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Europe's downgrade was an already discounted non-event -- but all the old issues remain.  

Market reaction to Standard & Poor's downgrades of European sovereigns 
and the European Financial Stability Facility bail-out fund (EFSF) has been 
a rally, both in stocks and sovereign debt. With echoes of the US 
downgrade last August (see "Downgrade: At Least the News is Out" 
August 8, 2011), it seems that markets had priced in the risk and can 
express relief when, at last, the new is out. 

 This morning in Europe saw auctions of short term debt in Spain 
and Belgium, with lower yields and good bid-to-cover. 

 As part of its bill program, the EFSF sold €1.5 billion of 6-month 
bills yielding 0.2664% with a bid to cover of 3.1 -- which compares 
very favorably with December's 3-month bill auction yielding 
0.2222%. 

 Even Greece managed to successfully auction €1.6 billion of 13-
week debt yielding 4.645% -- in line with prices it has been paying 
for such issues. 

 Stock markets, it seems, have moved on. They are up generally, 
worldwide, getting a lift both from Chinese GDP data and the 
German ZEW index beating expectations.  

For the moment, the S&P downgrades should have little impact on banks 
using sovereign debt for repo at the European Central Bank. The ECB -- 
like most investors -- uses a "best two out of three" rule when factoring 
ratings in collateral haircut calculations, so a downgrade by a single 
agency is not dispositive. 

 Also, if the rating of a country gets too low, the ECB can favorably 
adjust the ratings factor in calculating haircuts, as it already has 
done for Greece, Ireland and Portugal. 

 Of more importance to the banks is the market price of the 
collateral it has pledged with the ECB. Yields on sovereign bonds 
have fallen, especially at the shorter end (please see the chart on 
next page), so prices have risen over the month since the 
December 3-year Longer-Term Liquidity Operation (LTRO) auction 
(see "Europe's Wall of Liquidity" December 21, 2011). So it is more 
likely margin calls will go the other way: European banks will be 
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getting credits from the ECB, rather than having to make deposits 
to the ECB. 

For the EFSF, the risk is that the downgrade will require new cash buffers 
or other financial engineering in order to earn a AAA rating for future 
issues -- and thus effectively limit the bail-out funds it is able to dispense. 
The authorities have been quick to assuage markets on this.  

 In a statement, Jean-Claude Juncker, president of the Eurogroup 
(the committee of euro area finance ministers), said that the EFSF's 
lending capacity will not be reduced from the current €440 billion. 
Indeed, he points to a possible increase of the joint capacity of the 
EFSF and its permanent replacement -- the European Stability 
Mechanism (ESM) -- beyond the already agreed €500 billion by the 
Eurogroup meeting in March.  

 ECB President Mario Draghi expressed a similar commitment to 
increase the bail-out fund's capacity, in testimony to the European 
Parliament Economic and Monetary affairs committee yesterday 
when he said that the risk he saw facing the market was that the 
sovereign debt yields would become the interest rate benchmark in 
the euro area, rather than the ECB base rate. 

While Draghi's and Juncker's comments were a reaction to the S&P 
downgrade, they point to something more worrying. Their focus on 
enlargement of the EFSF and ESM as the solution to the sovereign crisis 
probably reflects a realization that the true long-term solutions -- treaty 
change and fiscal integration -- are still out of reach. 

 Yes, the ECB's liquidity operations should start to provide buyers 
for European sovereign debt, as the banks find better uses for the 
cash than depositing it at the ECB where it earns a miserable 25 bp 
(please see the chart on the following page). But this cannot be 

2-year note yield since December LTRO  — Spain  — Italy    
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seen as a permanent solution -- no matter how effective it might be 
in the short to medium term. Any sign that the ECB was engaged in 
overt fiscal funding would lead to challenges under European 
treaties, such as the challenge we saw earlier this year to the EFSF 
expansion in Germany (see "On the German Court EFSF Decision" 
September 7, 2011). 

 So, we await with interest what the March 12 Eurogroup meeting 
produces for the EFSF and ESM. If there are to be further changes 
to the EFSF and ESM, then we might be seeing the proposed 
treaty changes, so beloved by Europe's politicians (see "E Pluribus 
26" December 12, 2011), pushed further into the future, and 
austerity/growth measures will only move ahead ad hoc, one 
country at a time and one crisis at a time. 

 The reality is that any treaty changes that may require referenda 
are not likely to survive a public vote -- in any euro area member -- 
at the moment. 

 If language cannot be found that allows the treaty changes to come 
into effect without triggering referenda, then it will be necessary for 
euro area leaders to fall back on the EFSF and ESM, which they 
have made so complex and opaque as to utterly confuse the 
market whose support these institutions need so desperately. 
Needless to say, this would not be a positive development.  

Bottom line 

In a reprise of the August US downgrade, the S&P European downgrades 
have been met with relief, rather than panic. It is news to nobody that 
France is a greater credit risk than Germany, and the market has taken the 
downgrade in stride. While European markets continue to recover, a short-
term solution to the sovereign crisis is still elusive.  
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