international role of the euro with a view to enhancing
our strategic autonomy in economic and financial matters while preserving an open
economy, contributing to the stability of the global financial system, and supporting
European businesses and households”." The relative resilience of the global appeal
of the euro described in this report is noteworthy given the scale of the pandemic
shock. It contrasts with earlier major crisis episodes, such as the euro area sovereign
debt crisis, which was associated with a marked decline in the global attractiveness of
the euro.” To some extent, this development may reflect the effectiveness of the
unprecedented policy support measures and coordinated approach that have
prevailed in the euro area. At the same time, the stability of the share of the euro
across various indicators of international currency use — currently well below the levels
that prevailed before the global financial crisis — suggests that only further resolute
policy measures and reform efforts would enable the euro to realise its global
potential.

Therefore, the policy implications that the Eurosystem has stressed in the past remain
fully valid. The international role of the euro is primarily supported by a deeper and
more complete Economic and Monetary Union (EMU), including advancing the capital
markets union, in the context of the pursuit of sound economic policies in the euro
area. The Eurosystem supports these policies and emphasises the need for further
efforts to complete EMU.

This year's report contains three special features. The first special feature
considers the implications for the international role of the euro of the European Union
(EVU) and ECB policy responses to the pandemic. It stresses that national fiscal
policies, the facilities set-up at the EU level and the ECB’s monetary policy all
contributed towards a strong and cohesive economic recovery from the pandemic
crisis, thereby supporting the resilience of the euro area and the international role of
the euro. The special feature shows that EU bond issuances planned under the Next
Generation EU (NGEU) programme would significantly increase the amount of
highly-rated euro-denominated assets and represent a further step towards
establishing a common European safe asset. This would help foster financial
deepening and capital market integration in the euro area and, in turn, the international
role of the euro. However, insofar as NGEU remains relatively modest in size
compared with bond markets in other major currencies and is a temporary initiative, it

See the Statement by the Members of the Euro Summit, meeting in an inclusive format on 25 March
2021.

In particular, the composite index of the euro’s international role declined in 2011 by 0.9 percentage
points at constant exchange rates, compared with 0.5 percentage points at current exchange rates.
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is unlikely to fundamentally change the global status of the euro at this stage. At the
same time, NGEU is linked to investment and structural reforms that are expected to
increase the growth potential of the euro area and its internal cohesion, increasing the
resilience of the euro area economy to shocks and thereby the attractiveness of the
euro as global investment currency. Furthermore, the ECB’s monetary policy
measures in response to the pandemic have been swift and forceful. They have
helped stabilise the euro area economy in the face of an exceptionally large shock. In
addition, the measures taken by the ECB to provide euro liquidity to non-euro area
central banks have helped to forestall potential adverse impacts of the crisis on the
euro area. The knock-on effect of all these measures has been to support the global
appeal of the euro over the review period. Finally, the special feature includes three
boxes on the recent Communication by the European Commission on the European
economic and financial system (Box 5), the effectiveness of the ECB'’s euro liquidity
lines to foreign central banks (Box 6) and the demand of non-euro area investors for
Support to mitigate Unemployment Risk in an Emergency (SURE) bonds issued by
the European Commission (Box 7).

The second special feature examines how the issuance of a central bank digital
currency (CBDC) could impact the international role of currencies. It stresses that the
global appeal of currencies depends on fundamental economic forces which
digitalisation is unlikely to alter. However, characteristics that are specific to digital
means of payment, including safety, low transaction costs and bundling effects, could
promote the international adoption of a currency. These features may combine to
create positive feedback loops in the use of a currency as a means of payment and
store of value and thus have effects on its global appeal. Moreover, the specific design
features of a CBDC would be important for its global outreach and, ultimately, the
international role of the currency in which it is denominated. Design features could
influence the ability and incentives of non-residents to use a CBDC as means of
payment, unit of account and/or store of value. The special feature presents model
simulations by ECB staff using a new structural macroeconomic model which allows
the effect of the different economic mechanisms at play to be quantified (Box 8). The
simulations suggest that a CBDC supports the use of a currency in cross-border
payments but is not necessarily a game changer. Fundamental forces, such as the
stability of economic fundamentals and size, remain the most important factors for
international currency status.

The third special feature presents a new dataset that offers a comprehensive and
up-to-date understanding of the use of major currencies in global trade invoicing. It
confirms earlier findings on the dominant role of the US dollar in invoicing globally and
the overall stability of the use of major currencies in global trade invoicing. At the same
time, the special feature also points to several new stylised facts. First, both the US
dollar and the euro have been increasingly used as vehicle currencies — i.e. the
currency of neither the exporter nor the importer, but of a third country. This is
indicated by the fact that invoicing in the currencies in question has remained broadly
stable, notwithstanding the decline in the shares of the United States and the euro
area in global trade. Second, the euro is used as a vehicle currency mainly in Europe
and some parts of Africa, which suggests that, even if the US dollar is the dominant
currency globally, the euro plays a leading role in these regions. Third, some
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European countries have seen significant shifts towards euro invoicing, which
indicates that inertia in patterns of international trade invoicing can be overcome.
Finally, empirical estimates suggest that standard theoretical mechanisms that foster
the use of a large economy's currency — i.e. strategic complementarities in
price-setting and integration in cross-border value chains — underpin the use of the
euro for international trade invoicing (Box 9). These findings suggest that preserving
the euro area's openness to trade and the European value chain between the euro
area and the rest of the EU, as well as regions neighbouring the EU, are important for
the prospective role of the euro as a global invoicing currency.

The international role of the euro, June 2021 — Main findings 9



2.1

Key developments

Use of the euro as an international reserve and investment
currency

The share of the euro in global official holdings of foreign exchange reserves
declined in 2020. The share of the euro in global official holdings of foreign exchange
reserves decreased by 0.7 percentage points in 2020, to 21.2%, when measured at
constant exchange rates. By contrast, the share of the euro increased at current
exchange rates, owing to the appreciation of the euro exchange rate against the US
dollar by around 9 percentage points over the review period (Charts 3 and 5). The US
dollar remained the leading global reserve currency. Its share in globally disclosed
reserves remained stable, at around 59%, when measured at constant exchange
rates. At the same time, the share of the US dollar declined by almost 2 percentage
points at current exchange rates. These developments suggest that the weakening of
the US dollar exchange rate, which followed the acute phase of the pandemic crisis in
March 2020, encouraged official reserve managers to increase their US dollar
holdings more than their euro holdings in an attempt to stabilise, at least partially, the
share of the US dollar in their portfolios.® In line with this, purchases of US dollars by
official investors reached an estimated USD 280 billion during the review period,
compared with an estimated USD 30 billion for purchases of euro-denominated
reserves.* From a longer-term perspective, the share of the euro in global official
holdings of foreign exchange reserves remained broadly stable at a relatively low level
compared with the levels prevailing before the global financial crisis and the euro area
sovereign debt crisis.

For a related discussion on equities, see Bohn, H. and Tesar, L, “US equity investment in foreign markets:
portfolio rebalancing or return chasing”, American Economic Review, Vol. 86, 1996, pp. 77-81.

Purchases are derived from changes in holdings over the review period. Estimates account for exchange
rate valuation effects that influence the amount of reserves denominated in euro and reported in US
dollar terms. Estimates for purchases of US dollars and euro do not account for potential valuation effects
stemming from changes in the price of the underlying securities in the portfolio of official investors, to the
extent that these are reported at market value.
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Chart 3
The share of the euro in global foreign exchange reserves declined in 2020

Developments in the shares of the euro, US dollar and other currencies in global official
holdings of foreign exchange reserves

(percentages; at constant Q4 2020 exchange rates)
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Sources: IMF and ECB calculations.
Note: The latest observation is for the fourth quarter of 2020.

Survey evidence suggests that low or negative interest rates remain a concern
among official reserve managers globally. According to a regular survey of official
reserve managers conducted by a global financial institution, almost 70% of
respondents mentioned low or negative yields in fixed-income markets as one of the
main concerns relevant for their investment strategy, excluding the COVID-19 crisis.®
Interest rates in the euro area remained lower than in other major economies, which
may have discouraged official reserve investors from adding to their bond exposures
in euro (Chart 4). Average euro area 5-year government bond yields stood at -0.6% in
2020, while the 1-month deposit rate hovered around -0.5%. By contrast, the US
5-year government bond yield and the 1-month deposit rate both averaged around
0.5% in 2020. Interest rates in all other major economies were in positive territory
during the review period, with the exception of Japan. As regards structural factors
important for global reserve allocation, recent ECB staff research suggests that
economies with strong trade and financial linkages with the euro area and which use
the euro as an anchor currency have a larger share of the euro in official foreign
exchange reserves (Box 1).

®  See UBS 26th Annual Reserve Management Seminar Survey, September 2020.
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Chart 4
Interest rates in the euro area remained in negative territory in 2020

5-year and 1-month interest rate in major economies in 2020
(percentages)
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Sources: Refinitiv Datastream, BIS and ECB calculations.
Note: The 5-year government yield for the euro area is calculated as a debt-weighted average of 5-year euro area yields of sovereigns
with at least an AA credit rating according to Standard and Poor’s.

The trend towards gradual diversification of global reserve portfolios continued
in 2020. At constant exchange rates, the share of currencies other than the euro and
the US dollar increased by 0.7 percentage points over the review period (Chart 3).
The increase largely reflected purchases of official reserve assets denominated in
Chinese renminbi, the share of which increased by 0.3 percentage points, and in
Canadian dollars, with an increase of 0.2 percentage points. The share of other major
reserve currencies was broadly stable (Chart 5).

Chart 5
The share of the euro declined at constant exchange rates in 2020 but increased when
measured at current exchange rates

Changes in the shares of selected currencies in global official holdings of foreign exchange
reserves

(percentage points; at current and constant Q4 2020 exchange rates)
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Sources: IMF and ECB calculations.
Note: The latest observation is for the fourth quarter of 2020.
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The onset of the COVID-19 pandemic led to a large sell-off of US Treasury
securities by foreign investors, including official investors, in March 2020,
which reversed in the course of the year as liquidity conditions improved.
Official holdings of US Treasury securities declined by around USD 150 billion in
March 2020, while private holdings declined by USD 130 billion (Chart 6, left panel).®
Dislocations in the US Treasury market at the peak of the pandemic-related turmoil
have been linked to a dash for cash by non-financial corporates, which were in turn
redeeming shares by money market funds, and by leveraged investors, such as hedge
funds.” At the same time, official investors have also taken part in these
developments intervening in the foreign exchange markets to counter capital outflows.
The sell-off of US Treasury securities by official investors was large by historical
standards and unprecedented in the context of market turmoil. Arguably, oil exporters
needed to raise cash to balance their budgets as oil prices slumped, so they
intervened together with central banks in other emerging market economies to shore
up their currencies. Indeed, excluding euro area investors, the largest declines in
holdings of US Treasury securities by private and official investors in March 2020 were
by Saudi Arabia and Brazil (Chart 6, right panel).® As market turmoil subsided and
liquidity conditions improved after the Federal Reserve System took policy measures,
foreign investors reaccumulated US Treasury securities throughout the rest of the
year. By the end of 2020 official investors had increased their holdings of US Treasury
securities by more than USD 100 billion.

Reported changes in holdings do not account for valuation effects. According to Federal Reserve staff
estimates, foreign investors are estimated to have sold more than USD 400 billion of Treasury securities
in March 2020. Foreign official institutions accounted for more than half of these liquidations. See
“Financial Stability Report”, Board of Governors of the Federal Reserve System, November 2020.

See Schrimpf, A., Shin, H.-S. and Sushko, V., “Leverage and margin spirals in fixed income markets
during the Covid-19 crisis”, BIS Bulletin, Bank for International Settlements, No 2, 2 April 2020.

Bilateral country-level data do not allow for a distinction to be made between private and official investors.
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Chart 6

The large but temporary sell-off of US Treasury securities by foreign investors at the
peak of the COVID-19 crisis in March 2020 was more than offset by the end of 2020

Changes in holdings of US Treasury securities by official and private institutions (left panel)

and by selected countries (right panel)
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Sources: US Department of Treasury, Treasury International Capital (TIC) System and ECB calculations.
Notes: the right panel shows net purchases by both private and official investors. SAU: Saudi Arabia; BRA: Brazil, IND: India; CYM:
Cayman Islands; CAN: Canada; LUX: Luxembourg; SGP: Singapore; HKG: Hong Kong; CHN: China.

Box 1
New insights on the currency denomination of official holdings of foreign exchange reserves

Prepared by Pablo Anaya Longaric and Peter McQuade

IMF staff recently published a new dataset on the official foreign exchange reserve holdings of
individual countries broken down by currency.® The data shows official foreign exchange reserve
holdings denominated in four major currencies (euro, US dollar, pound sterling and Japanese yen) for
14 advanced economies and 37 emerging market and developing countries over the period
1999-2018. The holdings in the country sample cover a sizeable share (over 40%) of global foreign
exchange reserves in euro reported to the IMF.

This box examines these data, with a focus on the share of the euro in foreign official reserves. It
shows that the appeal of the euro as an official reserve currency declined in the years following the
global financial crisis and the euro area sovereign debt crisis but has since stabilised. The box also
provides evidence of the importance of trade and financial linkages for the currency composition of
official exchange reserve holdings.

Russia and Switzerland are the largest foreign official holders of euro in the new dataset. These two
countries combined account for more than half of reserve holdings denominated in euro in the new
dataset and more than one-fifth of total reserves in euro (upper panel of Chart A). In particular,
Switzerland held more than €300 billion in 2018, while Russia held about €180 billion euro, i.e. around

® lancu, A., Anderson, G., Ando, S., Boswell, E., Gamba, A., Shushanik, H., Lusinyan, L., Meads, N. and
Wu, Y., “Reserve Currencies in an Evolving International Monetary System,” IMF Departmental Policy

Papers 2020/02, International Monetary Fund, 2020.
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39% of their total reserve holdings for each.’® Non-euro area EU Member States are also found to be
significant holders of euro-denominated foreign exchange reserves in line with their strong strategic,
trade and financial links with the euro area. However, some countries with sizeable holdings of foreign
exchange reserves do not report the composition of their holdings to the public, including China,
India, Taiwan and Singapore, and are therefore not covered in this dataset.

The decline in the share of the euro in official foreign exchange reserve holdings since the global
financial crisis has been broad-based across official reserve holders. The new disaggregated data
can shed light on the 5 percentages point decline in the share of the euro in global foreign exchange
reserves holdings of the countries included in the official data since the peak in mid-2010. The lower
panel of Chart A compares the average share of the euro in official reserve holdings in the period
before the global financial crisis (2004-07) and the share of the euro in official foreign exchange
reserves in 2018. The black dotted line is the 45-degree line. Therefore, countries below the line
decreased the share of euro-denominated assets in their official foreign exchange reserve holdings
after the global financial crisis and euro area sovereign debt crisis. Most countries in the sample
decreased the share of euro-denominated assets in their official foreign exchange reserves holdings,
with the exception of Bulgaria, Croatia, North Macedonia, Denmark and the Czech Republic. This
suggests that non-euro area EU Member States and countries with managed exchange rates
vis-a-vis the euro tended to reduce the share of the euro in their official foreign exchange reserve
holdings less than other countries. Although Switzerland and Russia increased their holdings of euro
in absolute terms, the share of the euro in their total reserves has declined since the global financial
crisis, similar to most countries. Switzerland, Russia, Serbia and Turkey also reduced the share of the
euro in their holdings relatively little compared to most countries in the sample.

10

As discussed in previous editions of this report, these sizeable and increasing holdings may reflect the
exchange rate management policies implemented by the Swiss National Bank, which is reported to
intervene in foreign exchange markets to manage the Swiss franc exchange rate — a traditional safe
haven in times of uncertainty. Russia had been among the main sellers of US Treasury securities

between March and December 2018 to rebalance the currency composition of its official reserves, which
explains the sizeable increase in their holdings of euro that year. See also “The international role of the

euro”, ECB, Frankfurt am Main, June 2020.
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Chart A

Switzerland and Russia increased their holdings of euro in absolute terms in recent years, yet the
share of the euro in their total reserves has declined since the global financial crisis.

Evolution of euro-denominated official reserve holdings over time

(upper panel: USD billions (left-hand scale), shares of IMF COFER data (right-hand scale); lower panel: percentages of total reserves)
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Sources: COFER, IMF and ECB calculations.
Notes: The chart in the upper panel shows reserves in euro by country and country groups; the sample includes 14 advanced economies and 37 emerging

market economies and represents 42% of total euro-denominated official reserve holdings reported to the IMF. The chart in the lower panel compares the share
of reserves in euro by country in 2018 and the average share of the euro in the period 2004-07. The size of the bubbles corresponds to the average amount of
reserves held in euro between 1999 and 2018 by each country. The yellow bubbles are countries with exchange rate regimes closely linked to the euro. In 2018,

Denmark was part of ERM Il, Bulgaria and Bosnia and Herzegovina had a euro-based currency board, Croatia a tightly managed floating regime and North
Macedonia a stabilised arrangement with the euro as a reference currency. Country ISO codes are used for country names for the sake of readability.
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Empirical estimates shed light on the country-specific determinants of the share of the euro and other
major reserve currencies in official foreign exchange reserve holdings. To this end simple repeated
cross-sectional regressions are run using indicators for trade and financial linkages, and exchange
rate anchoring, broadly following lancu et al. (2020).** The model uncovers the determinants of
reserve currency shares, not of the size of holdings. We confirm their findings, as trade and financial
linkages and currency co-movement with respect to issuers of major reserve currencies both explain
a substantial variation in the countries’ allocation of reserves across currencies.? Stronger trade and
financial linkages with reserve currency-issuing countries are positively correlated with the share of
reserves held in their respective currencies.”® The exchange rate anchoring variable is highly
statistically significant and has the expected sign: countries hold a larger share of reserves in
currencies vis-a-vis which they manage their own currency. The upper panel of Chart B reports the
coefficient on a dummy variable for the euro for each year. It confirms that, after controlling for
bilateral trade and financial linkages and exchange rate anchoring, the share of the euro in official
foreign exchange reserves was on average about 20 percentage points lower than the US dollar even
before the global financial crisis. The deterioration in the appeal of euro after the global financial crisis
and the euro area sovereign debt crisis is apparent in the fall in the estimated coefficient on the euro
dummy variable, which reached -40 percentage points in 2015. The coefficient does not change
much in the last three years of the sample, suggesting a stabilisation in the sentiment of official
reserve managers towards the euro, broadly confirming the trends in standard aggregated data.

11

The regression equation is as follows: ReserveShare.;, = a; + TradeShare,;, + FinancialLinks,;, +

FXAlignment,;, + €.;,, Where q; is a dummy variable for each currency i (where the US dollar is the
reference currency), TradeShare,;, is the share of country c’s trade with a reserve issuer i,
FinancialLinks,;, is the share of a country’s portfolio investment liabilities with reserve currency issuer i
(according to the IMF CPIS data), and FXAlignment,;, is the estimated exchange rate co-movement
between the currency of country ¢ and reserve currency i (llzetzki, Reinhart and Rogoff, 2019, op. cit.).
This regression is run separately using OLS for each year t. The key results are similar if an alternative

specification using a generalised linear model with a logit link is used.
12

13

simultaneously, suggesting that it is collinear.
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The R? of the regression ranges between 0.7 and 0.8, depending on the year of the regression.
Each variable is generally statistically significant when included separately, but not when it is included



Chart B
Conditional difference in the share of the euro relative to the US dollar in official reserves and
countries with significantly high (low) exposure to the euro.

Annual estimates of the coefficient on the euro dummy (upper panel); residual of the regression (lower panel)
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Sources: IMF, lancu et al. (2020) and ECB calculations.

Notes: Upper panel: the solid line is the estimated coefficient of the dummy variable for the euro as a reserve currency. The dotted lines are the 95% confidence
intervals. Lower panel: “excess” euro reserves calculated as the residual of the above equation using data for 2018. The yellow bars are countries with exchange
rate regimes anchored to the euro. In that year, Denmark was in ERM lI, Bulgaria and Bosnia and Herzegovina had a euro-based currency board, Croatia a
tightly managed floating regime, and North Macedonia a stabilised arrangement with the euro as a reference. Country ISO codes are used for country names for
the sake of readability.

Countries that manage their exchange rate with respect to the euro hold a higher-than-predicted
share of their official foreign exchange reserves in euro. The lower panel of Chart B displays the
residual from the cross-sectional regression obtained on data from 2018. It shows the countries which
held a share of euro reserves that was higher than that predicted by the model. This result reflects the
nature of the currency board arrangements maintained by Bulgaria, and Bosnia and Herzegovina in
2018. Although the variables included in the regression explain a significant fraction of patterns in
currency shares, the model also tends to overpredict the share of countries with significantly strong
trade and financial links with the euro area, such as Poland and Sweden, which points to the
relevance of other motives. Such motives could also explain the higher-than-predicted share of the
euro in the official foreign exchange reserves of Canada, which has stronger trade and financial links
to the United States. At the same time, commaodity exporters such as Norway, Azerbaijan and Ghana
may prefer to hold a higher share of their reserves in US dollars to match export revenues in this
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currency. Finally, Russia also holds a higher share of euro reserves than predicted by the model,

possibly reflecting Russia’s attempts to diversify its holdings owing to strategic considerations.**

2.2

The euro in global foreign exchange markets

The euro exchange rate strengthened over the course of 2020. The euro
exchange rate vis-a-vis the US dollar was volatile in the first months of the COVID-19
crisis amid broader market volatility. However, it then entered a period of consistent
appreciation from May onwards. Overall, the euro appreciated by around 9% against
the US dollar and by over 7% in nominal effective terms over the review period (left
panel of Chart 7). The appreciation of the euro effective exchange rate also reflected,
among other factors, the weakness of several emerging market currencies and the
pound sterling.

The appreciation of the euro against the US dollar primarily reflected the
loosening of monetary policy in the United States following the onset of the
COVID-19 pandemic and, subsequently, the rebound in global risk sentiment.
Estimates obtained from a daily Bayesian vector autoregression (BVAR) model,
where structural shocks driving the USD/EUR exchange rate are identified via sign
restrictions, suggest that the appreciation of the euro against the US dollar over the
review period can be largely ascribed to the loosening of the monetary policy stance of
the Federal Reserve in response to the COVID-19 shock and stronger global risk
appetite as the global economy began to recover from the shock (right panel of
Chart 7). These developments led to a reversal of the flight-to-safety that
characterised the immediate aftermath of the outbreak of the pandemic and have
been instrumental in weakening the US dollar against most currencies.

14 See also “The international role of the euro”, ECB, Frankfurt am Main, June 2020.

The international role of the euro, June 2021 — Key developments 19


https://www.ecb.europa.eu/pub/ire/html/ecb.ire202006%7E81495c263a.en.html

Chart 7
The euro appreciated markedly against the US dollar on the back of looser US
monetary policy and stronger global risk sentiment

Exchange rate of the euro against the US dollar and in nominal effective terms vis-a-vis the
currencies of 42 major trading partners (left panel) and model-based decomposition of daily
changes in the USD/EUR exchange rate in 2020 (right panel)
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Sources: ECB and ECB calculations based on Brandt, L., Saint-Guilhem, A., Schroder, M. and Van Robays, |., “What drives euro area
financial market developments? The role of US spillovers and global risk”, Working Paper Series, No 2560, ECB, Frankfurt am Main,
2021.

Notes: The nominal effective exchange rate index equals 100 on 1 January 2020. The model is a two-country Bayesian vector
autoregression including the 10-year euro area OIS rate, euro area stock prices, the USD/EUR exchange rate, the 10-year EA OIS minus
US Treasury spread, and US stock prices. The model is identified using sign restrictions on impact and is estimated using daily data in
the period 2005-2020. An increase denotes an appreciation of the euro. The latest observation is for 31 December 2020 (left and right
panels).

The introduction of the pandemic emergency purchase programme by the ECB
and the announcement of Next Generation EU also supported the euro
exchange rate by countering market perceptions of potential fragmentation
risks, which had weighed on the euro in previous crisis episodes. Overall, the
resilience of the euro exchange rates could indicate that investors exhibited a greater
tendency to maintain or even increase their euro-denominated asset positions despite
turbulent conditions in global financial markets.*

Evidence on the role of the euro in the foreign exchange market based on
guantities suggests that the share of the euro in global foreign exchange
settlements increased in 2020. Quantity-based data on foreign exchange
transactions settled in the CLS system can provide suggestive evidence on the role of
the euro in the foreign exchange markets.*® At almost 39% in December 2020, the
share of the euro in global foreign exchange settlements increased by over 3
percentage points compared with the level observed in December 2019 (left panel of
Chart 8), primarily reflecting a noticeable increase in the share of the euro towards the

*  See Lane, P.R., “The macroeconomic impact of the pandemic and the policy response”, The ECB Blog, 4

August 2020; Carvalho, D. and Schmitz, M., “Shifts in the portfolio holdings of euro area investors in the
midst of COVID-19: looking-through investment funds”, Working Paper Series, No 2526, ECB, Frankfurt
am Main, 2021; Demosthenes, I., Pagliari, M.S. and Stracca L., "The international dimension of an
incomplete EMU", Working Paper Series, No 2459, ECB, Frankfurt am Main, 2020.

CLS is operated by CLS Bank International, a specialised financial institution providing settlement
services to its members in the foreign exchange market. Although not all foreign exchange transactions
are settled in CLS, which partly reflects the fact that the foreign exchange market is largely decentralised,
it has been estimated that over 50% of eligible global foreign exchange transactions are settled in CLS.
This suggests that data on activity in CLS might be indicative of broader market trends.
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end of 2020.*" While this increase came largely at the expense of the US dollar, the
data are volatile, and such developments are not unprecedented. Over the year as a
whole the US dollar remained the leading currency in the foreign exchange market by
a wide margin, as it was involved in about 90% of all settlements in December 2020,
while the euro remained the second most actively settled currency.™® Volumes of euro
settlements increased by over 12% in 2020 compared with the previous year.
Volumes of settlements in euro were at record highs in March 2020 at the peak of
COVID-19 shock, before declining to less elevated levels towards the end of 2020
(right panel of Chart 8).

Chart 8
The share of the euro in global foreign exchange settlements increased in 2020

Share of foreign exchange transactions settled in CLS (left panel) and total value of
euro-denominated settlements (right panel)

(left panel: percentages; right panel: EUR billion equivalents per month)
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