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Euro Sustainability

Kai A. Konrad and Jérg Rocholl
Introduction

The Euro crisis has disappeared from newspaper front
pages. Many experts would agree that some structural
problems that caused the crisis and economic imbal-
ances persist, and that economic shocks might cause
the crisis to return. But major changes in the regulatory
framework and the strong commitment of the Euro-
pean Central Bank make it clear that the Eurozone will
deal with economic challenges.

This commitment and the institutional precau-
tions taken are powerless, however, if one or several
countries in Europe make a purely political decision.
Extremist electoral outcomes may trigger such an exit
ordisintegration, probably with a small probability, but
with one that is different from zero. Waking up on June
24, 2016, the Brexit decision took many of us by total
surprise. Similarly, waking up on November 9, 2016,
many of us rubbed their eyes and might still not have
fully recovered from the news that Donald Trump was
elected President of the United States of America. Vot-
ing outcomes are not easy to predict, and unexpected
outcomes have positive probabilities. What, for
instance, if we were to wake up one day, and Madame
Marin Le Pen were to have been elected French Presi-
dent? And what if she decided that France should leave
the Eurozone? Or what if a newly-elected Italian gov-
ernment were to make such a decision?

The conference entitled: “Is the Euro sustainable
- and what if not,” held on March 14, 2018 and jointly
organized by ESMT Berlin and the Max Planck Institute
for Tax Law and Public Finance, aimed to gain insights
into possible political worst-case scenarios. The fallout
of an exit, or the disintegration of the Eurozone, may be
huge. But does this mean that we are not supposed to
study what could and should be done if this were to
happen? Isn’t it the duty of scientists to study such a
scenario, and a serious omission if such research is
neglected? We need to know what such events imply,
and what needs to be done should they occur. Contin-
gency actions and the speed at which they can be
decided upon and enacted are relevant for the size of
the collateral damage of such a contingency.

The conference took several steps to approach this
issue. A first step was to assess where we stand from
both an economic policy point of view and a pollster’s
standpoint. In both his presentation and his contribu-
tion to this special DICE issue, Christoph Schmidt

reflects on the structural reforms, progress made, and
remaining economic problems. This is followed by a
report by Bruce Stokes on Europeans’ commitment to
the European Project from a pollster’s point of view.
Hans-Werner Sinn analyses the role of Target 2,
accounting system for members of the European sys-
tem of central banks. He has conducted in-depth
research into this issue and DICE will publish a more
detailed article on the topic in the near future. It
becomes clear from this that the Target 2 imbalances
are an indicator of economic imbalances within the
Eurozone. It also becomes clear that Target 2 imbal-
ances are a relevant and potentially major concern in
case of exit or disintegration - a concern that was not
considered carefully enough by the founding fathers of
the Euro system.

At the conference three scholars reflected on
major currency crises in modern history. This issue of
DICE featurestheinsights of Luca Einaudi,who assesses
the Latin Monetary Union that lasted from 1865-1926
and the major flaws that caused crisis and disintegra-
tion. It also includes a report by Jeromin Zetttelmeyer
on what we can learn about the possible costs or bene-
fits of a euro exit from the 2000-2002 currency crisis in
Argentina. Finally, several researchers discuss the cost
of an exit and how these costs hurt different countries.
This DICE issue contains contributions by two scholars
on this topic. Clemens Fuest discusses the difference it
makes if a currency union has formal rules and regula-
tions about institutional procedures in case of an exit;
and Costas Lapavitsas writes on Greek exit considera-
tions and assesses the implications of currency rede-
nomination in this context.

The topics of all of these essays are genuinely
unpleasant. And one might think that a conference on
how to make the European currency union more resil-
ient would have been more positive. We agree that the
reform debate is an enormously important topic, and
many of us have already participated in a number of
conferencesonthistopicand contributed to the debate
too. While there is not necessarily any consensus on
what are the suitable reforms, we all agree on the over-
all goal of friendship in an ever-closer and more inte-
grated European Union. This, however, should not
deter us from studying how to address potential set-
backs. Fritz Scharpf (2016, p.48) recently emphasized
theimportance of research on potential failure: “Unfor-
tunately, the unconditional political and ideological
commitment to defend the euro has so far prevented
the development of such scenarios or serious analyses
of exit options.” He subsequently reinforces this idea:
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INTRODUCTION

“Future historians might come to see the unwillingness
even to consider such scenarios as the main deficiency
of present political discussions.”

The goal at the conference was, of course, not to
search for exit scenarios, nor to promote such scenar-
ios. But much like atomic war or the impact of a mid-
sized asteroid, politics is somewhat unpredictable.
Things may happen. In our view, this makes expert
assessments of such situations and contingency plans
in this DICE issue extremely valuable.

REFERENCES

Scharpf, Fritz, 2016, The costs of non-disintegration: the case of the
European Monetary Union, in: Damian Chalmers, Markus Jachtenfuchs
and Christian Joerges (eds.), The End of the Eurocrat’s Dream, Adjusting
to European Diversity, pp. 29-49.
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Christoph M. Schmidt
Stabilizing the Euro:
Where Do We Stand?*

In its coalition agreement and in the months following
its formation, the current German government pro-
vided strong indications that European issues are tak-
ing centre stage onits political agenda. In principle, this
is good news for European integration. But the actual
steps taken in this respect will be crucial to the success
of this endeavour. Ultimately, only an incentive-com-
patible European architecture will constitute a sustain-
able engine of peace and prosperity. In my assessment,
the key to ascertaining this stable architecture will be
the adamant insistence on three essential principles:
subsidiarity, the alignment of liability and control, and
unity in diversity.

By and large, the political decisions taken over the
last couple of years have been in line with these princi-
ples. Eurozone reforms have transformed its architec-
ture mainly, albeit not exclusively, in the direction of
the concept proposed by the German Council of Eco-
nomic Experts (GCEE) as “Maastricht 2.0“ (GCEE 2015;
Feld et al. 2016a and 2016c). But more recent political
rhetoric at the European level has emphasized quite
different themes, as shown, for instance, by the Five
Presidents’ Report (Juncker etal.2015), the subse-
quent White Papers and the joint Meseberg Declaration
(2018) made by the German and French government.
Some elements of these proposals could even jeopard-
ize the long-term stability of the Eurozone if imple-
mented. Instead, European policymakers should recall
the three essential principles to identify the correct
steps to be taken in the right order in their commenda-
ble quest for a more sustainable Eurozone.

CONCEPTUAL CONSIDERATIONS

Any approach to sorting out these intricate issues has
to depart from the insight that, in many respects, the
Eurozone is an arrangement without historical prece-
dent; namely a monetary union whose individual mem-
ber states retain sovereignty when it comes to fiscal
and economic policy decisions and which - at the same
time -operates in an historically unprecedented envi-
ronment. Today, financial markets and, thus, beliefs
about the sustainability of institutional arrangements,
matter tremendously to the actual stability of these
arrangements. This makes it difficult to decide on the
best institutional arrangements for this monetary
union.

1 Pmvery grateful to Sebastian Breuer, Wolf Reuter, and Astrid Schiirmann

for their constructive comments.
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Two fundamental - and in principle equally attrac-
tive - views of how to construct such a stable architec-
ture collide. Afirst perspective stipulates that the mon-
etary union needs a balancing counterpartin the realm
of fiscal and economic policy, with substantial discre-
tion for intelligent policymaking. Fuelled by a serious
dose of scepticism regarding the capabilities of policy
makers to display such superior conduct, a second per-
spective emphasizes the idea that pre-determined
rules and their adamant enforcement liberate policy-
makers from the shackles of time inconsistency, effec-
tively leading to better policy outcomes.

Since the lack of empirical precedent makes it
almost prohibitively difficult to decide upon the rela-
tive quality of these perspectives just by recalling pre-
vious experiences with monetary unions, one is thrown
back to some extent to discuss the matter on basis of
key principles (Schmidt 2017). My thesis is that - per-
haps inadvertently - three key principles have guided
the fortification of the Eurozone institutions through-
out the crisis years, and that it would be quite sensible
to complete these steps towards precisely one of the
two possible arrangements that promise the sustaina-
bility of the euro, namely “Maastricht 2.0“. These prin-
ciples are:

Subsidiarity: joint action should be limited to
issues for which individual action severely lacks effec-
tiveness, e.g. due to externalities or economies of scale.
This principle respects the heterogeneity of prefer-
ences, institutions, history, etc.

Alignment of liability and control: to avoid distribu-
tional conflicts, one should adamantly avoid a mis-
match between decision-making power and responsi-
bility for the consequences of the decisions made (Feld
etal.2015).

Unity in diversity: it is no coincidence that the
motto under which integrated Europe is striving for
peace and prosperity actively embraces the diversity
that characterises the union, in a deliberate attempt to
learn from one another (Feld et al. 2016d).

While completing these steps would arguably be
quite sensible, implementing measures that areincom-
patible with the “Maastricht 2.0” concept might even be
counterproductive.

HOW THE CRISIS UNFOLDED

The crisis in the Eurozone relentlessly unveiled the two
fundamental structural weaknesses of the Eurozone’s
original architecture:

Prevention arrangements were insufficient; bank-
ing regulation was flawed and the no-bail-out clause
was not credible, and thus failed to ascertain fiscal dis-
cipline (Feld et al. 2016b).

There were no crisis mechanisms installed for the
unlikely, albeit (in hindsight quite obviously) possible
case of member states losing market access.

Correspondingly, the crisis triggered an intense
discussion of both crisis prevention and management.
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In this process some aspects of the phenomenon were
simply rediscovered: with the concept of monetary
union, or European integration, the idea of forging a
single market for goods, services, capital and labour,
was combined with the provision of a single currency.
This inevitably eliminated a dimension of macroeco-
nomic adjustment that was previously available to
member states - namely the devaluation of their own
currency. In this sense, forging the Eurozone created a
sort of “super-globalisation” process, with even
stronger requirements regarding the flexibility of prod-
uct and labour markets.

With one dimension of macroeconomic adjust-
ment less at their disposal, member states’ govern-
ments were required to ascertain that any necessary
macroeconomic adjustment would be facilitated by
smoothly functioning labour and product markets. It
was clear from the start of the first considerations
towards the formation of the monetary union that
member states’ governments
would have to implement a

2012 the Eurozone was on the verge of breaking up - the
GCEE at the time suggested dealing with legacy debt by
installing a debt redemption pact (GCEE 2012), consist-
ing of the inseparable combination of a debt redemp-
tion fund together with heavy obligations regarding
structural reform and budget consolidation. In the
GCEE’s assessment, compliance with the pact would
have been enforced by the then existing substantial risk
premia for sovereign bonds.

This did not happen. Instead the ECB announced
its OMT programme, and ECB President Draghi
announced that the ECB would stabilize the Eurozone,
“whatever it takes.” This effectively eliminated specu-
lation as to the premature demise of the monetary
union and subdued risk premia, providing the basis for
economic recovery, albeit at the expense of increasing
risks to financial stability. When the crisis appeared to
reignite in early 2015 - and it was feared that deflation-
ary tendencies could take hold - the ECB implemented

broad spectrum of structural
reforms aimed at boosting the

Figure 1

Real GDP Growth and Output Gap

a second series of large-scale
TLTROs and its QE pro-
gramme. Basically, that’s
where we stand right now,
when it comes to assessing
the current macroeconomic
outlook.

THE CURRENT STATE OF
MACROECONOMIC AFFAIRS

The Eurozone has now experi-
enced several years of eco-
nomic recovery. The more
recent years have witnessed
strong and stable growth (Fig-
urel). GDP growth in the
Eurozone has been exceeding
potential growth since 2013.
Overall, its prospects seem
positive. Moreover, as growth
has been exceeding its poten-
tial for a protracted period,

FORUM

Figure 3

Real Effective Exchange Rates
Vis-a-vis theeuro area

==Germany e===France

. Italy ===Spain
120 First quarter of 2000 = 100

115 VaN

110 / \_\

105 / \

o ‘('___/ 4/\/~—§-°Q<
95 N\
90 \ —
- AN

80 T T T T T T T T T T T T T T T T T T 1
2000 2002 2004 2006 2008 2010 2012 2014 2016 2018
Source: European Commission; author's calculations. © ifo Institute
Figure 4

GDP per Capita

===Germany =France

growth potential of their econ-

omies as a result, and that they

Real GDP: mmGermany mmEuro area

Outputgap: ===Germany e==Euro area

would have to demonstrate %
stern budget discipline to 4
retain their room for manoeu- 3
vre in the case of a crisis. 5

In hindsight it is clear that

several member states have
failed to comply with these 0
requirements sufficiently. Yet, 1

this neglect was difficult to

-

Forecast period

detectin real time, as the Euro- ’
-3 \ /

zone members at the Southern ~

periphery in particular experi- 4 : . . . T T T

enced a credit-fuelled boom in 2011 2012 2013 2014 2015 2016 2017 2018 2019
the pre—crisis period Had thiS Source: European Commission; Eurostat; Federal Statistical Office; GCEE. © ifo Institute

temporary phenomenon been
identified correctly as unsus-
tainable, and had it not been  Figure2
mistaken by many observers as

a permanent increase in the UnemploymentRates

growth potential of these
member states, many painful
discussions could have been %

—Germany Japan
——United Kingdom —United States
——Euro area (excluding Germany)

. . 16
avoided. In reality, European

policy makersdiscoveredthese 14

o~

underlying deficiencies of the 12
Eurozone architecture the hard 10 N

P and T~

way during a severe crisis.
Over the course of the

Eurozonecrisis, its architecture
was fortified step by step, by LI ——
improving prevention meas- 2

ures and implementing mecha- 0

nisms to deal with crises. Nev-

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

ertheless, in the summer of Source: Eurostat; OECD; author's calculations. ©ifo Institute

ifo DICE Report 3/2018 September Volume 16

output gaps have entered the
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inflation has even risen above

the ECB’s target of just under

2% in June. Arguably, the ECB would be well-advised to
take a symmetrical approach to monetary policy, and
reduce its expansionary stance under theimpression of
rising inflation rates in a similar way as it reacted to
their decline just a few years ago. Yet, it is still very
expansionary, and risks to financial stability keep
increasing. However, as monetary policy is not suitable
for permanently boosting growth in laggard econo-
mies, a normalization of monetary policy is needed
fairly soon.

As far as the price competitiveness of Eurozone
economies is concerned, almost half of the competi-
tiveness gains experienced by the German economy
compared to other member states between the begin-
ning of the century and the Eurozone crisis have now
vanished. Unfortunately, however, not all large mem-
ber states have managed to regain their price competi-
tiveness (Figure 3). Despite these welcome adjust-
ments, a remarkable diversity in the levels of member
states’ prosperity still remains (Figure 4). It is arguably

up to national governments to implement the appro-
priate structural reforms to lift their potential growth
rates and foster convergence.

A STABLE EUROZONE ARCHITECTURE

The economic recovery provides an important tailwind
for fortifying the Eurozone’s architecture. Itis advisable
to recall the fundamental principles any sustainable
architecture would have to fulfil - subsidiarity, align-
ment of liability and control, and unity in diversity.
Obviously, policy fields to consider are banking and
financial markets, for which the decision was made to
align liability and control at the level of the monetary
union, and fiscal and economic policy, for which the
original decision was an alignment at the national lev-
els. Unquestionably, an arrangement whereby member
states were making the decisions, and the community
of member states was bearing the consequences would
be unsustainable.

ifo DICE Report 3/2018 September Volume 16
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Figure 5

A Solid Framework for the Euro Area: Maastricht 2.0
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Instead, two sustainable arrangements can be
envisaged. The first would be to align decision-making
power and liability at the level of the union. To work in
practice, however, this arrangement should be pursued
whenever preferences are fairly homogeneous, or
when externalities are substantial (as for cross-border
banking) and if, and only if, the member states display
sufficient willingness to relegate their sovereignty to a
supra-national level. The European banking and capi-
talmarket unionisacasein point. Although the process
isincomplete and fraught withimpediments, the devel-
opment of jointapproachesto banking supervision and
restructuring is evidence of the willingness to delegate
sovereignty in this policy field.

In reality, however, there is currently hardly any
substantial willingness on the part of individual mem-
ber states to relegate sovereignty in the field of fiscal or
economic policy to a supra-national level. Conse-
quently, an arrangement similar to the banking and
capital market union is hardly
advisable when it comes to Figure 6
areas like, for example, the

s Debt-to-GDP Ratios
organisation of labour mar-

try club membership.

Bail-out by other member
states: while this is effectively
what had to happen to retain the integrity of the Euro-
zone during the latest crisis, there are very good rea-
sons to be aware of the incentive effects associated
with the availability of a bail-out. A severe lack of fiscal
discipline could hardly be avoided.

Restructuring of sovereign debt: if none of the first
two safety valves could be installed, a member state
underdistress would need to have the option of restruc-
turing its debt without leaving the monetary union.
Now would be the time to phase in such an arrange-
ment, not during the next crisis.

© ifo Institute

WHAT TO DO NEXT?

While the Maastricht criterion of a debt-to-GDP ratio of
60% was not derived from first principles, it neverthe-
less serves as an anchor for assessing the room availa-
ble to governmentsto fiscally manoeuver should a crisis
emerge. Unfortunately, in 12 of the 19 member states of

kets. Unfortunately, this is
often discussed nevertheless, %
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the Eurozone this ratio is still above 60%, and way
exceeds the corresponding pre-crisis levels (Figure 6).
Moreover, in-depth analyses raise doubts about the
sustainability of public finances in many member states
(GCEE 2017). Consequently, there is a need to refocus
and strictly enforce supra-national fiscal rules, which
have become too complicated and overburdened with
exceptions and technicalities (Eyraud et al. 2018). Fur-
thermore, the introduction of an insolvency mecha-
nism for sovereigns, with the possibility of debt restruc-
turing within the union, would award more credibility to
the no-bailout principle (Andritzky et al. 2018).

In view of the arguments regarding the proper
alignment of liability and control, the decision to com-
plement joint monetary policy in the Eurozone by
implementing aregime of joint supervision and restruc-
turing authorities for financial markets was commend-
able. This route should be pursued further, until the
European Banking Union is factually completed. Yet

Figure 8

CO,-Emissions in Selected Country Groups and Countries
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any further integration is only advisable after further
risk reduction has occurred. This requirement not only
pertains to a reduction in the number of non-perform-
ingloans onthe banks’ balance sheets (Figure 7), it also
implies the removal of regulatory privileges for sover-
eign debt (GCEE 2015), ascertaining a higher credibility
of the resolution regime, and the separation of banking
supervision from the ECB.

Instead of inventing new fiscal instruments, joint
European efforts - both in the Eurozone and in the EU -
should concentrate on policy fields with genuine Euro-
pean added value. Climate policy is a prime example of
one such policy field, as the task of reducing CO2 emis-
sions is a global challenge (Figure8). National
approaches and fragmented climate policy measures
are expensive and inefficient. Instead, the EU
Emissions Trading System should be strengthened by
making use of a single price for CO2 for all emitters
and sectors of final energy consumption in the EU
(acatech et al. 2015).

REFERENCES

acatech - National Academy of Science and Engineering, German
National Academy of Sciences Leopoldina, and Union of the German
Academies of Sciences and Humanities, eds. (2015), Incorporating the
German Energiewende into a comprehensive European approach - New
options for a common energy and climate policy, Position Paper, Berlin.

Andritzky, J., D.I. Christofzik, L.P. Feld, and U. Scheuering (2018), “A
mechanism to regulate sovereign debt restructuring in the euro area.”
International Finance, 1-15. https://doi.org/10.1111/infi.12142.

Eyraud, L., M.X. Debrun, A. Hodge, V.D. Lled6, and M.C.A. Pattillo (2018),
“Second-Generation Fiscal Rules: Balancing Simplicity, Flexibility, and
Enforceability”, IMF Staff Discussion Note SDN/18/04. International
Monetary Fund, Washington, DC.

Feld, L.P., Ch.M. Schmidt, I. Schnabel, and V. Wieland (2015), “Diver-
gence of liability and control as the source of over-indebtedness and
moral hazard in the European Monetary Union”, in: R. Baldwin and

F. Giavazzi, eds., The Eurozone Crisis: A Consensus View of the Causes and
a Few Possible Remedies, Centre for Economic Policy Research,
London, 187-199.

Feld, L.P., Ch.M. Schmidt, I. Schnabel, and V. Wieland (2016a), “Maas-
tricht 2.0: Safeguarding the future of the Eurozone”, in: R. Baldwin and
F. Giavazzi, eds., How to fix Europe’s monetary union: Views of leading
economists, Centre for Economic Policy Research, London, 46-61.

Feld, L.P., Ch.M. Schmidt, I. Schnabel, and V. Wieland (2016b), Causes of
the Eurozone Crisis: A nuanced view,
https://voxeu.org/article/causes-eu-
rozone-crisis-nuanced-view (pub-
lished 22 March 2016).

Feld, L.P., Ch.M. Schmidt, I. Schnabel,
and V. Wieland (2016c), Completing

W Germany

European Union (excluding Germany)

M United States

Rest of the World

Billion tonnes m China

Maastricht 2.0 to safeguard the future
of the Eurozone, https://voxeu.org/
article/completing-maas-
tricht-20-safeguard-future-eurozone
(published 23 March 2016)-

Feld, L.P., Ch.M. Schmidt, I. Schnabel,

30 N

/

1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

Source: EIA; author's calculations.

and V. Wieland (2016d), Unity in diver-
sity: The way forward for Europe,
https://voxeu.org/article/unity-diver-
sity-way-forward-europe (published
22 August 2016).

GCEE - German Council of Economic
Experts (2012), After the Euro Area
Summit: Time to Implement Long-term
Solutions, Special Report, Wiesbaden.

GCEE - German Council of Economic
Experts (2015), Focus on Future Viabil-
ity, Annual Report 2015/16, Chapter 1
Economic Policy: Focus on Future Via-

© ifo Institute bility. Wiesbaden.

ifo DICE Report 3/2018 September Volume 16

9



10

FORUM

GCEE - German Council of Economic Experts (2017), Towards a For-
ward-Looking Economic Policy, Annual Report 2017/18, Chapter 6: Sound
fiscal policy, especially in good times. Wiesbaden.

Juncker, J.C., D. Tusk, J. Dijsselbloem, M. Draghi, and M. Schulz (2015),
Completing Europe’s Economic and Monetary Union, European Commis-
sion, Brussels.

Meseberg Declaration (2018), Renewing Europe’s promises of security
and prosperity. The Press and Information Office of the Federal Govern-
ment, Berlin (press release no. 214, published 19 June 2018).

Schmidt, Ch.M. (2017), “Don’t shoot the messenger: About the diversity
of economic policy conclusions in the face of severe identification
issues”, in: T. Beck and H.-H. Kotz, eds., Ordoliberalism: A German odd-
ity? CEPR Press: London, 63-75.

ifo DICE Report 3/2018 September Volume 16



Bruce Stokes
Europeans’ Commitment to
the European Project

The coalition of Eurosceptic parties now ruling Italy is a
stark reminder that recent years have seen turbulent
shifts in public attitudes toward the European Union.
Views of the EU were fairly negative in 2016, prior to the
Brexit vote in the United Kingdom, but Europe-wide
public sentiment about the European project
rebounded in 2017, except in Italy (Figure 1). Even Brit-
ish voters, who narrowly chose to withdraw from the
EU, markedly improved their views of the Brus-
sels-based institution in 2017.

Majorities in nine out of ten EU member states,
including 74% in Poland, 68% in Germany, 67% in Hun-
gary and 65% in Sweden, now
hold a favorable view of the
institution (Figure 2). The lone

Figure 1

FORUM

favourable opinion of the EU, compared to a median of
58% of those aged 50+. The generation gap is largest in
the UK (33 percentage points between young and old),
the Netherlands (23 points) and France (22 points).

The publicis also sharply divided alongideological
lines in their views of the EU (Figure 4). For the most
part, people who place themselves on the left of the
political spectrum are more favourably disposed
toward the Brussels-based institution, at least com-
pared with people on the right. This gap is 43 points in
the UK, 36 points in Italy, 20 points in Poland and 19
pointsin Germany. Notably, in Spain, the right has a sig-
nificantly more positive view of the EU, resulting in a
gap of 24 points.

As mightbe expected, most adherents of Euroscep-
tic parties do notshare the generally positive view of the
EU. In the UK, just 31% of those who voice a favorable
assessment of UKIP hold a favourable opinion of the EU.
And just 41% of the public that expresses a favourable
view of the Party for Freedom (PVV) in the Netherlands
see Brussels positively, as do 40% of those who favour

Public Favourable Views of the European Union

dissenteris Greece (34%),which  2010-2017
has been subject to EU-im- —Germany ~ —France ——Poland
. . ——Spain UK ——Greece
posed austerity. Eveninthe UK, — Hungary Italy Netherlands
where just a year ago voters % ——Sweden
narrowly chose to leave the EU, 100
54% now voice a positive opin-
O
ion of the European project. 8 74 Poland Hungary
. . 68 Germany 67 sweden
The rebound in EU senti- 62 Spain &
. . I 60 56 France o — oo
ment is particularly strikingin a 54 UK Italy
number of countries: with 20 A \/
v
increases of 18 percentage 0\—‘\/ JaGreece
points in Germany and France, 20
15 points in Spain, 13 points in
the Netherlands and 10 points 0 — — T —
in the UK 2010 2017 2010 2012 2017

These are some of the key
findings from a 2017 Pew
Research Center survey, con-
ducted among 9,935 respon-

Figure 2

Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 12f.
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Public Views of the European Union
Majorities in all countries but Greece hold a favorable view of the EU
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account for roughly 80% of the

EU population and 84% of the Netherlands

EU economy. Spain
Younger Europeans, who Italy
have never known a world with- France

out the European project, hold UK
particularly positive views of
the Brussels-based organiza-
tion (Figure 3). Amedian of 73%
of those aged 18 to 29 have a
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MEDIAN ‘

44%

Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 12f.
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Figure 3

Favourable Views of the European Union by Age Groups
Younger adults more likely to favour the EU

50+ Youngest-
oldest gap

m18-29 30-49

UK +33
Netherlands +23
France +22
Hungary +18
Italy +15
Greece +15
Germany +10

Sweden +4

Spain +3

Poland 2

I I I
0 20 40 60 80 100 %

Note: Statistically significant differencesin bold.
Source: Pew Research Center, Spring 2017

Global Attitudes Survey, Q12f. © ifo Institute

the National Front in France and 40% of those who look
favourably on the Alternative for Germany Party (AfD) in
Germany.

A party’s criticism of the European Union does not,
however, always mean that its members share that neg-
ative view of Brussels. In Italy, 60% of those who look
favourably on the Eurosceptic Five Star Movement have
a positive view of the EU, or, at least they did in 2017. In
Poland, where the ruling Law and Justice (PiS) party is
inalong-running feud with the EU, 65% of Poles who see
PiS favourably still hold a positive opinion of the
institution.

Figure 4

Favourable Views of the European Union by Political
Ideology
Ideological splits on EU favourability

® Right Moderate mlLeft Youngest
oldest gap
UK +43
Italy +36
Poland +20
Germany +19
Netherlands +15
France +10
Hungary +8
Sweden 5
Greece 10
Spain -24
100 %

Note: Statistically significant differences in bold.

Source: Pew Research Center, Spring 2017

Global Attitudes Survey, Q12f. © ifo Institute
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EU’S HANDLING OF ECONOMY
AND REFUGEE CRISIS

More favourable views of the EU do not mean that the
general public across Europe judges all of Brussels’
actions positively. A median of just 42% approves of
how Brussels has dealt with economicissues (Figure 5).
The Greeks (12%), Italians (23%) and French (35%) are
particularly unimpressed. Only in Germany (61%),
Poland (58%) and the Netherlands (54%) do majorities
hold a positive view of Brussels’ handling of the econ-
omy. In these three countries, approval of the EU’s eco-
nomic management is up since last year - by 14 per-
centage pointsin Germany, 12 pointsinthe Netherlands
and 11 points in Poland.

In Hungary, Italy and Poland, leftist respondents
are more likely than rightist respondents to approve of
the EU’s economic management. For example, only
14% of right-leaning Italians approve of the EU’s eco-
nomic policies, but 35% of left-leaning Italians approve.
However, in Spain, 48% of people who place them-
selves on the right support Brussels’ efforts, compared
with just 27% of those on the left.

Europeans are even more critical of the EU’s han-
dling of the refugeeissue. In nine of the ten EU countries
surveyed, the public overwhelmingly disapproves of
Brussels’ efforts (Figure 6). Thisincludes 90% of Greeks,
80% of Italians and 78% of Swedes. Thefirsttwo nations
have been on the front lines of the recent European ref-
ugee crisis, often being the first port of call for migrants
from Nigeria, Eritrea, Sudan, Syria and Libya. And in
Sweden, refugees make up a larger portion of the pop-
ulation than in any country in Europe.

In Germany, Hungary, Italy and Poland, respond-
ents on the right of the ideological spectrum are less
likely than those on the left to approve of the EU’s per-
formance on refugee issues. For example, only 23% of
Hungarians on the right are happy with EU refugee pol-
icies, but 43% of left-leaning Hungarians are satisfied.
However, in Spain the right is more positive - 37% of
right-wing Spaniards approve of the EU’s actions, com-
pared with just 23% of left-wing Spaniards.

Those who have a favourable view of anti-immi-
grant parties are particularly judgmental about Brus-
sels’ handling of refugees. Among Swedes who have a
favorable view of the Swedish Democratic Party, 84%
disapprove of what the EU has done on refugees. For
the French who see the National Front favourably, 76%
criticize the EU on refugee policy, as do 67% of the
Dutch who favour the PVV.

MOST EUROPEANS JUDGE BREXIT AS BAD FOR EU
AND UK

In 2016, voters in the United Kingdom narrowly
approved beginning a process of leaving the European
Union. Today, the general public across the European
continent thinks that the UK’s exit will be detrimental
for both the EU and the UK. For their part, Britons agree

Figure 5

Public Views on the EU Handling of Economic Issues

Doyou____of the way the European Union is dealing with European economic issues?

Greece | 85%
Italy 66%

France 63%
Spain 52%
Sweden 46%
Netherlands
Hungary
Germany
Poland
MEDIAN 46%

Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 46a.

Figure 6

Public Views on the EU Handling of the Refugee Issue

Disapprove

Doyou____of the way the European Union is dealing with the refugee issue?

u Approve

61%

58%

© ifo Institute

Greece [90%
Italy 80%
Sweden 789
Poland 65%
Hungary 66%
Spain 67%
France 65%
Germany 59%
Netherlands
MEDIAN 66%

Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 46b.

that their country’s exit will be
bad for the European project,
but are divided over what it
means for the UK. A median of
70% in the ten EU nations sur-
veyed think Brexit will be a bad
thing for the EU (Figure 7). This
includes 86% of Swedes, 80%
of the Dutch and 74% of Ger-
mans. Notably, 36% of the
French and 26% of Italians say
the UK leaving will be good for
the Union. Young people in
France, the Netherlands and
the UK are more worried about
Brexit’s consequences for the
EU than their elders. And those
on the left in Germany, the
Netherlands and the UK are

Figure7?

Disapprove

m Approve

43%

© ifo Institute

Public Views on the Effect of Brexit on the EU
The UK leaving the EU will be a____for the EU
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more concerned than those
on theright.

A median of 55% also say
Brexit will prove bad for the
UK, with Western Europeans
more pessimistic than those
in Central and Southern
Europe. Germans (80%),
Dutch (73%) and Spanish
(7T0%) strongly believe that
Brexit bodesill for the UK (Fig-
ure 8). A plurality of Greeks
(46%) and over a third of Ital-
ians (36%) say leaving the EU
will turn out to be good forthe
British. Notably, about one-
in-five Hungarians and a
quarter of Poles voice no
opinion on the implications
for the UK.

The British, for their part,
aredivided: 44% believe it will
be good for the UK to get out
of the EU; while 48% worry it
will be a bad thing.

In many European coun-
tries, those on the left are
more likely than those on the
right to believe Brexit will be
bad for the UK. In no country
is the ideological divide wider
than in the UK itself, where
82% of those on the left say
Brexit will turn out badly for
the UK and 58% of those on
the right say it will be a good
thing.

Sweden
Netherlands
Spain
Germany
UK
Greece
Hungary
Poland
France
Italy
MEDIAN

Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 48a.
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Figure 8

Public Views on the Effect of Brexit on the EU
The UK leaving the EU willbe a____for the EU

A favourable view of Euro-
sceptic parties does not neces-
sarily translate into support for

Bad thing  ® Good thing

Germany 80%
Netherlands 3%
Spain 70%
Sweden 68%
France 62%
UK
Poland
Hungary
Italy
Greece
MEDIAN 55

Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 48b.

Figure9

Public Views on Own Country's EU Membership

leaving the EU. In Germany,
69% of those with a positive
view of the AfD still want Ger-
many to remain in the EU. In
France, 54% of those who voice
a positive opinion about the
National Front nevertheless
44% back staying in the EU.

Greece and ltaly are the
only countries in which a third
of survey participants support
46% leaving the EU. In Italy, at least,
the prospect of exiting the
European project is a deeply
ideological issue. Support
from those on the right (56%)
for leaving the EU is more than
twice that found among left-
wing Italians (22%).

© ifo Institute

Our country should ___

Germany
Spain
Poland
Netherlands 18%)|
Hungary
France 22%
Sweden 22%
Greece 36%
Italy 34%
MEDIAN 18%

Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 45.

FEW EUROPEANS WANT THEIR OWN COUNTRY
TO EXIT THE EU

Few citizens on the European continent seem eager to
see their own country depart from the EU, as the UK
plans to do.

A median of just 18% in the nine continental EU
nations surveyed want their own country to leave the
EU. Greece and Italy are home to the largest number of
exit supporters, but even in these countries over half of
all citizens want to remain a part of the European
project.

Large majorities across many EU member states
surveyed want their nation to stay in the EU (Figure 9).
Eight-in-ten or more in Germany (88%), Spain (84%),
Poland (82%) and the Netherlands (80%) back remain-
ing. More than seven-in-ten in Hungary (77%), France
(76%) and Sweden (74%) also wish to stay in the EU.
Even in Greece, where the public is highly critical of the
EU, 58% of the public wants to remain a member.
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Leave the EU M Stay in the EU

While the public across
Europe generally favours
remaining in the EU, most citi-
zens also support holding their
82% own national referendum on
EU  membership, possibly
reflecting a broader interest in
their voices being heard on
such major national issues.
Majorities in Spain (65%),
France (61%), Greece (58%) and
Italy (57%) support such a
national vote; and roughly half
of Swedes (53%), Poles (51%)
and Germans (50%) agree (Fig-
ure 10). Hungarians are divided
over whether to hold a referen-
dum, while more than half of the Dutch are against it
(54% oppose).

There is stronger support for an EU vote from the
right wing than from the left in France, Germany and
Italy. In Spain, by contrast, it is the left wing that wants
such avote, including 80% of those who support Pode-
mos. Not surprisingly, given their Euroscepticism, 84%
of National Front supporters in France want a referen-
dum on continued EU membership. In Germany, 69% of
those who favour the AfD also want their own vote, as
do 69% of those who support the PVV in the Nether-
lands and 63% of Five Star Movement members in Italy.

88%

84%

© ifo Institute

ON IMMIGRATION AND TRADE: LESS EUROPE

Support for remaining in the EU is strong across conti-
nental Europe; but so is support for taking back some
powers from Brussels. Many Europeans want national
governments, rather than Brussels, to control future
migration both from outside the EU (a median of 74%

across the nine continental European nations polled)
and within the EU (a median of 66%) (Figure 11). More-
over, a median of 51% would prefer their own govern-
ments, not Brussels, to negotiate future trade agree-
ments with the rest of the world.

A total of 2.4 million migrants settled in the 28 EU
countries from non-EU member nations in 2015. Many
were refugees from war-torn Syria and North Africa. EU
citizens are quite critical of the EU’s handling of refugee
issues. They also want their national governments to
be the ones making decisions about the migration of
non-EU citizens into their countries.

Roughly eight-in-ten in Hungary (82%) and seven-
in-ten or more in Poland (77%),

France (75%), Germany (75%),  Figure 10
the Netherlands (74%), Greece
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cise of national sovereignty over internal migration.
Germany and Sweden are again the countries where
there is a generational gap over views of such move-
ments of people, with older respondents more likely to
say power should reside with national governments.
The authority to make trade agreements has
rested with Brussels since 1957, when the European
Economic Community, the EU’s predecessor, was cre-
ated. Inrecentyears such accords have met with a great
deal of public resistance. Majorities in Greece (63%),
Sweden and France (both 56%), and Hungary (55%)
want the power to make trade deals to return to the
hands of their national governments, as do about half

Public Views on Holding a National Referendum on EU Membership

(70%) and Sweden (70%) want  Would___holding a national referendum on our country's European Union membership

their national government to
make such judgements, not

Brussels. In France, Hungary, Spain
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tion. But in Spain, it is younger Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 44.
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policy. Public Views on Decisions Regarding Migration Issues
The free movement of peo- Do you think our government should make decisions about ____ for our country or should the EU

ple within the EU is one of the make decisions about this issue?

core four freedoms - along with
the free movement of capital,
goods and services - guaran-

. Hungary
teed by EU treaties. In 2015, 1.4 Poland
million people migrated from France
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. etherlands
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ingtherules onthe migration of
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Roughly seven-in-ten in France France 27% 719
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69%) and Sweden (69%) want Hungary 1 o
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Hungary, the Netherlands and Italy 27%

Sweden as societies where the MEDIAN 21% 66%

ideological right is more sup-

Migration of EU citizens into our country

TheEU  ® Our government

Migration of people who are not EU citizens into our country

Note: Volunteered categories "Both" and "Neither" not shown.
portive than the left of the exer- Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 47b-c.
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Figure 12

Public Views on Decisions Regarding Trade Agreements

Do you think our government should make decisions about international trade agreements for our

country or should the EU make decisions about this issue?

Greece
Sweden
France
Hungary
Poland
Spain

Italy
Netherlands
Germany

MEDIAN

Note: Volunteered categories "Both" and "Neither" not shown.
Source: Pew Research Center, Spring 2017 Global Attitudes Survey, Q 47a.
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39%
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of Poles, Spanish and Italians (Figure 12). Only the Ger-
mans (60%) want trade agreement authority to remain
with the EU. In France, Hungary, Italy and the Nether-
lands, more people on the right than on the left want to
take back responsibility for trade decision making; and
it is older more than younger people in France, Ger-
many and the Netherlands who want to reclaim that

sovereignty.
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Luca Einaudi

A Historical Perspective

on the Euro: the Latin
Monetary Union (1865-1926)

INTRODUCTION

Out of the many experimentsininternational monetary
unification that took place in Europe before the crea-
tion of the Euro, the Latin Monetary Union (LMU, 1865-
1926) is probably the most interesting and long-lasting
experiment. Yet, despite its obvious appeal as a subject
of study to assess the complex interaction between
sovereign states in managing common forms of money
despite different financial conditions and political pref-
erences, it is not entirely fitting as a comparison with
today’s European Monetary Union. The LMU should be
correctly defined as a coinage union, rather than a full
monetary union, it lacked the most basic common
institutions and operated in a world where monetary
policy was not really comparable with that of the twen-
ty-first century. Yet its long history provides examples
of how apparently major differences in policy and inter-
ests could somehow be bridged to maintain mutually
beneficial arrangements, while limiting its scope and
impact to prevent larger effects on the different mem-
ber economies.

THE BIRTH OF THE LATIN MONETARY UNION

The Monetary Convention agreed on 23 December 1865
between France, Italy, Belgium and Switzerland was an
effort to resolve relatively minor problems of monetary
circulation of silver coinage in the area of the former
Empire of Napoleon I. The first French Empire (1804-
1815) had left an inheritance of homogenous standards
for silver and gold coins expressed in francs in France,
Belgium and Switzerland or lire in Italy, whose shape,
weight, metallic content were identical, even if the
images and symbols were different for every country. In
fact in the early 1860’s those four countries had the
same bimetallic coinage and their coins moved across
borders and were informally accepted at a one to one
exchange rate.

This equilibrium was challenged by the persis-
tently low price of gold after the California gold discov-
eries of 1848. The latter caused a relative appreciation
of silver bullion in comparison to gold bullion, above
the fixed official mint price of 15.5 grams of silver for
every gram of gold, which had formed the basis of the
French and Italian bimetallic system since 1803 (the
creation of the franc germinal). In this system every
individual had the right to bring unlimited amounts of

FORUM

silver or gold bullion to the mint and have it coined, cre-
ating a free market for monetary issue of the most
depreciated of the two metals. In the early 1860’s gold
was the depreciated metal and it was minted in far
larger quantities, while silver was progressively driven
out of monetary circulation to be transformed into bul-
lion given its higher market value in comparison to its
value as coinage. According to Gresham’s law the bad
depreciated currency (gold) replaced the good appreci-
ated currency (silver).

The problem faced at the time by the governments
of bimetallic nations was how to keep a sufficient
amountofsmallchangesilver coinincirculation despite
market forces, in order to prevent difficulties in small-
sized daily transactions. Each government started
independently seeking a solution by reducing the per-
centage of silver content in its coinage in order to can-
cel out any profit for speculators who would demone-
tize and melt silver coins to sell them as bullion. From a
common initial 90% of silver purity, diversity was
emerging. Switzerland was the first to take aninitiative,
reducing the silver purity of some coins to 80% in 1860,
Italy chose 83.5% purity and France selected the same
level as Italy, but for a different set of coins. Those deci-
sions disrupted the informal free movement of silver
coinage in the four countries.

Belgium took the initiative to suggest an agree-
ment between the various nations involved and France
called for an International Monetary Conference at the
end of 1865. An agreement was achieved by the four
participant countries to reestablish a free flow of silver
and gold coinage, reducing all silver coins below the
écus of five francs/five lire to a common silver content
of 83.5%, while the silver écu kept its original 90% silver
content, similarly to all gold coins. Public cashiers of
the four countries linked by this monetary convention
would accept the gold and silver coinage of other
nations in the union at par. It was therefore a coinage
union with a one to one fixed exchange rate based on
the intrinsic gold and silver content (De Cecco 1992). A
limit on the issue of depreciated silver coins at 83.5%
was fixed at six francs/lire per inhabitant, to prevent
over-issue by some countries and loss of seignorage by
others. No limits were placed on the issue of gold coins
andsilver coins with 90% silver. Copper coins and bank-
notes were not included in the agreement and there-
fore were not regulated by the Monetary Convention. It
was a monetary union with multiple currencies linked
by specie money (gold and silver), leaving out fiat
money (paper money and bank deposits, which had not
yet acquired a dominant role in Continental Europe). In
other words, it was a very incomplete union.

The modest official name adopted (“Monetary
Convention of 23 December 1865”) and the absence of
a clear coordination mechanism (no common institu-
tion or central bank was created and national banks of
issue were not involved in the negotiations) reflected
the initial limited purposes set by finance ministries
of solving a technical problem of divisionary coinage.
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Such modesty was, however, swiftly surpassed by new
developments because the involvementin the prepara-
tory negotiations of the French foreign affairs ministry
and of the Vice President of the French Council of State,
Felix Esquirou de Parieu, as chief French negotiator,
gave afarlargerinternational dimension to the negotia-
tions. Italsobecamean attemptto create a European or
a Universal currency, in line with the ideas of free trade,
simplification and scientific standardization of the
time, from the Anglo-French free trade treaty of 1860,
negotiated by Cobden and Chevalier, to agreements
concerning post, transportation, or units of measure.
Parieu progressively injected European federalist ideas
into the debate. Accordingly, the Convention included
a mechanism inviting the applications by candidates
for membership and an intergovernmental mechanism
for decision-making through monetary conferences
conveyed when necessary. It also became the fight-
ing ground for several decades of debate between the
bimetallic view of the monetary system, which had
emerged out of the French revolution and the support-
ersofthe gold standard (Willis 1901). Parieu became the
chief supporterof the Gold standard in France, a system
adopted only in England and Portugal at the time.

ENLARGING THE LATIN MONETARY UNION

At the beginning of 1866 the British press nicknamed
the Monetary Convention as the “Latin Monetary
Union” (LMU), to highlight how this continental experi-
ment could not possibly involve the United Kingdom.
The name stuck even if the French government
attempted instead to enlarge the monetary union by
inviting all European countries to the International
Monetary Conference of Paris in 1867, “to facilitate the
establishment of a uniform monetary circulation
between all civilized states” (Einaudi2001). The surpris-
ing outcome of the Conference, which was in fact lead
by Parieu and attended by representatives of 20 states,
including LMU members, the UK, most German states,
the USA, Russia, Japan and the Ottoman Empire, was
unanimously in favour of the adoption of an interna-
tional gold standard, and an LMU-style system based
on a fixed exchange rate for gold coins with one pound
equal to five US dollars, ten Austrian florins and 25
francs/lire/pesetas/drachme. Participant countries
had to mint the 25 franc coin, which functioned as a
pivot for the system. Following this apparent success,
Parieu also developed a project for a “Europa” cur-
rency, a European federation, a European Union and a
European Parliament (Parieu 1870). Government dele-
gates expressed a growing desire for a gold standard
without having necessarily always the authority to
commit their governments, which was particularly true
of the UK, the US and Prussia.

In the following years a large number of countries
applied for full membership of the LMU, or at least with
regard to the gold standard (Greece, Papal State, Aus-
tria-Hungary, Spain, Sweden, Serbia, Romania, Bul-
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garia, Finland, plus several Latin American countries).
The southern German states, which werestillindepend-
ent at the time, gave their support to the idea of mone-
tary union, at least in their diplomatic correspondence
with France. This was part of a strategy to resist Prus-
sian expansionism between their defeat in the Prussian
- Austrian war of 1866 and before the creation of the
German Empire in 1870. The German and British cham-
bers of commerce strongly campaigned in favour of
monetary unification, while bankers opposed it.

The enlargement of the LMU proved far more lim-
ited than expected because the Great powers refused
to adopt a French-based system; and the refusal by the
French Treasury and its banks to abandon bimetallism
made itimpossible to involve the UK.

Under the Conservative government of Disraeli
the UK flatly refused any involvement in 1867, but, after
the liberals returned to power under Gladstone the
following year, a brief window of opportunity opened.
Robert Lowe, then liberal Chancellor of the Exchequer
and his adviser, the economist William Stanley Jevons,
were convinced that the proposal was bound to unite
Europe and that the UK risked remaining isolated if
it did not sign up. In 1869 Lowe informally presented
his proposal to reduce the value of the pound by 0.8%
- making it equivalent to the proposed 25 francs inter-
national coin - in exchange for the end of bimetallism
in France to Parliament, where it gave rise to heated
debate. Gladstone was “astonished”, free traders and
chambers of commerce lined up to support Lowe,
while Conservatives, the Bank of England, the City
and most of the press opposed it in an intense debate
(Einaudi 2000). After a few months Lowe declared that
the proposal could not move forward because France
was not willing to abandon bimetallism, which was
defended by agricultural and financial interests and by
part of the French public administration.

Ultimately Prussia and the USA did not join the pro-
ject of universal coinage, but instead individually
adopted the gold standard in 1872-73. Prussia unified
the various German currencies in the process of
national unification with a new currency, the mark,
equivalent to a third of the old German thaler and unre-
lated to the franc. The outlook moved from cooperative
to antagonistic, with a war occurring between France
and the German states in 1870-71, followed by a war
indemnity levied on France, protectionist tendencies
and competition in the colonial field.

MANAGING A DIFFICULT UNION: THE ITALIANS,
THE POPE AND THE GREEKS

The LMU did not expand to become a European mone-
taryunion, butitsurvived - despite conflicts - for over 60
years, until 1926. This was largely due to the introduc-
tion of new rules to solve the conflicts and malfunctions
of the Union, even at the cost of limiting its expansion
in geographic terms. This, however, also prevented its
evolution into a full monetary union.

An early problem arose with Italy due to the high
budget deficits in the first few years after national uni-
fication in 1861 and the inconvertibility of Italian paper
currency into gold and silver, caused by a war with Aus-
triain 1866. Inconvertibility was followed by new forms
of monetary issue not included in the Monetary Con-
vention (especially paper money), causing the flight of
Italian currency to France and Switzerland. Tensions
were ultimately resolved, reinforcing the rules on new
issues.

The Papal State applied to join the LMU in 1866,
but, while negotiating, it over-issued coinage with
reduced silver content by ten to one, ultimately declin-
ing to join and to take back its depreciated currency
which had migrated to France. The Papal State was ulti-
mately pushed out of the LMU system.

Greece was a very early applicant to join the LMU
and was actually the only new member admitted (in
1867). Greek wars for national unification against the
Ottoman Empire and financial weaknesses led to
inconvertible paper currency in 1869 and again from
1877 to0 1910, and to debt defaultin 1893. This, together
with the sale of Greek coins at a discount in Paris (by
private bankers), determined foreign control of part of
Greek monetary issue from 1869, and to limitations to
Greek membership of LMU afterwards.

The problems encountered in managing the LMU
convinced the strongest members of the Union to block
further enlargements (refusing all other applications
for membership, coming mainly from southern or cen-
tral Europe and the Balkans and from Latin America)
and to restrict the field of action of the LMU for the
future, not extending it to paper money, as the Scandi-
navian Monetary Union did instead.

After the adoption of the gold standard by Ger-
many and the US in 1873, the price of gold started
declining, the LMU suspended its new silver issues to
prevent speculation and to avoid receiving demone-
tized German silver. New rules had to be set within the
monetary union to manage the exit from bimetallism,
initially on a provisional basis and then permanently.

HOW TO CHANGE THE RULES DURING THE GAME

The initial rules of the LMU proved insufficient and
incomplete, as it became clear just a few months after
the signature of the Monetary Convention. Essentially
these rules amounted to limits on the issue of debased
silver coinage and the exchange of information on
annual monetary issue to control compliance with
those limits. The transmission of information, however,
was not credible and political/ military disruption cre-
ated financial instability.

New rules emerged through an iterative process of
pressure by the strongest economies on the weakest,
sanctioned through new cycles of intergovernmental
meetings. We can identify five set of measures or rules
adopted throughout the history of the LMU to enforce
monetary discipline and preserve the Union.

FORUM

1. Limits of issue were extended to other forms of fidu-
ciary money (small change paper money from late
1860’s and silver écus from 1874 onwards)

2. The strongest government (France) was attributed
absolute control over the issue of coinage in new
weak members (Greece);

3. France and Switzerland threatened to return divi-
sionary coinage to issuers of non convertible paper
money (Italy and Greece) or to large quantities of
silver écus (Belgium) in exchange for gold, a threat
that effectively included a financial penalty;

4. Free riders were neutralized or expelled from the
Union (non-completion of accession process of the
Pontifical State, freezing of Greek currency);

5. Membership was refused to states that did not guar-
anteesoundfinancialconditions(Spain,Austria-Hun-
gary, Romania, San Marino and later others).

THE LONG PERSISTENCE OF THE LMU AFTER THE
END OF ITS EUROPEAN AMBITIONS

The LMU appeared in difficulty, but managed progres-
sively to renegotiate and tighten its rules, but at the
cost of a more limited monetary issue and of a reduced
role and meaning for the Union itself. The Union per-
sisted, but declined in relevance due to the growth of
otherforms of monetaryissue (banknotes, bank depos-
its). By 1914 only 5% of the monetary base was in gold
and silver LMU coins in Italy, and this figure dropped
sharply after World War I.

Despite the Union a trade war started between
Italy and France in the late 1880’s, military alliances
diverged (Italy switched to an alliance with Germany,
leaving the French zone of influence), and Greece
defaulted. These tensions did not break the monetary
union, because the cost of dissolution remained too
high and trade advantages persisted. A level of flexibil-
ity was also allowed through what amounted to multi-
ple currencies and dual exchange rate. The exchange
rates of the LMU paper currencies fluctuated in terms of
gold francs, during periods of temporary inconvertibil-
ity of national paper money. Italian paper lire and Greek
paper drachme fluctuated at times. The paper lira lost
up to 20% in comparison to the gold lira in the 1860’s;
while the drachma lost up to 40% in the 1890’s. Both
currencies, however, recovered and returned to parity,
particularly in the decade before World War I. All mem-
bers of the LMU devalued during WWI, ending in prac-
tice the substance of inter-circulation. The different
stabilization levels of the LMU national currencies in
the 1920s concluded the monetary union experiment
andin 1926 itwas decided to disband quietly the Union.

CONCLUSIONS
Rules can be changed and monetary unions can be
resilient, but difficulties persist between countries with

different levels of economic and financial strength.
Thereisno clear limitto the process of reform and insti-
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tutional expansion. Onthe contrary, itis a never-ending
construction site, with alternate winners because the
ultimate penalty, expulsion, has a substantial cost for
both the weakest and the strongest member states. It
is important to be able to tighten rules when the mon-
etary situation changes and fiscal imbalances grow,
but excessive austerity can constrain growth and
increase poverty, and some forms of flexibility are nec-
essary. The accidental system of dual currencies which
emerged in the LMU was never agreed upon by other
member sates at the time and does not seem be a solu-
tion to EMU’s problems, as the rules are much tighter
and the European Central Bank has exclusive control
over the issue of currency. Expansionary policies are
needed in surplus countries, to share the costs of read-
justment between nations and not force all the adjust-
ment on productivity, unemployment and wages.
Abandoning the monetary union is no easy solution for
weaker countries as it entails financial and trade costs;
and norisitadvantageous for stronger countries either.
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Jeromin Zettelmeyer?

Lessons from the 2000-2002
Crisis in Argentina for the
Sustainability of the Euro

In December of 2001, after two years of recession and
increasingly desperate attemptsto forestall a debt crisis
through IMF financial support, fiscal adjustment and
debt management operations, Argentina defaulted on
its external debt. A few days later, on 2 January 2002, it
discontinued its “convertibility regime” - a legal com-
mitment, backed by hard currency, to exchange the
Argentina peso for US dollars at 1:1. The peso subse-
quently devalued by about 200 percent, and GDP fell by
about 11 percent, before beginning a sustained recov-
ery from 2003 onwards.

There are important parallels between the Argen-
tine 2000-2002 crisis and the euro crisis ten years later,
particularly as it played out in Greece. Both occurred in
the context of hard pegs. Both were triggered by large
external shocks. Both involved IMF-supported pro-
grammes that failed to restore solvency. Both resulted in
historically large sovereign debt restructurings (Cruces
and Trebesch 2013, Zettelmeyeretal.2013). Bothinvolved
large output losses - cumulative negative growth of
almost 20 percent in Argentina between 1999 and 2002,
and almost 30 percentin Greece between 2009 and 2013.
They differed, however, with respect to one critical out-
come: the Argentine crisis resulted in the abandonment
of Argentina’s hard peg, while the euro survived the crisis
- even although Greece came close to exiting.

This article aims to examine both the commonali-
ties and differences of the
Argentina and euro crises, with
a particular focus on Greece,

Figure 1
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e Secondly, whatdoesthe Argentine experience teach us
about the potential costs and benefits of a euro exit?
To answer these questions, the article begins by briefly
recalling the origins of the two crises. The question of
why there was a devaluation in Argentina, but not in
Greece is examined next, followed by a review of the
aftermath of default and devaluation in Argentina and

its lessons for the euro area.

CRISIS ORIGINS

In both Argentina and the euro area, the dynamic that
ended with default and devaluation in Argentina and
with loss of market access and eventually debt restruc-
turing in Greece was set in motion by a severe external
shock. In Argentina, this was the 1998 Russian default,
which led to large capital outflows from emerging mar-
kets, the devaluation of the currency of Argentina’s larg-
estneighbour, Brazil,and a deep recessionin 1999. In the
euro area, it was the end of the US housing bubble in

2007 which, following the collapse of Lehman Brothersin

2008, triggered large capital outflows from Europe to the

United States and a deep recession in 2009.

In both cases, vulnerabilities that had accumu-
lated prior to the external shocks played a critical role.
The nature of these vulnerabilities, however, was some-
what different.

e In Argentina, the main vulnerability was a sustained
loss of competitiveness after the introduction of the
convertibility plan in 1991 (Figure 1). Primary fiscal
deficits also played a role, but they were compara-
tively modest, and nota major contributor to the debt
dynamics at the central government level (Figure 2).
At the end of 2000, the year prior to the collapse, fed-
eral debt stood at just 45 percent of GDP. The debt
ratio exploded only after the 2002 devaluation. More
important than the size of fiscal imbalances was the
government’s inability to reduce them, a result of
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political weakness, recession, and a federal structure
that madeit hard toimpose fiscal adjustment on local
authorities (Sturzenegger and Zettelmeyer, 2007).

e Euro area crisis countries also suffered from a loss of
competitiveness in the decade leading up to the cri-
sis, albeit more gradually and (except in Ireland) to a
lesser extent. Instead, the key vulnerabilities resulted
from credit booms in some countries (Ireland, Spain)
and public overborrowing in others, particularly
Greece, where government debt stood at 130 percent
of GDP at end-2009. Unlike Argentina, primary defi-
cits were a leading contributor to the rapidly rising
debt to GDP ratio between 2003 and 2009 (Figure 3).

In short, in Argentina, the loss of competitiveness and

external shocks led to stagnation and recession, boxing

the economy into a corner that it found impossible to
exit without a devaluation. Argentina’s debt crisis was
mostly a consequence of a balance-of-payments crisis.

Greece’s debt, by contrast, became unsustainable due

Figure 2

Argentina Debt Dynamics Decomposition
1995—2005, central government

to a combination of longstanding public over-borrow-
ing and a major recession.

WHY ARGENTINA EXITED CONVERTIBILITY, BUT
GREECE DID NOT EXIT THE EURO

While the crises in Argentina and the euro area had an
importanttriggerin common - external shocks that led
to severe recessions - they differed in one critical
respect, namely, the availability of external financing.
This explains why Argentina exited its currency board,
while Greece did not exit the euro.

From 2000 onwards, crisis managementin Argentina
consisted of a constant struggle to retain or regain access
to external financing. A rising deficit, driven mostly by
higher borrowing rates following the 1998 Russian shock
and its knock-on effects on Latin America, had triggered
a debt run in December 2000. Over the course of the ten
months that followed, Argentina attempted to continue
servicing its public debt
through a combination of bor-
rowing from the IMF, pressur-
ing local banks to buy bonds
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Greece Debt Dynamics Decomposition
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try to seek official help, from
the IMF and the EU, in early
May of 2010. Despite signifi-
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cant fiscal adjustment, however, the scale of govern-
ment indebtedness combined with a widening reces-
sion made a deep debt restructuring unavoidable. It
finally happened between February and May of 2012.

Atthesametime, there weresignificantdifferences
between Greece's and Argentina's crisis experiences.

First the volume of official financing was much
higher in Greece, coming not just from the IMF, but also
(and primarily) fromthe EU. While net IMF disbursements
to Argentina during 2000-2001 amounted to just under
USD 10 billion (3.1 percent of 1999 GDP), the EU and IMF
together disbursed almost EUR 73 billion to Greece dur-
ing2010-11 (31 percent of 2009 GDP). In addition, the ECB
purchased around EUR 43 billion in Greek bonds in the
secondary markets (Trebesch and Zettelmeyer 2018).
This massive official support had the effect of delaying
the debt restructuring, which would have happened
much earlier in an emerging market setting.

Most importantly, the restructuring did not trigger
an exit from Greece’s currency regime. The essential rea-
son is that a currency union does not require its mem-
bers to own the reserves that are required to defend it.
As capital flees the country, these reserves are automat-
ically borrowed from the central banks of other member
states, through the payments system that links banks to
one another - the “TARGET” system, as it is called in the
euro area. On the eve of its debt restructuring, Greece’s
TARGET liabilities amounted to about EUR 107 billion -
EUR 88 billion more (37 percent of 2009 GDP) than in May
2010, the first month for which the ECB publishes
TARGET balances. In contrast, as Argentina was entering
its crisis at end 1999, it had just USD 26 billion of gross
international reserves at its disposal (8.5 percent of
1999 GDP).

Since any currency union member can effectively
borrow unlimited amounts of reserves through the pay-
ments system, the constraint that determines whether a
country is forced to exit a currency union is not the bal-
ance of payments. Rather, it is the willingness of the cur-
rency union’s central bank to continue to provide liquid-
ity to the country’s banking system (the essential
condition for the payments system to work). In the case
of the ECB, this willingness does not seem to depend on
whether the government meets the conditionality of an
official support programme, nor similar standards of
behaviour (as dictated by EU fiscal rules for example).
But neither is it unlimited. During 2010-2015, the ECB
appeared to follow a decision rule whereby it continued
to provide liquidity to the Greek banking system through
either regular facilities, or emergency liquidity assis-
tance (ELA) regardless of programme performance, pro-
vided that the government was either still formally in a
programme (i.e. the time window approved for disburse-
ments had not expired), or was negotiating a new pro-
grammein good faith. Greek banks were cut off from ECB
liquidity support only when neither of these conditions
were met, in the first two weeks of July 2015, forcing
Greece to choose between issuing its own currency and
returning to the bargaining table. It chose the latter.

FORUM

THE COSTS OF EXIT IN ARGENTINA

Following default, exit from convertibility and devalua-
tion, Argentina’s economy continued to shrink, by
about five percentage points in the first quarter of
2002. While it is impossible to distinguish how much of
this was due to the confidence effects and capital out-
flows triggered by the default, a contributing factor was
surely the “pesification” of early February - an attempt
to redistribute the losses associated with the revalua-
tion of US dollar liabilities through the forced conver-
sion of USD-denominated deposits and bank loans into
pesos at different rates.? “Pesification” led to a banking
crisis, withdrawal restrictions, and - as the central
bank injected liquidity into the banking system - a fur-
ther currency collapse.

It is possible that the economic costs of exit and
devaluation in Argentina were aggravated by the gov-
ernment’s choice to convert the deposits of the banking
system at higher rates than its claims, while at the same
time choosing a deposit conversion that was less favora-
ble to householdsthanthe market rate. In this way, pesi-
fication both rendered banks insolvent and triggered a
deposit run. However, if the government had chosen a
different approach - one more favourable to the banks,
for example, by converting their claims on private bor-
rowers at a rate closer to the market rate - this would
have led to massive corporate insolvencies. No matter
how a devaluation is managed, the presence of large-
scale foreign currency denominated claims in the finan-
cial system will hurt either creditors or debtors.
Attempts by the government to control panic by forcing
bank holidays or imposing withdrawal restrictions can
make things worse.

In light of this, what is most surprising about Argen-
tina’s 2002 currency crisis is perhaps not that it led to an
additional output collapse, but that the collapse was
not bigger, and gave way to stabilisation after only two
quarters, and recovery after only one year. The cumula-
tive output decline associated with Argentina’s crisis
was much smaller than that of the Greek crisis. It took
Argentina about three years to restore its end-1999 real
output level, whereas Greece has still not returned to its
2009 real GDP after eight years, and will not reach it even
by 2023, according to IMF projections.

A potentially much more serious consequence of
Argentina’s default and exit from convertibility was a
breakdown in trust and the return of populist politics
for the next decade, and beyond, with the election of
Nestor Kirchner, to the presidency in 2003, succeeded
by his wife, Cristina Fernandez, in 2007. Under the Kirch-
ner/Fernandez presidencies, output initially recovered
rapidly, but at the costs of repressed inflation, sup-
ply-side distortions, international isolation stemming
fromits aggressive handling of the dispute with external

2 USD deposits were converted into pesos at a 1:1.4 rate, USD loans to the

public sectorat 1:1.4 and USD loans to the private sector at 1:1, at a time
when the market exchange was about 2:1. For details, see Sturzenegger and
Zettelmeyer (2007), pp. 182-186.
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creditors and a return to growing deficits from 2009
onwards, which ultimately led to a new crisis in 2018,
despite a change in government in 2015. While these
problems have deep historical roots and were com-
pounded by external shocks, the failure of Argentina’s
“convertibility” experiment surely contributed to them.

IMPLICATIONS FOR THE EURO

The observations made in the previous three sections
have two main implications for the sustainability of the
euro and the consequences of exit.

Firstly, the euro is, by construction, much more
resilient as a currency regime than any of its cousins in
the family of hard pegs. Sudden capital outflows from
any specific member are automatically accommodated
by theintra-euro payments system. Thisdoesnot mean
that they have no real consequences - as the euro crisis
showed, they can trigger banking and sovereign debt
crises. But they cannot force exit via the same mecha-
nism through which currency crises happen, namely,
that the government either runs out of resources to
defend a peg or is forced to raise interest rates to pro-
hibitive and self-defeating levels. Membership in the
euro is equivalent to a hard peg with infinite reserves.

This does notimply that the euro cannot fall apart,
only that exit is voluntary. Specifically, there are two
scenarios that could conceivably lead to exit.

As became clear during the 2015 Greek crisis, the
equivalentof runningout of reservesin the euro-inthe
sense of a financial constraint that could force exit - is
the decision by the ECB to stop emergency liquidity
assistance (ELA) to a member’s banking system. The
trigger for this, in turn, is the non-cooperation of a
member, in the sense that the member in question
experiences a financial crisis in which its banking sys-
tem would require ELA, but does not seek ESM support.
Hence, one way that euro exit could happen is through
arunon amember’s debt, together with the member’s
decision not to engage with the ESM or the EU on an
economic programme that could resolve the crisis.

Voluntary exit may also happen if euro area mem-
bershipisassociated with protracted stagnation which,
in the eyes of the government and the general popula-
tion, can only be addressed by exiting the euro. In this
sense, there is a parallel between Argentina’s exit from
convertibility and a potential future exit from the euro.
While Argentina’s exit was ultimately triggered by a lack
of resources to continue supporting the peg, this lack of
resources was closely related to the inability of the
Argentine government to restore growth within the
framework of the convertibility plan, despite repeated
efforts over the preceding two years.

The second - more speculative - lesson for the
euro from the Argentinian crisis is that exit from the
euro would be economically very costly, given the need
to manage enormous balance sheet losses. Even more
importantly, it would be politically extremely damag-
ing for both the exiting country and the EU, because the
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acrimony associated with creditor-debtor conflicts -
within the country and across borders - would happen
on a larger scale than in Argentina, given much closer
financial, political and institutional linkages. With the
EU becoming the arbiter of these conflicts, it is easy to
see a level of populist response that could take the
country out of the EU too, even if the EU tried to accom-
modate a euro exit. For this reason, an exit from the
eurois unlikely to be followed by the quick (if ultimately
unsustainable) recovery that Argentina experienced
from 2003 onward.

CONCLUSION

The aftermath of Argentina’s default and exit from con-
vertibility in 2002 suggests that euro exit would
threaten the political and social cohesion of the EU,
perhaps with irreparable consequences. Making euro
exit irreversible as a matter of economics, rather than
just law, requires meeting two conditions.

Firstly, the euro area needs to develop a legal and
governance framework that allows the ECB to continue
providing liquidity to a member’s banking system even
when a government does not agree to an ESM-sup-
ported programme. This requires giving a euro area
authority the power and resources to recapitalize,
restructure, and temporarily run a banking system that
would otherwise lose access to ELA.

Secondly, the architecture of the euro area must
minimize the chances of prolonged periods of depres-
sion or stagnation. This requires, in particular, that
unsustainable sovereign debts be restructured, rather
than pretending that they can be gradually reduced
through many years of austerity. As argued by Bénas-
sy-Quéré et al (2018), allowing debt restructurings as a
last resort means that banking systems need to be pro-
tected from sovereign risk, giving pre-qualified sover-
eigns easier access to ESM liquidity, and better private
and public risk sharing.

Even with these reforms, it is possible that a euro
member may find itselfin a long period of stagnation in
which a nominal devaluation begins to look like the
only way out. But in the long run, economic perfor-
mance is determined by institutions, not exchange rate
regimes. Preventingcrisesand avoidingcrisisresponses
that perpetuate recessions and pit euro area authori-
ties against members and members against each other
should hence go a long way to ensuring the sustainabil-
ity of the euro.
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Clemens Fuest

[Art 50] Ways to Leave the
Euro - Does the Eurozone
Need an Exit Clause?

INTRODUCTION

Over the course of the Euro crisis the possibility that
one or various member states may leave the currency
union has been discussed intensively. During the stand-
off between Greece and the rest of the Eurozone the
German finance minister Wolfgang Schauble suggested
that Greece should leave the Eurozone.! The current
economic recovery has eased the pressure of the crisis
and Grexit is no longer on the agenda. But the funda-
mental question of whether a euro exit clause is needed
and how it should be designed needs to be clarified.
Recently the Dutch government argued that a proce-
dure for euro exit is missing.2In the academic literature
on this topic, the issue of euro exit has been discussed
foralongtime (Sinn 2014 and Scott 2012)® and it should
certainly be included in the current discussion over
Eurozone reform.

This paper aims to discuss some of the key institu-
tional and economic aspects of a euro exit clause. What
are the pros and cons of introducing an exit clause for
the Eurozone and how should it be designed? Clearly,
an open and rational discussion about exit clauses
among governments would be difficult because even
putting this issue on the agenda of the next European
summit could be seen as a signal that a member state
may be about to exit. A balanced and constructive
debate about introducing an exit clause in a monetary
unionis only possible in a situation where no country is
close to exit.* This is the only scenario whereby deci-

1 “Anmerkungen zu den jiingsten griechischen Vorschlagen“, Handelsblatt,
12 July 2015, http://www.handelsblatt.com/politik/international/schaeu-
bles-griechenland-papier-im-wortlaut-anmerkungen-zu-den-juengsten-grie-
chischen-vorschlaegen/12044368.html.

2 “Following the request by member Schouten to the Finance Minister and
the Prime Minister (issue number 2013Z01025) for a letter about the exit from
the eurozone, we report as following. The cabinet introduced in its coalition
agreement that it should be possible under mutual consideration to exit
from the community arrangements (Schengen, eurozone, European Union).
This requires in the case of the eurozone and Schengen a treaty change as
the current EU treaty does not foresee this possibility.” (Rijksoverheid 2013,
translation by the author).

3 Forinstance, Scott (2012, p.4) puts this as follows: “establishing a with-
drawal framework now makes sense (...) After all, the true threat to the long-
term viability of the euro area does not come from the current debt crisis in
Greece, but from the looming crises in Italy and other large Member States.
Establishing the withdrawal framework today ensures it will be in place when
itistruly needed.”

4 Unfortunately, on May 15, 2018, a preliminary version of a coalition
contract between the Italian 5 Stars Movement and the Lega Nord was
leaked according to which the coalition will demand the introduction of a
euro exit clause, debt relief, and a relaxation of fiscal rules in the Eurozone,
see https://www.huffingtonpost.it/2018/05/15/un-comitato-di-conciliazi-
one-parallelo-al-consiglio-dei-ministri_a_23435353/?utm_hp_ref=it-home-
page. This has given rise to a renewed debate about Italy’s membership in
the Eurozone.
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sions over the content of such a clause take place under
sufficient uncertainty about whom it may potentially
concern. Of course, this “veil ofignorance” is never per-
fect because it is clear, for instance, that countries
whose currency would probably devalue after exit
would have different interests to those of countries
with strong currencies.

Section 2 of this paper discusses why existing fed-
erations usually do not have exit clauses while the EU
does. Section 3 discusses whether exit from the Euro-
zone is possible under the existing institutional rules.
Section 4 discusses the economic benefits and costs of
introducing a euro exit clause, as well as aspects of its
optimal design and section 5 draws some conclusions.

WHY DO SOME UNIONS HAVE EXIT CLAUSES
WHILE OTHERS DO NOT?

Most federations do not have exit clauses, but the EU
does.® Why is this the case? Rational thinking about
constitutional design will usually lead to the conclusion
that some provisions for ending membership of a union
are desirable because the absence of any such exit
arrangement can easily lead to destructive uncertainty
and conflict. So why are exit clauses absent from many
constitutions?

Firstly, discussing exit clauses in unions or other
types of clubs is delicate because it may be perceived
as undermining the spirit of cooperation or solidarity.
Secondly, exit clauses could be avoided because there
is a concern that countries could invest too little in
political debate and negotiation (“voice” in the termi-
nology of Hirschman (1970)) if exit is easily available.
One should note, however, that “voice” may also be
more effective if exit is available and not too difficult.
Thirdly, constitutions are not always the result of a pro-
cess whereby members of a union maximize progress
towards a common long-term goal. Constitutions may
be imposed from the outside. The rules may be written
by powerful members who do not want to give weaker
members the opportunity to leave while hoping that
they will be powerful enough to achieve a good result
through ad hoc negotiation if they want to exit them-
selves. The politicians involved in setting up unions
may also want to tie the hands of their successors.
None of these reasons implies that not having an exit
clause is efficient or rational.®

It is interesting to ask why the EU introduced the
exit clause of Article 50 TEU.” Andrew Duff (2016) offers
the following explanation:

“The need to include a secession clausein the Con-
stitutional Treaty (2003) and then the Treaty of Lisbon
(2007) was upheld both by the federalists and by their

®  Huysmans and Crombez (2016) highlight the fact that the Latin Currency
Union between Belgium, France, Italy, and Switzerland, which existed from
1865t0 1927, introduced an exit clause in 1885.

®  Seealso the discussion in Huysmans and Crombez (2016), p.29.

Note that the Draft Treaty establishing a Constitution for Europe pro-
posed by the European Convention (2003) also contained an exit clause for
voluntary withdrawal of member states (Article 59).
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opponents. Federalists saw the need to have a safety
clause in the new treaty that would allow a let-out for
any current member state which fought shy of accept-
ing the leap forward in European integration that was
at that time postulated. The UK government, aware of
the risky nature of its ever-increasing exceptionalism,
wanted a clause that would prevent the abrupt expul-
sion of an awkward member state by the mainstream
majority. That said, none of us in the Convention ever
expected the provision actually to be used - which
might explain its relatively sketchy character. So it is
vitalto analyse very carefully what the clause says, why
it says it, and how it is now to be deployed.”

This explanation is interesting because its logic
can be applied to the Eurozone too. Those who think
that the sustainability of the Eurozone requires deeper
integration may support an exit clause because it
would allow member states that are unwilling to sup-
port these reforms to exit. Those who oppose deeper
integration may want to minimize the cost of leaving.
However, this logic implies that an exit clause is impor-
tant for the process of transition towards the optimal
club size, not necessarily as a permanent feature of the
union. This paper focuses on the role of exit clauses as
a permanent part of the institutional setup.

Huysmans (2017) provides a different explanation
for the introduction of the exit clause. He argues that
Eastern enlargement of the EU increased heterogeneity
among member states. Combined with decision mak-
ing by qualified majority rather than unanimity, heter-
ogeneity implies that some countries may end up in a
minority position and be forced into adopting policies
they dislike. This may explain increasing support for an
exit clause. The role of exit clauses for minority protec-
tion will be discussed further in section 4.

IS IT POSSIBLE TO LEAVE THE EURO UNDER THE
CURRENT INSTITUTIONAL ARRANGEMENTS?

The Eurozone is a currency union of sovereign states. In
view of this fact, it is plausible that member states can
withdraw from the Eurozone if they want to; but there is
no explicit legal procedure for leaving. Therefore, any
country attempting to leave the Eurozone would face
difficulties finding a legal basis for exit. Currently the
only exit clause the Eurozone has is Article 50 TFEU,
which specifies a procedure for countries wishing to exit
the EU. If a member state of the Eurozone leaves the EU,
this step would imply that the country also leaves the
Euro. But Article 50 TFEU was not designed as an exit
clause for the currency union. In the debate over a pos-
sible exit by Greece, a widely-debated issue was how
Greece could leave the euro without leaving the EU.
The EU’s treaties include a number of references
characterising certain aspects of entry to the Eurozone
as “irrevocable”. For instance, Article 140(3) TFEU
states that, in the process of integrating new members
into the Eurozone, the European Council will “irrevoca-
bly fix the rate at which the euro shall be substituted for
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the currency of the Member State concerned”. The
European Commission has adopted the view that the
Eurozone is indeed irrevocable: “The irrevocability of
membership in the euro area is an integral part of the
Treaty framework and the Commission, as a guardian
of the EU Treaties, intends to fully respect it.”®

Along similar lines, the European Central Bank
(ECB) has argued that the euro is irrevocable. In corre-
spondence with Claudio Morganti, a member of the
European Parliament, ECB President Mario Draghi puts
this as follows:

“The irrevocability of the euro has been part of the
EU framework since the Treaty of Maastricht, which
included a Protocol on the Transition to EMU whereby
the Member States declared “theirreversible character
of the Community’s movement to the third stage of
EMU”,inter alia stating that all preparatory work should
be concluded by 1998 “in order to enable the Commu-
nity to enter into the third stage irrevocably on 1 Janu-
ary 1999”.°

The references to “irrevocability” in the treaties
primarily occur in the context of how the process of
entering the Eurozone is organised. However, whether
these rules also imply that entry is irrevocable forever
is questionable.

It is clear that euro membership is intended to be
permanent; butitis also clear that an exit scenario can-
not be ruled out. A key question is the type of exit sce-
nario under consideration. Three scenarios are possi-
ble: firstly, expulsion of a country; secondly, a unilateral
decision to withdraw; and thirdly, a consensual deci-
sion that a country leaves the euro.

Expulsion from the Eurozone

When the euro was created expulsion of a member
state seemed irrelevant, but the Greek debt crisis
changed that perception. In 2010 Manuel Barroso
found it necessary to clarify that: “No country can be
expelled from the Eurozone”.!® But when the crisis
escalated and the Greek government organised a ref-
erendum about the bailout programme in 2015, the
prevailing view among many policymakers in Europe
was that a no vote would imply Greece has to leave the
Eurozone. Forinstance, before the referendum Manuel
Valls, who was French Prime Minister at the time, said
that there was a “real risk” of Grexit if the Greek people
voted against the European bailout proposal.** The

8 Seeresponse by Olli Rehn, European Commissioner for Economic and

Monetary Affairs and the Euro, on behalf of the European Commission, to
question submitted by Claudio Morganti, Member of the European Parlia-
ment, 22 June 2012, http://www.europarl.europa.eu/sides/getAllAnswers.
do?reference=E-2012-004398&language=EN.

®  See message by Mario Draghi, ECB, to Claudio Morganti, Member of the
European Parliament, 6 November 2012, https://www.ecb.europa.eu/pub/
pdf/other/20121107_morganti.en.pdf.

10 See “Barroso: ‘No country can be expelled from euro zone’”, Euractiv, 19
March 2010, https://www.euractiv.com/section/eu-priorities-2020/news/
barroso-no-country-can-be-expelled-from-euro-zone/.

1 See David Revault d’Allonnes, “Face a la Gréce, Hollande joue les
équilibristes”, Le Monde, 23 June 2015, http://www.lemonde.fr/poli-
tique/article/2015/06/23/face-a-la-grece-hollande-joue-les-equili-
bristes_4659873_823448.html#fpl6DWEIZmOD1Yyo0.99.

Greek government immediately threatened to take
legal actions to avoid expulsion from the Eurozone.?

The case of Greece in 2015 demonstrates that a
currency union may need to deal with individual mem-
berstatesthat refuse to comply with commonly agreed
rules and procedures. Of course, the Greek standoff
was not just about the Greek bailout programme. The
Greek government had openly challenged the rules
and principles of the Eurozone, and particularly the
no-bail-out clause and the principle that member
states in financial difficulties can only have access to
credit from the European Stability Mechanism (ESM) if
they accept conditionality, including painful measures
to bring down the budget deficit.

There is currently no legal rule in the treaties
underlying the Eurozone stating that a country that
rejects the common rules about economic and fiscal
policy can be expelled from the common currency. It
has been suggested that the Vienna Convention on the
Law of Treaties (1969) might provide a legal basis for
expulsion. Article 62 of the Convention states that a
fundamental change in the circumstances underlying
a treaty “which was not foreseen by the parties” may
justify the suspension or termination of the treaty
under certain circumstances. But whether this may
really serve as a basis for expulsion from the Eurozone,
either generally or in the specific case of Greece, is
controversial.'®

Another potential basis for expulsion is Article 7
TFEU. Under this provision the European Council, “act-
ing by a qualified majority, may decide to suspend cer-
tain of the rights deriving from the application of the
Treaties to the Member State in question” if that state
has committed a persistent and serious breach of the
values listed in Article 2 TFEU.™ Again, whether this
provision is applicable to Eurozone membership is
controversial. More specifically, the question arises of
whether violations of the rules on fiscal and economic
policy suffice to trigger Article 7 TFEU. Dammann
(2016, p. 724-725) argues that this outcome cannot be
excluded:

“In fact, one can easily imagine scenarios where a
member state’s conduct represents a vital threat to
the functioning of the Eurozone. For example, a mem-
ber state might openly declare that it would perma-
nently disregard any rules pertaining to the Eurozone,
aswellas anyfines levied againstit and any judgments
by the Court of Justice. Depending on the circum-
stances, such open defiance, if left unpunished, might
well threaten the survival of the Eurozone.”

Next to the legal question of whether expulsion is
possible, there is a way of forcing a country to leave
under certain circumstances. In the case of Greece, the
12 See Ambrose Evans-Pritchard, “Greece threatens top court action to
block Grexit”, The Telegraph, 29 June 2015, https://www.telegraph.co.uk/
finance/economics/11707092/Greece-threatens-top-court-action-to-block-
Grexit.html.

13 Seethe discussion in Dammann (2016, p. 717).
1 Thevalues mentioned in Article 2 TFEU include “respect for human dig-

nity, freedom, democracy, equality, the rule of law and respect for human
rights, including the rights of persons belonging to minorities.”
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ECB could have stopped its emergency liquidity assis-
tance (ELA) for Greek banks. In this case the country
would have been forced to introduce its own currency
and exit from the common currency to avoid a collapse
of its banking system. The ECB did not choose to pur-
sue this course of action, but at some point, refused to
further increase the level ELA, forcing the Greek gov-
ernment to introduce capital controls. This could have
been a first step towards expulsion.

Unilateral Decision to Withdraw

As mentioned in the introduction, a country may uni-
laterally decide to leave the EU. Article 50 TFEU
requires a country to make the exit decision “in
accordance with its own constitutional requirements”
and to “notify the European Council of its intention”.
This triggers exit negotiations, but irrespective of the
outcome of these negotiations, membership ends two
years after the notification. This clause allows individ-
ual countries to leave the euro on the basis of a unilat-
eral decision.

For practical purposes, however, Article 50 TFEU
does not constitute an appropriate euro exit clause.
This is not just because Article 50 TFEU links exit from
the euro to exit from the EU. Animportantissue is that
leaving a currency union cannot be announced two
years before membership actually ends because this
would cause capital flight, increase uncertainty and
create other disruptions. Various steps would need to
be undertaken quickly after the announcement to
implement the exit decision and measures would be
required to limit the cost of exit.

An alternative and widely discussed way of leav-
ing the euro on the basis of a unilateral decision would
be to simply introduce a parallel currency.’ Again, ifa
member state were to take such a step, the rest of the
Eurozone would need to decide how to react, which
raises the expulsion issue.

Consensual Exit Decision

Another scenario for exit of a country from the Euro-
zone would be a consensual withdrawal. If there is a
consensus among all member states that one member
state should leave the euro, the European treaties can
always be amended to allow for this exit. In general,
treaty changes are difficult to achieve and time con-
suming, particularly because they need to be ratified
in the member states. There are different ways of
implementing consensual withdrawal. One option
would be to extend the special rules exempting the
United Kingdom and Denmark from the obligation to
join the Eurozone to more countries. This could be
done on acase by case basis when the need arises and
would imply that exitis permanent. Another approach
would be to introduce a general exit procedure for the

15 Foradiscussion of this option, see Sinn (2014).
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Eurozone similar to Article 50 TFEU, but with the
objective of allowing countries that leave the euro to
stay in the EU.

ECONOMIC BENEFITS AND COSTS
OF EXIT CLAUSES

What difference would it make if a new exit clause for
the Eurozone was introduced? One issue is whether it
would affect the likelihood that a country wants to
leave. The other issue is whether it would matter,
given that a country has decided to leave. Let us
assume that a country has made this decision. With-
out a euro exit clause, exit would happen on the basis
of ad hoc negotiations or through Article 50 TFEU. As
mentioned above, the latter would imply that the
country leaving the euro also leaves the EU. This is
very unlikely to be what either the exiting country or
the other EU member states want. There would be ad
hoc negotiations aimed at ensuring that the country
can stay in the EU. What would the existence of a euro
exit clause change? Theoretically such a clause could
always be renegotiated. In this case it would not mat-
ter much how the clause is designed ex ante. In prac-
tice, however, it would matter since renegotiation is
very complicated and takes a long time. In the case of
Brexit, for instance, the framework given by Article 50
TFEU isveryimportantand highly relevant. A euro exit
clause that set out a clearly defined procedure, as well
as rights and obligations of the involved parties,
would have the effect of reducing uncertainty and the
likelihood of conflict (Huysmans and Crombez 2016).
By doing so the clause would reduce the economic
cost of exit for both the exiting country*® and the coun-
tries remaining in the currency union. It would also
reduce the likelihood of the exiting country leaving
the EU too, which would further increase the eco-
nomic damage done.

In addition to reducing the overall economic cost
of exit, the clause could regulate the distribution of
exit costs. For instance, one key issue would be the
redenomination of border crossing credit contracts,
which would, in turn, influence the distribution of the
economic costs and benefits of exit. An exit clause
could even stipulate side payments: Huysmans and
Crombez (2016), for example, propose an “exit
penalty”.

The Buchanan-Faith Model of “Internal Exit”

What does economic theory have to say about exit or
secession clauses? A useful starting point for thinking
about exit or secession is the “internal exit” model by
Buchanan and Faith (1987). This model was not
designed for analysing an exit from currency unions,

1 |n principle explicit exit clauses may also make exit more costly. Article 50
TFEU implies that membership of the exiting country ends automatically two
years after notification. This probably increases the cost of exit relative to a
situation where longer negotiations are possible.
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but it includes some basic features that are useful for
our discussion.

Let us consider a group of N countries initially
forming a union. There is a publicly-provided good of a
given quality, the cost of providing the good every-
where in the union is C(N). C(N) is a concave function of
N, which means that there are increasing returns to
scale. It follows that the larger the union, the lower the
cost of providing the good per country.

Private income per country also depends on the
size of the union and is given by Y(N). The government is
financed through a non-discriminatory tax denoted by
t. The government finances the public good and distrib-
utes the difference between tax revenue and the cost of
public goods provision to a group of countries called
the sharing coalition. Assume that a group of L coun-
tries forms the sharing coalition while the other S=N-L
countries consider secession. Let us also assume that
there is no separation into a sharing coalition and the
rest in the newly-formed union. Suppose that there is
also a clause specifying that countries which leave the
union pay a transfer T, per country leaving, to the
remaining countries (or receive a transfer from the
remaining countries if T is negative). Under these
assumptions, the seceding countries should be indiffer-
ent to staying in the union and leaving if

(1-t)Y(N)=Y(S)-C(S)/S-T
which implies that the maximum tax rate compatible
with preventing secession is given by

t=1-Y(S)/Y(N)+C(S)/[SY(N)I+T/[Y(N)].

The highest possible tax rate is increasing in i) the pri-
vate income gain associated with being member of the
larger union, ii) the increase in costs associated with
providing the public good in a smaller group of coun-
tries and iii) the secession fine paid by the seceding
countries.

Implications of the Model for a Euro Exit Clause

What are the implications of the Buchanan-Faith
model for the issue of a euro exit clause? According to
the model, the role of an exit clause is primarily to pre-
vent the exploitation of individual member states. The
model also implies that countries that expect disad-
vantages from redistribution as members of the cur-
rency union should be willing to accept higher hurdles
for exit if internal institutions support hard budget
constraints and the no-bailout rule.

The Buchanan-Faith model also implies that nei-
ther exit nor redistribution is ever socially desirable.
In a currency union neither of these two assumptions
isentirely appropriate. Firstly, there may be situations
where exit from the currency union is socially desira-
ble. In the recent Eurozone crisis one of the key argu-
ments of those supporting Grexit was that Greece
needed to devaluate to regain competitiveness and
thatinternal devaluation would not work, or would be
too costly. Along the same lines one could argue that
the exit by a highly competitive country could be

desirable if that would lead to an external devaluation
for the remaining countries. Those who reject these
arguments claim that differences in competitiveness
can and should be addressed by the internal revalua-
tion of the more competitive countries. There may,
however, be scenarios whereby this internal revalua-
tion is simply too costly.

Similarly, it may not be redistribution but insur-
ance, namely ex post redistribution, that has a role to
playinacurrency union. Thereis aninherentinstability
in currency unions related to the fact that member
state governments do not have access to a central bank
as lender of last resort. This makes highly-indebted
countries and banks vulnerable to run situations.

One solution to this issue is that both countries
and banks maintain sufficient buffers so that runs do
not occur, not even in economic crises. Unfortunately,
many of the Eurozone member states have accumu-
lated high levels of public debt, which are far higher
than the debt limit of 60% of GDP stipulated in the
Treaty of Maastricht. This implies that these countries
will be vulnerable to runs, at least for the foreseeable
future. This means that the Eurozone needs something
like a lender of last resort. The ESM currently plays this
role. Through the Outright Monetary Transactions
(OMT) programme the ECB has also positioned itself as
a lender of last resort, which is a controversial part of
its crisis management.

The issue of vulnerability to runs is directly
related to the exit issue. If a member state is seen as a
candidate for exit, this gives rise to uncertainty and
increases risk premia. In extreme cases launching a
debate over an exit may even trigger a run, which
could inturnincrease the pressure on a member state
to leave. If the existence of an exit clause increases the
likelihood of exit compared to a situation without
such a clause, there may be a cost in terms of higher
economic uncertainty or a lack of commitment (Bor-
dignon and Brusco 2001), which will be reflected in
higher risk premia.

Taken together these considerations suggest that
an exit clause should achieve two objectives. Firstly,
it should be acceptable for countries that are worried
they may lose out through redistribution or bailout
pressures. This requires low hurdles for exit unless
other institutions credibly guarantee limits on redis-
tribution, hard budget constraints and no-bailout.
Secondly, the exit rule should not create uncertainty
by undermining commitment to remaining in the cur-
rency union. This requires high hurdles or even (finan-
cial) exit penalties, as suggested by Huysmans and
Crombez (2016). Incentivesto leave should be avoided.
This trade-off highlights the role of internal institu-
tions, which guarantee a hard budget constraint and
no bailout. If these institutions are credible, it should
be possible to reach a consensus on exit clauses with
high hurdles, where the cost of exit is primarily borne
by the country leaving the union, or at least financial
incentives to leave are avoided.
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Content of an Optimal Euro Exit Clause

How should an exit clause be designed beyond the
general principles described in the preceding section?
The first question is who should be allowed to trigger
an exit. As explained in the preceding section, a cur-
rency union requires a high degree of commitment
from its members to avoid unnecessary uncertainty
and financial fragility. This suggests that there should
be high hurdles to Eurozone exit. However, since the
Eurozone consists of ultimately sovereign states, a
country will always be able to withdraw from the euro
and introduce its own currency. Therefore, a euro exit
clause should follow Article 50 TFEU in stating that
member states can decide to withdraw according to
their own constitutional requirements. Things are
different when it comes to the expulsion of a member
state. Here high procedural hurdles like those of Arti-
cle 7 TFEU would be appropriate.

Clearly a euro exit clause should allow mem-
ber states to remain in the EU. Since the EU treaties
require all member states (with the exception of the
UK and Denmark) to join the euro when they are ready
to do so, euro exit would by definition mean a tempo-
rary exit. Of course, if a country really leaves the euro,
re-introducing it will be practically off the agenda for
at least a couple of years.

One important difference compared to Article
50 TFEU is that there can hardly be a two-year delay
between the decision or the announcement to leave
and the actual leaving date. Capital controls would
havetobeintroducedimmediately aftertheannounce-
ment in order to prevent capital flight either into or
out of the country leaving the currency union. An exit
clause should also include provisions regarding the
financial arrangements. As explained above, finan-
cial incentives to leave should be avoided. Firstly, the
national central bank needs to be disentangled from
the European System of Central Banks. Secondly,
redenomination of private contracts is necessary.
These are hugely complex tasks and avoiding finan-
cial incentives to exit raises the prospect of some par-
ticularly unpleasant trade-offs. Forinstance, if a Euro-
pean system of deposit insurance is introduced in the
future, will deposits in a country that leaves the euro
still be covered in euros? If so, a financial incentive to
leave is created for countries with weak national cur-
rencies. If not, bank runs may occurif theredenomina-
tion risk grows. The whole point of introducing a com-
mon system of deposit insurance in the Eurozone is
to prevent such runs. Another financial incentive that
should be avoided is the accumulation of high levels
of debt, which can be written down after exit. This sug-
gests that unsecured debts, and particularly today’s
very high TARGET balances, are a potential source of
destabilisation for the currency union (Sinn 2014).
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CONCLUSIONS

The current debate over Eurozone reform offers an
opportunity to consider the introduction of a euro exit
clause. The current setup, whereby the only available
exit clause would force a country that wants to leave
the euro to leave the EU (Article 50 TFEU), is problem-
atic. One reason why the member state governments
and European institutions are sidestepping this debate
is the concern that starting it could be perceived as sig-
nal that the Eurozone wants to expel a given member
state, or that a member state wants to leave.!” It is cor-
rect that introducing an exit clause for the Eurozone
would be costly if it increased the likelihood that exit
occurs. But whether it would have that effect depends
on the design of the clause. At the same time, the risks
of avoiding the debate about a euro exit clause are con-
siderable. Firstly, if a country should want to leave, the
cost to all member states, including the cost of poten-
tial conflict, will probably be much higher than neces-
sary. Secondly, current developments, and particularly
the accumulation of large imbalances including the
TARGET balances, can create undesirable financial
incentives for individual countries to leave the euro.
Thirdly, countries considering entry to the Eurozone,
and especially high-income countries like Sweden, may
be more likely to join if an exit clause is available as a
safeguard against undesirable redistribution within
the currency union.

REFERENCES

Bordignon, M. and S. Brusco (2001), “Optimal Secession Rules”, Euro-
pean Economic Review 45 (10), 1811-1834.

Buchanan, J. M. and R. L. Faith (1987), “Secession and the Limits of Tax-
ation: Toward a Theory of Internal Exit”, American Economic Review 77
(5),1023-1031.

Dammann, J. (2016), “Paradise Lost: Can the European Union Expel
Countries from the Eurozone?”, Vanderbilt Journal of Transnational Law
47 (2), 693-74T.

Duff, A. (2016), VerfBlog 2016/7/04: Everything you need to know about
Article 50 (but were afraid to ask), https://verfassungsblog.de/
brexit-article-50-duff/.

European Convention (2003), Draft Treaty establishing a Constitution for
Europe, Brussels, 18 July 2003, CONV 850/03.

Hirschman, A. 0. (1970), Exit, Voice, and Loyalty: Responses to Decline in
Firms, Organisations and States, Cambridge (Mass.).

Huysmans, M. and C. Crombez (2016), “l am leaving EU: the political
economy of exit clauses”, Discussion paper, Dec 16, 2016.

Huysmans, M. (2017), “Heterogeneity, Vetoes and Exit Clauses in Fed-
eral Systems”, Unpublished Manuscript, KU Leuven.

Rijksoverheid (2013), Beantwoording verzoek Kamer om brief over
uittreding eurozone: Minister-president Rutte en minister Dijsselbloem
reageren op een verzoek van de Tweede Kamer om een brief over
uittreding uit de eurozone, https://www.rijksoverheid.nl/documenten/
kamerstukken/2013/01/31/beantwoording-verzoek-kamer-om-brief-
over-uittreding-eurozone.

Scott, H. S. (2012), “When the Euro Falls Apart - A Sequel”, Harvard Law
School Public Law & Legal Theory Working Paper Series Paper No. 12-16.

Sinn, H. (2014), The Euro Trap. Ob Bursting Bubbles, Budgets, and Beliefs,
Oxford University Press.

" |n the context of the current political uncertainty about the positions of

Italy’s new government regarding the Eurozone this is understandable.

ifo DICE Report 3/2018 September Volume 16



Costas Lapavitsas
The Redenomination Risk of
Eurozone Exit for Greece

THE PERSISTENT SPECTRE OF EMU* EXIT

The prospect of currency redenomination emerged in
the course of the Eurozone crisis and the most likely
candidate was Greece as it confronted the prospect of
exit in the midst of a tremendous depression in 2010-
2013.2Aform of stability has since returned to the Greek
economy, but growth has been practically non-existent
and there is no realistic prospect of rapid acceleration.
The option of exit also emerged at the margins of policy
debate for other peripheral countries. Despite the
recentrecovery of the Eurozone, the longer-term viabil-
ity of the common currency remains highly uncertain,
and the prospect of exit for both peripheral and core
countries has to be calmly analysed.

An important aspect of exit is currency redenom-
ination followed by depreciation or appreciation. Its
implications can be thought of as a “balance sheet
effect” altering the wealth of economic agents and
giving rise to “redenomination risk”. This risk is esti-
mated below for Greece. The method followed and the
conclusions drawn are also applicable to other EMU
countries.?

REDENOMINATION RISK

The basic steps of exiting the EMU and reintroducing a
new currency have been discussed elsewhere.* For our
purposes, the trigger of an exit would probably be an
Act of the Greek Parliament reasserting monetary sov-
ereignty and redefining the unit of account under the

EMU stands for the Economic and Monetary Union of the European Union.
The literature on the Eurozone and the Greek crisis is extensive and much of
itis not directly relevant to our purposes. For the theoretical and empirical ana-
lysis that supports this paper, see Lapavitsas, Mariolis, and Gavrielidis (2017).

®  The estimation and discussion are a condensed form of Lapavitsas (2018).
See, forinstance, Flassbeck and Lapavitsas (2015).

2

a

Table 2

FORUM

Lex Monetae. The legal tender of the country would
become the New Drachma, replacing the euro.

Itis sufficient to assume that the Greek state would
declare an obligatory rate of conversion of the new for
the old legal tender at 1:1 EUR/GRD.® Conversion would
apply to contracts falling under Greek law, but not to
others. Unfortunately, the grey area between the two is
substantial, and thus persistent litigation could be
expected for a long time after the currency switch. It is
probable, for instance, that the bulk of wage and salary
contracts would fall under Greek law, but financial
assets would generally be under both Greek and for-
eign law, as would be financial liabilities. Thus, a pro-
portion of both assets and liabilities would be impossi-
ble to convert and would remain in euro. This is the
source of the redenomination risk, arising in particular
as the New Drachma is likely to depreciate.

The basic method for estimating the redenomina-
tion risk has been proposed by Nordvig and Firoozye
(2012) and Nordvig (2014). For our purposes, it has been

Table 1
Redenomination Risk

Assets Liabilities
Under Greek Lex Monetae Under Greek Lex Monetae
Remaining in euro: A Remaining in euro: L

Net Relevant Position: A- L

further developed by Durand and Villemot (2016).
Moreover, important methodological insights can be
obtained from Minenna et al. (2017), particularly with
reference to Italian public debt. In this paper, the risk is
estimated by identifying and summing up balance
sheet entries that are not expected to fall under Greek
law, thus remainingin euro on both the liability and the
assetside. The difference of remaining Assets (A) minus
remaining Liabilities (L) defines the Net Relevant Posi-
tion, whichis a measure of the net wealth at risk in case
of redenomination. A positive Net Relevant Position
implies gains in case of depreciation.

For the case of Greece, the risk was estimated by
splitting the economy into the public sector, the private
(non-bank) sector, the banking sector and the Bank of
Greece. The financial accounts of each sector were

5 Therate could also vary for different classes of assets if redistribution of

wealth was a government objective.

Net Relevant Position of the Greek Public Sector, December 2016, Millions (EUR)

ASSETS LIABILITIES
Portfolio and Other Investments 2,241.00 From Loans
Financial Support Mechanism 227,660.49
Total Loans 239,879.33
From Bonds
Total Bonds 29,673.59
Total 2,241.00 Total 269,552.92
Net Relevant Position -267,311.92

Source: Constructed from data from the Greek Public Debt Management Agency: http://www.pdma.gr/attachments/article/37/Bulletin%20No_84.pdf.
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Table 3

Net Relevant Position of the Greek Private (Non-Banking) Sector, Q3 2016, Millions (EUR)

ASSETS

LIABILITIES

Portfolio and Other Investment 63,406
Of which Currency and Deposits 52,206

Net Relevant Position

Portfolio and Other Investment 24,768

38,638

Source: Constructed from BoG, International Investment Position, Quarterly Data, available at:
http://www.bankofgreece.gr/Pages/en/Statistics/externalsector/international.aspx.

examined for the third and fourth quarter of 2016 to
establish the net relevant position.

Public Sector

The Greek public sector has by far the largest liability
exposure to non-Greek law. A highly simplified picture
isshown in Table 2.

The strongly negative position of the Greek public
sector is entirely due to the bail-out policies whereby
the governing law of the vast bulk of Greek public debt
was systematically switched from Greek to foreign law.
There is no doubt that in the event of EMU exit, the
Greek government would have to declare default.

Private (Non-Banking) Sector

Since there is no aggregated balance sheet for the pri-
vate (non-banking) sector, the redenomination risk
was estimated by deploying data from the Greek inter-
national investment position, as is shown in Table 3.

The limited exposure of the Greek private sector to
international financial markets, together with the rela-
tively large amount of currency and deposits held by
the private sectorimply that the net relevant position is
actually substantially positive. Thisis a large buffer that
would protect the private sector from the shock of
redenomination, but its effectiveness would also
depend on its distribution among households, enter-
prises and other institutions. The available data is not
detailed enough to estimate the distribution.

Table 4

Banking Sector

A highly simplified picture of the net relevant position
of the Greek banking sector is given in Table 4.

The great bulk of Greek bank assets comprises
domestic loans, although banks also hold a substantial
volume of non-domestic securities, most of which were
probably issued by official lending institutions to
replace Greek government bonds at the time of private
sector involvement (PSI) in 2011-2012. Similarly, most
bank liabilities are owed to domestic agents, typically
private deposits and liabilities to the BoG. The latter
obviously relates to the huge provision of liquidity to
Greek banks throughout the crisis, which is discussed
in greater detail below in connection with the BoG. The
low exposure of the Greek banking sector to interna-
tional markets and the relatively high holdings of bonds
that cannot be redenominated, entail a large positive
net relevant position.

Bank of Greece (BoG)

The most complex problems are posed by the BoG. The
liquidity provided by the BoG to Greek banks has been
ultimately supplied by the Eurosystem, to which the
BoG has become heavily indebted. The basic mecha-
nism was TARGET2, the importance of which is consid-
ered below. A highly simplified picture of the BoG’s net
relevant position is shown in Table 5.

The asset side of the balance sheet of the BoG con-
tains non-domestic securities worth roughly EUR 53

Net Relevant Position of the Greek Banking Sector, December 2016, Millions (EUR)

ASSETS LIABILITIES
Cash 1,754 Liabilities to MFIs other euro area 10,157
Claims on MFIs other euro area 3,428 Liabilities to MFIs other countries 13,606
Claims on MFIs other countries 13,412 Securitisation Liabilities 17,246
Securities other euro area 32,764 Financial derivatives 4,424
Securities other countries 18,352
Shares other euro area 2,193
Shares other countries 2,907
Financial derivatives 3,236
Total 78,046 Total 45,433

Net Relevant Position

32,613

Source: Constructed from BoG, Aggregated Balance Sheet of MFIs excluding the BoG,
available at: http://www.bankofgreece.gr/Pages/en/Statistics/monetary/nxi.aspx.
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Table 5

Net Relevant Position of the Bank of Greece, December 2016,

FORUM

Millions (EUR)

ASSETS LIABILITIES
Securities, Other Euro Area 36,784 Liabilities to MFlIs, Other Euro Area 72,257
Securities, Other Countries 16,494
Total 53,278 Total 72,257
Net Relevant Position, if TARGET2 could not be redenominated -18,979
Net Relevant Position, if TARGET2 could be redenominated 53,278

Source: Constructed from BoG, Balance Sheet of the BoG,available at: http://www.bankofgreece.gr/Pages/en/Statistics/monetary/nxi.aspx.

billion, which it would not be possible to redenominate.
This part of the balance sheet of the BoG appears to be
linked to monetary policy operations conducted by the
ECB and the Eurosystem, and has grown systematically
since 2013. On the liability side, the most significant
element for our purposes is other euro area and other
country liabilities, which total roughly 72 billion euros
and include the TARGET2 exposure of the Greek central
bank. The legal status of that borrowing is far from
clear.

Overall, the net relevant position of the BoG
appears surprisingly robust, firstly, due to the large vol-
ume of foreign bonds held; and secondly, because the
legal status of TARGET2 liabilities is unclear and
requires detailed consideration.

TARGET2 AND THE ACQUISITION OF FOREIGN
SECURITIES BY THE BoG

Large scale acquisition of other euro area and other
country securities by the BoG began towards the end of
in 2013 and accelerated sharply after the summer of
2015. It appears to have been related to the monetary
policies of the ECB, and above all to quantitative
easing.

Further insight could be gained by considering the
BoG’s borrowing from the Eurosystem relative to its
own lending to Greek banks in Figure 1.

Figure 1

Key BoG Assets and Liabilities

BoG liabilities to other euro MFls plus remaining liabilities compared to claims to domestic MFIs

Liquidity provision by the BoG to Greek banks was
almost perfectly matched by the BoG’s borrowing from
the Eurosystem. The latter comprises primarily of TAR-
GET2, plus the remaining liabilities of the BoG, which
largely include additional banknotes hoarded by the
Greek public, which are the liability of the Eurosystem.
The fit, however, became less perfect after the summer
of 2015, as the liabilities of the BoG to the Euro area
began to exceed its provision of liquidity to Greek
banks. The gap between the two curves reflects the
substantial foreign bond accumulation by the BoG.

Thus, a large volume of bonds that would not be
redenominated in case of Greek exit from the EMU cor-
responds to the liabilities of the BOG that include TAR-
GET2. The question that arises is: what would be the
status of TARGET2 liabilities in case of redenomination?
There has been a lively academic and public debate
over TARGET2 since the outbreak of the crisis, as claims
and liabilities within the system reached 1 trillion euros
in 2016-2017.6 While the EMU continues to exist, TAR-
GET2 assets and liabilities are merely clearing entries
among central banks of little significance within the
Eurosystem. What would happen, however, if a country
exited?

TARGET2 operates on a single technical platform,
but is legally structured as a multiplicity of systems.”
Each NCB owns its TARGET2 component and operates
it under national law. The TARGET2 components of
individual central banks
encompass the payment
module and the dedicated
cash accounts on their books.

——Other euro MFI plus remaining
—Domestic MFI claims

Million euro

The ECB also owns its own
TARGET2 component and

180.000

160.000

operates it under German

law. Each TARGET2 compo-

140.000 : ” A
120.000

nent is designated under the
//X\ relevant national legislation

o\

implementing the settlement

100.000 M \\
80.000

finality directive (98/26/EC).

6

See Sinn and Wollmershéauser (2012),
Whelan (2012), Buiter and Rahbari (2012)

and Ceccheti, McCauley and McGuire
(2012). See also Tuori (2016).

60.000 /
40.000 ﬁgm@ﬂ '&
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7 See Decision of the European Cen-
tral Bank, 24 July 2007, creating TAR-
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Source: Balance Sheet of the BoG.

2014 2015 2016 GET2 (ECB/2007/7), available at htt-

ps://www.ecb.europa.eu/ecb/legal/
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However, the net positions of the payment modules
operated by NCBs are settled at the ECB payment mod-
ule accounts that NCBs hold with the ECB. The ECB
holds assets for each net debtor liability of NCBs and
vice-versa. Settlements of NCBs with the ECB consti-
tute a bilateral relation between NCBs and the ECB, as
part of TARGET2-ECB. This makes it quite clear that
such relations would be governed by German Law.
Should an NCB default on its obligations under TAR-
GET2tothe ECB, there would be a process of mobilising
collateral subsequent to which the ECB would actually
recognise a loss and write it off as a bad debt. The ECB
would then call on its shareholders, i.e., the remaining
NCBs of the Eurozone to participate in the loss accord-
ing to their shares in the ECB’s capital.

However, neither the German Banking Act, nor
European or national laws mention the possibility of
the Eurozone break-up, nor do they specify the proce-
dure for redenominating claims and liabilities relating
to the ECB. The texts refer solely to default. In the case
of a break-up and redenomination, it is arguable that
no technical default of a national central bank would
actually take place, and thus the provisions for deal-
ing with disputes within the Eurosystem framework
would not be pertinent. In that case the national Lex
Monetae could be applicable to NCBs liabilities with
the ECB. It is thus conceivable that, if the BoG stopped
being part of the ECB and Greece changed its national
legal tender, the BoG’s TARGET?2 liabilities would not
be governed by German law, leaving open the option
of redenomination.

To conclude, the redenomination risk of Greece’s
exit from the EMU would be relatively modest as long as
the country was prepared to confront the prospect of
unavoidable state default. Indeed, from the perspec-
tive of the private economy, the “balance sheet effect”
of exit is likely to be positive, though its distribution
across the non-financial and the banking sectors is
likely to be uneven, and hence some agents would be
adversely affected. The more unpredictable and com-
plex part of the redenomination risk refers to the BoG.
Its TARGET?2 liabilities have a complex and unclear sta-
tus, while its assets include substantial volumes of for-
eign securities. It is conceivable that even for the BoG,
the net relevant position might be positive.
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Phoebus L. Athanassiou®
T2 Balances:
A Legal Perspective

INTRODUCTION

European developments in the spring of 2018 have
rekindled public interest in T2 balances. The debate is
not new: the issue of T2 balances first came up at the
height of Europe’s sovereign debt crisis, and it has
resurfaced since periodically, at times of heightened
tension. Critics have argued that T2 balances resemble
covert transfers (loans) from the national central banks
(NCBs) of the euro area core to Member States (MS) in
distress, without settlement terms or collateral, and
with no legal or other democratic legitimation.?

This paper explores the risks of T2 balances for the
ECB and the T2-participating NCBs, and seeks to shed
light on the legal parameters of the debate. The latter
have largely been neglected in the extant literature,
whose main focus has been on the accounting and eco-
nomic aspects of T2 balances.?

T2 BALANCES: NATURE AND RISKS
Introductory Remarks

In line with its statutory task of promoting the smooth
operation of payment systems in the EU, the ECB and
the NCBs own and operate the ‘Trans-European Auto-
mated Real-time Gross Settlement Express Transfer
System’ (T2), the second generation of the interbank
payment system for the real-time settlement, in central
bank money, of cross-border payments in euros.
Despite its technically centralised structure, T2 is
legally decentralised, with the ECB and each participat-
ing/connected NCB operating its own T2 component.
The consolidated Eurosystem balance sheet (of
which T2 balances are a component) consists, on the
liability side, of banknotes, and of the deposit accounts

: ECB Legal Services. The views expressed here are purely personal, and

they do not necessarily represent those of the ECB or the Eurosystem. The
author is grateful to Yves Mersch and Ulrich Bindseil for his comments of an
earlier draft of this paper. All remaining errors are those of the author who is
solely responsible for the contents of this paper..

2 See H-W Sinn, ‘The ECB’s Stealth Bailout’ (VoxEU.org, 1 June 2011); C.
Fahrholz and A. Freytag, ‘Whither the TARGET2 System?’ (2011) 57 (1) Applied
Economics Quarterly, pp. 15-25; H-W Sinn, ‘ifo Viewpoint No. 139: The Logic
of the Target Trap’ (CESifo Group, 30 November 2012); S. Homburg, ‘Notes on
the TARGET2 dispute’ (CESifo Forum, 2012), pp. 50-54; H-W Sinn and T. Woll-
mershauser, ‘Target loans, current account balances and capital flows: the
ECB’s rescue facility’ (2012) 19 International Tax Public Finance, pp. 468-508;
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(City University online, 2018).
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of financial counterparties with the NCBs. On the asset
side, the consolidated Eurosystem balance sheet con-
sists of gold, foreign reserves, loans to financial coun-
terparties and debt instruments purchased by the ECB
and the NCBs.

T2 balances appear on the asset side of the
Eurosystem’s consolidated balance sheet, and the ECB
has defined them as ‘the claims and liabilities of euro
area NCBs vis-a-vis the ECB that result from cross-bor-
der payments settled in central bank money’* The
NCBs’ T2 balances mirror the cross-border fund trans-
fers that T2-participating commercial banks routinely
engagein, either for their own operations or on account
of their customers. All of those operations generate
payment flows processed through T2. At the end of
each business day, all of the NCBs’ intraday positions
are aggregated and netted-out before being trans-
ferred to the ECB, resulting in a single intra-Eurosystem
NCB position on the ECB alone, in whose books the
NCBs’ positions balance-out, adding up to zero.®

Although they may resemble national balances of
payments, T2 balances are mere reflections of cross
border monetary policy-related or private sector capi-
talflows within the single currency area, the accounting
treatment of which mirrors the decentralised nature of
T2 as a multiplicity of systems.® Significantly, the T2
positions of the NCBs on the ECB are not constitutive
of the cross-border trade imbalances they mirror, nor
is it the mission of T2 to redress them (its mission is
the real-time settlement of cross-border transfers in
euros).

T2 Balances and their Risks

To analyse the risks, real or perceived, that T2 balances
may generate for the ECB and the NCBs, it is possible to
distinguish between T2 balances resulting from ‘genu-
ine’ cross-border payments, and ‘capital flight’ (or ‘cri-
sis avoidance-motivated’) transactions. This distinc-
tion is, arguably, artificial, as T2 will book and process
all transactions in exactly the same way. However, it
can help to shed some light on the reasons underlying
the concerns hitherto expressed over the build-up of T2
balances.

Risks of Genuine Cross-Border Payments

‘Genuine’ cross-border T2 payments are those that aim
to enable economic actors in one MS to discharge their
financial obligations vis-a-vis economic actors in
another MS. As mentioned above, at the end of each T2
business day cross border payment transactions may
leave the NCB of MS A with an intra-Eurosystem ‘liabil-
4 ECB, ‘TARGET balances and the asset purchase programme’ (Monthly
Bulletin, July 2016).

5 TARGET2 Guideline, Article 6(2).

6 Also see D. Wilsher, ‘The Legal Mandate of the ECB and the Economic
crisis’ in Barnard, Llorens, Gehring and Schiitze (eds), The Cambridge Year-
book of European Legal Studies (Vol. 15, Hart Publishing 2013), pp. 503-536;

and K. Whelan, ‘TARGET2 and Central Bank Balance Sheets’ (2012) UCD Cent-
re for Economic Research Working Paper Series, WP 12/29, p. 26).
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ity’ to the ECB and the NCB of MS B with an intra-Eu-
rosystem ‘claim’ on the ECB. Both the claim and the
liability contribute to the respective NCBs’ T2 balances.
Crucially, however, no direct asset transfers take place
between the two NCBs: T2 will merely provide them
with an accounting credit or debit, in the form of a posi-
tion on the ECB, but with no assets to back the creditor
NCB’s claim.”

To speak of an NCB ‘risk’ in the context of genuine
cross-border transactions merely because the latter
will leave the NCB of the funds’ recipient with an
accounting claim on the ECB is to disregard the particu-
larities of cross-border fund transfers within the frame-
work of the Eurosystem’s decentralised monetary pol-
icy implementation structure. In a fully centralised
system, cross-border payment flows would not give
rise to intra-system ‘claims’ and ‘liabilities” had the
ECB provided liquidity directly to counterparties, no T2
balances would have arisen.® Besides, to the extent
that ‘risks’ may arise, these are unrelated to the opera-
tion of T2. Two sources of risk can be identified: the risk
of default of the importer/its commercial bank before a
fundtransferhasbeenconcluded,butafterthe exporter
has parted company with the export goods/services;
and therisk of default of acommercial bank on the debt
it may have incurred to its NCB in order to finance a
cross-border fund transfer. The first risk is not attribut-
ableto T2 (itis, instead, part and parcel of all economic
activity). The second risk, which is more relevant to our
discussion as it accrues to the Eurosystem, can be
traced back to a regular liquidity-providing operation
between an NCB and its domestic counterparties (it
arises, in other words, in the context of a monetary pol-
icy operation unrelated to T2). The risk of an undefined
‘default’ of the NCB of a net-importing MS on its ‘debt’
to the NCB of a net-exporting MS (and, ultimately, the
ECB), is explored below.

Risks of Crisis Avoidance-Motivated Transactions

Similar considerations apply to what we refer to in this
paper as crisis avoidance-motivated transactions. A
crisis avoidance-motivated transactionisone where an
accountholderwithacommercialbankin MSAinstructs
her bank to transfer funds to an account she holds in
MS B, not in order to discharge a genuine financial obli-
gation, but in anticipation of a sovereign default epi-
sode, followed by the euro area exit of her MS of origin,
with an impact on the currency of denomination of her
deposits, and/or her ability to freely dispose of them.

7 In the Federal Reserve Bank System, assets move from one Reserve

Bank to another. However, the ‘[Flederal Reserve Districts do not correspond
to national, or even state borders’ (see A. L. Wolman, ‘Federal Reserve Inter-
district Settlement’, Richmond FRB Economic Quarterly, (2013) 99 (2), pp.
117-141, at p. 128).

8 ‘If the euro area had only a single central bank, all transaction partici-
pants would hold their accounts at the central bank, where all transactions
would sum to zero’ (C. Jobst, R. Holzfeind and M. Handig, ‘Understanding
TARGET2: The Eurosystem’s payment system from an economic and balance
sheet perspective’ (Monetary Policy & The Economy (Oesterreichische Natio-
nalbank), 2012), pp. 81-91 (Jobst et al., 2012), at p. 84).
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The mechanics of crisis avoidance-motivated fund
transferswill not differ from those of genuine cross-bor-
der transactions (T2 will process both in the same way),
nor will they change the net asset positions of any insti-
tution other than that of those commercial banks
where the relevant accounts are held. What may (but
need not) differ is the way in which these transactions
are funded: where funds move from one MS to another
dueto deposit flight driven by a crisis in confidence, the
magnitude and concentration in time of fund transfers
may be such that commercial banks could not satisfy
demand for deposit withdrawals without resorting, for
liquidity, to their NCB.

No less importantly, these types of transfers will
generate no greater risks for the NCBs involved in them
than genuine cross-border transactions. The commer-
cial bank of the account holder of our example will have
to provide collateral to its home NCB before the latter
can extend to it the loan(s) necessary to satisfy deposit
withdrawal demands. Should the borrowing commer-
cial bank default, any loss suffered by its NCB will,
therefore, be traceable to a Eurosystem credit opera-
tion, not T2. While this type of transaction may well
lead to the ‘creation of money’, this will invariably be
against adequate collateral, as per the second indent of
Article 18(1) of the Statute of the ESCB and of the ECB
(‘the Statute’). Given that the attendant creation of
money cannot be imputed to the payment system, it is
unclear why the processing of cross border money
transfers involving funds created through the regular
money-creation process turns T2 into a ‘covert’ mon-
ey-creation mechanism, as some have argued.

Other Remarks

There is a third type of transaction that impacts the
NCBs’ T2 balances: transactions relevant to the pur-
chase on the secondary market, by the ECB and the
NCBs, of securities under the various Eurosystem asset
purchase programmes. Although asset purchase pro-
grammes have led to a significant rise in cross-border
payments by purchasing NCBs (and, by implication, to
a correspondingincrease in T2 balances), the effects of
asset purchases on T2 balances are largely shaped by
how the NCBs’ counterparties to those purchases are
connected to T2. Credit institutions domiciled outside
the euro area tend to participate in T2 via just a handful
of NCBs: the T2 claims of those NCBs will inevitably
increase whenever other NCBs purchase securities
from non-euro area commercial banks that have cho-
sen to connect, through them, to T2.° It follows that,
just as the NCBs of net exporting nations will have a
higher share of the total T2 positions on the ECB for no
reason other than the direction of economic flows in
the euro area, so will the NCBs of euro area MSs used by

9 See S. Fiedler, S. Kooths and U. Stolzenburg, ‘TARGET (im-)balances
atrecord level: Should we worry?’ (European Parliament, Committee on Eco-
nomic and Monetary Affairs, November 2017), especially p. 11; and Deutsche
Bundesbank, ‘Monthly Report’ (March 2016).

non-euro area commercial banks to connect to T2
account for a larger share of the total T2 positions aris-
ing from the purchase of securities under the Eurosys-
tem asset purchase programmes. Short of disconnect-
ing those non-euro area commercial banks from the T2
components of certain NCBs, and of diverting traffic to
the NCBs of other MSs (those of the T2 debit countries),
itis difficult to see how an increase in the T2 positions
of certain NCBs can be arrested. Be that as it may, the
increase in the T2 claims of certain NCBs since the
launch of the Eurosystem purchase programmes need
not be symptomatic of increased stress, nor a sign of
market fragmentation, nor is it necessarily an indicator
of imbalances that could affect a country’s macroeco-
nomic fundamentals as with the two other types of
transactions covered above:!° it may instead be the
product of objective circumstances, such as the higher
counterparty demand for the services of certain NCBs.

DEBTOR NCB DEFAULT ON ITS T2 LIABILITIES: A
LEGAL ASSESSMENT

Introductory Remarks

Let us for one moment imagine that a debtor NCB were
to withdraw from T2: could this NCB default on its T2
‘debt’; and what would the legal consequences of its
default be?

Someintroductory remarks are apposite. Although
the causes and potential implications of T2 imbalances
have been extensively debated, the argument has not
been made thatthe ECBwasin breach ofits mandatein
allowing T2 imbalances to develop. As mentioned
above, T2 balances merely reflect the free cross-border
movement of capital, which is neither linear nor evenly
balanced. Short of suspending free trade and the
T2-processed capital transfers necessary for its financ-
ing, or of a reversion to the gold standard, it is difficult
to see what the alternative is to the constant shifting of
T2 balances; or how a decentralised payment system,
such as T2, could work any differently and still preserve
the unity of the single currency area. * Besides, the
risks that some associate with T2 balances could only
materialise in one of two scenarios: a change in the
composition of the euro area, resulting in a change in

10 ‘[UIntil the beginning of the financial crisis in 2007, hardly any imbalan-

ces appeared in the system, since the current account deficits (and surpluses)
of the different euro area Member States were balanced by cross-border
private sector lending. This balancing dried out during the financial crisis,
with the imbalances being aggravated by capital flight from the peripheral
countries’ (C. Herrmann, ‘Legal Aspects of the European Sovereign Debt Cri-
sis’ (2013) 41 Hitotsubashi Journal of Law and Politics, pp. 25-40 (Herrmann,
2013), p. 34).

1 ‘Any attempt to cap [TARGET2 balances] would risk disruption of the
EMU. These balances need to be resolved, but in a fashion that safeguards
the integrity of the EMU’ (A. Aslund, ‘Why a Breakup of the Euro Area Must

Be Avoided: Lessons from Previous Breakups’ (2012) Peterson Institute for
International Economics, Policy Brief, pp. 12-20). It has similarly been argued
that, ‘a limitation of TARGET2 positions would call into question the mone-
tary union. Aregular settlement has the same effect as a limitation and would
basically transform the monetary union into a system of fixed exchange rates
... (U. Bindseil, P. Cour-Thimann and P. Kénig, ‘Target2 and Cross-border
Interbank Payments during the Financial Crisis’ (2012) 13 CESifo Forum, pp.
83-92, p. 84).
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the composition of T2 (scenario 1) or a complete
break-up of the euro area (scenario 2). Leaving aside,
for a moment, scenario 2 (to which we shall revert), itis
submitted that scenario 1 is questionable legally, and
unlikely practically.

To start with, euro adoption is both legally binding
and irreversible,'? with the irreversibility of euro area
participation rendering a scenario in which an NCB
would ever find itself confronted with a choice between
remaining in, or exiting from, T2 highly improbable.
Secondly, as euro area participation is not a condition
precedent for an NCB’s T2 participation, a MS exit from
the euro area would have no impact on its NCB’s eligi-
bility for T2 participation (even if on a different legal
basis).!® Legal considerations aside, it is unclear why a
withdrawing MS NCB would decide to cut itself and its
constituency out of T2 and, simultaneously, default on
its ‘debt’ in a euro area exit scenario. A MS exit from the
euro area would trigger a crisis, not least in the with-
drawing MS itself: it is not obvious why, at a time of cri-
sis, when commercial banks and other financial actors
inthe withdrawing MS would desperately need to main-
tain access to the payment system, their central bank
would opt to withdraw from T2. Another practical argu-
ment against T2 exit is this: a MS euro area exit would
be accompanied by the issuance of a new currency, in
which (some of) its outstanding debt would be rede-
nominated. Because this currency would, in all proba-
bility, be devalued vis-a-vis the euro, repayment of the
withdrawing NCB’s accumulated T2 liabilities (assum-
ing any such obligation to exist in the first place) would
represent a challenge infinitely greater to the servicing
of its T2 positions.**

Without prejudice to the foregoing considerations
we endeavour to assess, below, the legal parameters of
the eventual exit of an NCB from T2 accompanied by a
default on its T2 liabilities.

Are T2 Balances a Form of Debt on which Default
is Possible?

As explained earlier, T2 balances record the pattern of
cross-border, monetary policy-related or private sec-
tor bank payments, and reflect the Eurosystem’s
decentralised modus operandi, as well as the euro
area’s financial structure, whereby banks attracting
more liquidity holdings are located in some jurisdic-
tions, but not in others.®

The NCBs’ T2 positions on the ECB do not ostensi-
bly take the form of loans: thereis no loan agreementin
place, the ‘debts’ that the NCBs incur vis-a-vis the ECB
are not backed by collateral (although the underlying
transfers themselves may well be collateralised), and

12 See P. Athanassiou, ‘Withdrawal and expulsion from the EU and EMU:
some reflections’ (2009) ECB Legal Working Paper Series, No.10.

13 TARGET2 Guideline, Article 4.

1 TARGET2 balances held overnight are remunerated at the interest
rate applicable to main refinancing operations (debtor NCBs are to pay while
creditor NCBs are to receive interest).

15 Seetheresponse of the President of the ECB to MEP Werner Langen,
available at the ECB’s website.
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there are no repayment terms as one would have
expected of genuine ‘debts’. Besides, to the extent that
T2 balances represent claims, these are not only those
of the creditor NCBs, but of all NCBs jointly, as monop-
olistic (co-)issuers of the single currency. The fact that
the Eurosystem has chosen to account for that process
by way of claims and obligations is more to do with the
euro area’s decentralised monetary policy implemen-
tation model, where the ECB relies on the NCBs to pro-
vide liquidity to commercial banks, than with any con-
scious attempt to institutionalize an intra-Eurosystem
lending mechanism.

Ithas been argued that the absence of an NCB obli-
gation to repay principal only applies at normal times,
but not to a scenario involving the exit of a debtor NCB
from T2:in such a scenario a disequilibrium would arise
inthe ECB’s balance sheet between T2 credits and deb-
its, with the latter no longer totalling zero. For all its
common sense attraction, the above argument is, in
this author’sview, flawed. To acceptit as valid would be
to turn on its head the reality of cross-border fund
transfers within a monetary union, where the (account-
ing) claim of the NCB of a net-exporting MS against the
NCB of a net-importing MS (and, ultimately, the ECB) is
invariably mirrored by an asset of equivalent value to
the claim, in the form of funds actually transferred,
through T2, from commercial bank accounts in the
net-importing MS to commercial bank accounts in the
net-exporting MS. This is corroborated by paragraph 1
of Article 6 of the T2 Guideline (entitled ‘Intra-Eurosys-
tem settlement’): it is implicit in this provision that, for
intra-Eurosystem transactions, settlement takes place
at the level of their T2 participants, not at that of the
NCB through which they participate in T2.'® The fact
that no direct asset transfers occur between the two
NCBs changes nothing in terms of the legal and eco-
nomic reality of cross-border T2 transactions: value
does, actually, move from economic actors in the
net-importing MSs (those running deficits) to economic
actors in the net-exporting MSs (those running sur-
pluses), hence the decrease in the liabilities of commer-
cialbanksintheformer,andthecorrespondingincrease
in the liabilities of commercial banks in the latter. To
accept that T2 balances represent ‘debts’ is to posit,
ratherimplausibly, that the exportsto country A (where
adebtor T2 NCB operates) of acompany based in coun-
try B (where a creditor NCB operates) are financed by
the exporting MS NCB, rather than by the private eco-
nomic agents involved in them.

To conclude, it is far from clear that negative T2
balances represent debts on which default is legally
possible. Arguably, the only debts there can be vis-a-vis
a central bank are those arising in the context of its
lending operations. Unlike T2 operations, which are not
collateralised as they are not intended as monetary
policy operations, both refinancing and intraday cred-
it-providing operations are fully collateralised, pre-

16 TARGET2 Guideline, Article 6(1).
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cisely in order to protect the lending NCBs from the risk
of counterparty default. On balance, it is difficult to see
what additional risks T2 operations can give rise to for
the creditor NCBs and, ultimately, for the ECB, beyond
the risks that the ECB and the NCBs are exposed to
through their monetary policy operations.’”

Can a Creditor NCB Default on its T2 Balances?

We consider below, whether debtor NCB default is pos-
sible. In a T2 context, the very concept of an NCB
‘default’ is undefined. This is because, as mentioned
above, the positions of the NCBs vis-a-vis the ECB are
not backed by a loan agreement, nor is there any refer-
ence in the T2 Guideline to the maturity of the T2 bal-
ances or the terms of their repayment. Similarly,
nowhere does the T2 legal framework define the con-
cept of an ‘NCB default’ onits T2 liabilities (it is only the
default of T2 participants, i.e. of NCB counterparties
that the T2 legal framework regulates).

Despite the above, the prevailing wisdom is that,
should a debtor NCB exit T2, following the euro area
exit of its home MS, the ECB’s balance sheet would
automatically record any outstanding claims of the ECB
against it as assets no longer balanced-out, hence as
claims due for settlement. Because the departing NCB
would be expected to dischargeitsdebtin euros, rather
thaninits (new) national currency, and because the lat-
ter would presumably be significantly devalued vis-a-
vis the euro, repayment would become difficult or, in
extremis, impossible. Although the departing NCB
could, in theory, print money so as to fulfil its obliga-
tions, this could bring a further devaluation of its new
currency, threatening to precipitate its default. As the
claims of the creditor NCBs on the ECB do not represent
direct assets of those NCBs (all credits and liabilities
are those of the ECB itself), in the event of an NCB’s
default on its T2 liabilities to the ECB, the remaining
NCBs would become liable for their predetermined
share of the total ECB losses, in proportion to their
share of the ECB’s capital key. The cost of the ECB’s
recapitalisation would ultimately be borne by euro
area taxpayers.

The above scenario rests on three assumptions,
which, however plausible, are not universally accepted
as valid: firstly, that there is a debt on which default is
possible; secondly, that this debt is precisely quantifia-
ble; and thirdly that, in the event of ECB losses, the
NCBs ought to recapitalize the ECB. On the first of these
assumptions, we refer the reader to our discussion in
the foregoing pararaph. On the second assumption, it
is an open question whether calculating the exact
amount of the ECB’s claim against a defaulting T2
debtor NCB would be a straightforward exercise (it is a
hallmark of anything that purports to qualify as a debt
that it should be amenable to precise quantification, in
the absence of which its very characterisation as ‘debt’

m See also Jobst et al., p. 89.

is debatable). The third assumption (that central banks
cannot operate on a negative balance sheet) is open to
debate, but it would go beyond the scope of this paper
to delve into that point here. Although the ECB has
touched on the general issue of the impact of negative
equity on the monetary policy effectiveness of the
ESCB NCBs in some of its Opinions'® and Convergence
Reports,'® the analysis to date mostly covers non-euro
area NCBs, and only approaches the issue from the per-
spective of the principle of central bank (mainly finan-
cial) independence.? Suffice it to say that the existence
of a requirement to recapitalise the ECB in the event of
a T2 debtor NCB’s default cannot be taken for granted,
and the validity of the concerns expressed with T2 bal-
ances largely stands or falls on the existence of pre-
cisely such a requirement.

DEMISE OF T2: SOME THOUGHTS

If the scenario of a change in the composition of the
euro area is difficult to countenance, this is a fortiori
true of its dissolution.?* Whilst speculative, what fol-
lows is useful, mostly as a thought exercise.

The prevailingwisdomisthat, in the event of aeuro
area break up, a consolidated balance sheet for the ECB
would have to be drawn up, and outstanding claims
and liabilities would have to be settled before any
remaining capital shares and profits are distributed
among the (former) T2-participating NCBs.?? Two perti-
nent questions arise: firstly, whether outstanding T2
positions can be honoured after the T2 apex entity has
disappeared, and secondly, which law would apply to
those positions. At present, Article 25 of the T2 Guide-
line governs the process of dispute resolution, and
determines the law applicable to it. However, in a T2
demise scenario, it is unclear which court would be
competent to adjudicate over an unresolved dispute, or
which law that court would apply. In such a scenario,
the argument runs, creditor NCBs would risk finding
themselves with a claim against a system that no longer
exists.

The above scenario is only valid to the extent that
T2 positions represent debts on which default is legally
possible. Forthe reasons explained earlierin this paper,
itisunclearwhether negative T2 balances legally repre-
sent debts to which the concept of default can mean-
ingfully apply. Moreover, as discussed earlier in this
paper, T2 liabilities do not amount to a source of risk for
the NCBs that would be additional to the risk they
assume when conducting regular monetary policy
operations or providing intraday credit, invariably
18 See, forinstance, CON/2017/17, para. 3.3.5, and CON/2016/55, para. 2.5
19 See, forinstance, ECB, ‘Convergence Report’ (June 2016), p. 24.

An NCB’s recapitalisation could also raise issues from the perspective
of the monetary financing prohibition, not addressed in the ECB Convergence
Reports.

n ‘The Bundesbank’s Target2 claims do not constitute a risk in them-
selves because | believe the idea that monetary union may fall apartis quite
absurd ...’ (J. Weidmann, Deutsche Bundesbank President, Open Letter, pub-
lished in the Frankfurter Allgemeine Zeitung and Het Financieele Dagblad, 13

March 2012).
22 See H-W Sinn, ‘Target losses in case of a euro breakup’ (CESifo Group, 2012).
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against collateral. That collateral may depreciate is
true. However, this can, at best, provide the basis for a
criticism of the Eurosystem collateral or risk manage-
ment frameworks, not T2. One respect in which a euro
area break up scenario would differ from that of change
in the composition of T2 exit is that loss sharing would
only apply in the latter scenario. However, on the
understanding that there may be no debt proper on
which default would be possible, this element appears
to be of limited practical relevance.

CONCLUDING REMARKS

T2 balances are the product of the decentralised nature
of the euro area, and of its large value payment system,
which is structured as a multiplicity of systems. Despite
the fact that no assets move from a debtor to a creditor
NCB to ‘settle’ T2 positions, it is unclear whether the
latter can be treated as ‘debts’. As reflected in the
decrease in the liabilities of commercial banks in the T2
debtor NCB countriesandinthe correspondingincrease
in the liabilities of commercial banks in the T2 creditor
NCB countries, the (accounting) claim of creditor NCBs
is invariably matched by the transfer of an asset of
equivalentvalue to that claim (the funds actually trans-
ferred, through T2, from commercial bank accounts in
one MS to commercial bank accounts in another). No
less importantly, the proposition that T2 liabilities rep-
resent a source of risk for the NCBs that is additional to
the risk they assume when conducting regular mone-
tary policy operations or when extending intraday
credit, is unsupported. Outside a euro area dissolution
scenario, the risks that the NCBs are exposed to when
transferring, through T2, liquidity created and pro-
vided to the private sector are kept in check by a dual
control mechanism: firstly, the statutory requirement
forborrowersto post collateral to their NCB before they
can access central bank liquidity and, secondly, the
loss-sharing regime. Even if only the former were to
remain relevantin a euro area dissolution scenario, it is
speculative to posit that it would under no circum-
stances suffice toimmunize creditor NCBs from the risk
of losses.

Why, then, have T2 balances been at the spotlight?
What is implicit in the works of T2’s most prominent
critics is their concern with what they perceive as a
reduction in the Eurosystem’s collateral requirements
for credit operations, the attendant expansion of refi-
nancing credit (effectively, money creation), as well as
the NCB-financed capital flight and persistent, struc-
tural current account deficits that T2 is deemed to facil-
itate. It follows that, in truth, the concerns hitherto
expressed by the critics of T2 are triggered, on the one
hand, by the Eurosystem collateral framework, which,
in their view, facilitates unbridled commercial bank
borrowing from the NCBs and, on the other hand, by the
mounting, T2-recorded trade imbalances, which may,
at some future point in time, necessitate wealth trans-
fers from some MSs to others.
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Concerns with a constant widening of trade defi-
cits, capital flight from the euro area periphery, and the
expansion of the monetary base are not, per se, unwar-
ranted. However, neither trade imbalances, which
many are bound to perceive negatively, nor money cre-
ation are attributable to T2, whose exclusive task is to
facilitate fund transfers, after the funds in question
have come into existence through the regular money
creation channel. Targeted, long-term solutions, rang-
ing from the more modest to the more ambitious,
would need to be explored if rising trade imbalances
are to be addressed effectively and systematically.
Although this author is unqualified to assess the need
for adjustments to the rules-based Eurosystem collat-
eral framework, what is clear to himis that its contours
are within the remit of the Governing Council, which is
alone competent to determine and implement the col-
lateral policy that best suits market needs and liquidity
conditions in the euro area. Until such time as the Gov-
erning Council has decided that market developments
render policy adjustments necessary, it seems unrea-
sonable to blametradeimbalances on T2, when all that
T2 does is to record, rather than to create, those imbal-
ances. Similarly, to present T2 as an autonomous chan-
nel through which to expand the monetary base ad
infinitum is to disregard the fact that what sets limits to
the creation of money is the availability of adequate
collateral, and to forget that, whilst the role of T2 is to
facilitate the flow of liquidity, its infrastructure only
comesinto play after liquidity has been created through
the regular monetary policy process.

The temptation to blame those bearing bad news
isunderstandable. However, in this, as in all other con-
texts, thismust be resisted vigorously, if the true causes
of outcomes perceived negatively are to be identified
and addressed, with the benefit of the intellectual pro-
bity that problem-solving necessitates.
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Kai Gehring and Sarah Langlotz
Resource-related Income
Shocks and Conflict

INTRODUCTION

Afghanistan is among the most conflict-ridden coun-
triesin the world. Since 2002, over 100,000 people have
died because of the conflict, including civilians,
pro-government forces as well as insurgents.! Afghani-
stan is also a prototypical example of a weak state,
which cannot impose its monopoly of violence. Fur-
thermore, the country is characterised by a weak
labour market with insufficient formal employment
opportunities, resulting in widespread poverty. One of
the few booming sectors in such an environment is the
production of an illegal product. In Afghanistan, esti-
mates suggest that up to 1/7th of the workforce
depends on the production of opium. Opium is pro-
cessed into heroin and trafficked to end customers
mostly in European and US markets. In terms of weight
in the economy, this means that opium production is
more important for Afghanistan than the automobile
sector for Germany (Mansfield and Fishstein 2016).

The aim of our paper, Gehring, Langlotz and Kien-
berger (2018) is, firstly, to better understand the root
causes of the Afghan conflict and, secondly, to under-
stand more about resource-related income shocks in
general. The so-called resource curse, i.e. the empirical
observation that many countries with large resource
endowments have developed poorly, can be partly
explained by the higher degree of conflict thatis related
to resources or resource abundance. Many studies in
economics and political science have emphasized the
relationbetween conflictand thediscoveryofresources
and price changes that affect the profitability of
resource (Bazzi and Blattman 2014, Briickner and Cic-
cone 2010, Berman and Couttenier 2015, Miguel et al.
2004, Morelli and Rohner 2015, Berman et al. 2017). So
far this line of research has not arrived at a consensus
yet. This can partially be explained by the fact that
older studies mostly used aggregate data at the
national level and could not derive causal estimates.
Studies at a more micro-level, however, also yield
highly heterogeneous results, depending on the type of
resources and on the country.

The mechanisms and channels behind a potential
resource-conflict-curse are still poorly understood. A
first systematic distinction was made by Dube and Var-
gas (2013), who found thatin Colombia higher prices for
particularly labour-intensive resources reduced con-
flict, whereas higher prices for more capital-intensive

! Based onthe Uppsala Conflict Data Program (UCDP) data set.
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resources increased conflict. These findings are rele-
vant for Afghanistan as well, as the main alternative
crop to opium is wheat, which requires much less
labour (360 vs. 64 person-days/hectare). Accordingly,
as the price of wheat relative to opium increases, pro-
ducers switch to wheat production, which results in
less demand for labour. Consequently, unemployment
increasesand household income most likely decreases.

In Afghanistan, joining pro-government forces,
including the Western coalition, or a rebel group such
as the Taliban represent some of the few alternatives
to wheat or opium production. In fact, most anecdotal
evidence suggests that it is even relatively more lucra-
tive tojoin the Taliban than to work for the government,
as the Taliban is reported to pay a wage of about 10 US
dollars aday. If fewer, or less attractive, outside options
exist in an area, the opportunity costs of supporting
the Taliban decrease and we expect conflict to become
more prevalent.

A second important mechanism, which we high-
light, is the role of competition between different
groups that fight for control over lucrative (and con-
tested) terrain. Districts in Afghanistan can broadly be
classified as having either a low or a high suitability for
producing opium. Highly suitable districts are more
profitable, the more so the higherthe prices that can be
achieved on the world market. A prominent theory of
conflict is the so-called contest or rapacity effect, pos-
tulating that groups fight for profitable resources and
that more resources or higher prices intensify the con-
test. We argue and test the hypothesis that the impor-
tance of this channel depends on the degree of group
competitionin a district (or country). For example, if an
area is controlled by one strong group (or cartel), there
is less competition and, therefore, this should play less
of arole.

Our results show that, in Afghanistan, conflict
actually decreases when opium is more profitable
and opium revenues are higher. This effect is stronger
in areas that are more suitable for production. At first
sight, this is surprising and seems at odds with prior
results (Angrist & Kugler 2008; Mejia & Restrepo 2015)
on cocaine-related price shocks that fuel conflict in
Colombia. For this reason, we collect data at the dis-
trict and household level to examine the underlying
channels of this relationship. We first show that higher
opium profitability strongly benefits households’ living
conditions measured by a variety of indicators. Sec-
ondly, we use various specifications and verify that,
on average, there is little competition between groups
regarding profitable districts in Afghanistan. This con-
trasts with the Colombian context, in which intensive
fighting between cartels and groups is much more
common.

The next section provides background informa-
tion on Afghanistan, Section 3 broadly describes the
data and the identification strategy of our analysis,
Section 4 discusses the mainresults as well as the chan-
nels, and Section 5 offers some conclusions.
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BACKGROUND TO THE CONFLICT

After 2001, about 94% of the conflicts in Afghanistan
were fights between the Afghan government and the
Taliban (so-called state-based violence, based on the
UCDP conflict data set). Less than 4% of all cases are
classified as one-sided violence with the Taliban as the
perpetrator and civilians as the victims. In the first
years of the military intervention, the Western coalition
and the official Afghan government forces were largely
successful in fighting against the Taliban and reducing
their influence. This was partly achieved by financing
Afghan warlords and local militia groups, who then
joined the fight against the Taliban. Since around 2006,
the Taliban have become stronger and have expanded
their influence again. Some observers and reports sug-
gest that revenues from taxing opium farmers contrib-
ute to the financing of the Taliban activities.
Afghanistan is a very diverse country in terms of
ethnicity. While the Taliban is originally a Pashtun
group, today they also include members from other
ethnic groups. However, Pashtuns are probably still the
most represented ethnicity within the Taliban and the
presence of Pashtuns in a district makes it easier to
re-establish their presence. There are, of course, other
important ethnic groups. The Northern areas, for
instance, comprise Turkmen and Tajik groups that
formed the so-called Northern alliance, occupying ter-
ritory that was not controlled by the Taliban even
before2001. We will use data on Pashtun homelands, as
well as on the territory controlled by the Northern alli-
ance, to show whether the effect of opium profitability
differs between districts that are more or less likely to
be controlled by the Taliban. Furthermore, we will com-
pare more or less ethnically fractionalized districts to
see whether opium leads to more conflicts in districts
where different ethnic groups could compete for valua-
ble rents associated with the production of opium. Fig-
ure lillustrates the 398 Afghan districts and the corre-
spondingdistribution of the major ethnic groups, major
foreign military bases and the approximate reach of

Figure 1
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under Taliban control.

Source: Gehring, Langlotz and Kienberger (2018). © ifo Institute
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Taliban influence prior to the foreign intervention. The
black border (1996 Border) splits the country into the
region in the north, which was under control of the
Northern alliance, and the southern region, which was
under Taliban controlin 1996. Thisinformation is based
on Dorronsoro (2005).

DATA AND IDENTIFICATION

Our analysis is at the district-year level (ADM2). There
are 398 districts, which belong to 34 provinces (ADM1).
We use data from the UCDP Georeferenced Event Data-
set (GED) as the primary source to measure conflict.
This dataset includes geocoded information based on
media reports on the “best estimate of total fatalities
resulting from an event” (Sundberg and Melander 2013;
Croicu and Sundberg 2015). To proxy for the incidence
and intensity of conflict we use (i) the log number of
battle-related deaths (BRD), and (ii) different binary
variables that take the value one if a certain threshold
in the number of casualties is crossed (5, 25, 50, and
100 BRDs).

We then combine those data with information on
how suitable different districts are for growing opium.
This index combines data on land cover, water availa-
bility, climatic suitability, and suitability of soils, and
was gathered using satellite imagery and other sources
(Kienberger et al. 2016). To measure the suitability for
wheat, which is the main alternative crop available for
farmers throughout Afghanistan, we use a comparable
index provided by the Food and Agriculture Organiza-
tion of the United Nations (FAO).

In general, the gross prices for opium are higher
than for wheat, but the former also requires more
labour and fertilizer. Consequently, which of the two
crops is more profitable depends on the relative suita-
bility of a district and on the prices of the two goods in
a given year. On the one hand, as wheat becomes more
attractive relative to opium, marginal producers that
are able to produce both crops, switch to wheat pro-
duction. Asthisreducesthe demand for labour, the pro-
duction switch may be accompanied by a reduction in
income for many households and a higher likelihood of
conflict due to reduced opportunity costs. On the other
hand, if violent competition between groups over prof-
itable districts occurs, we would expect higher levels of
conflict in those districts in years with higher opium
prices.

Figure 2 provides a first suggestion that the former
effect seems to dominate. The figures compare the
intensity of conflicts in 2004 (left) and in 2009 (right). It
is worth noting that world market prices for heroin
were high in 2003 and 2004, and much lower in 2008
and 2009.2 It becomes immediately apparent that,
overall, there is much more conflict in the year associ-
ated with lower prices, and that these conflicts are also
more intense. Exploiting only this difference between

2 The prices are sourced from the European Monitoring Center for Drugs

and Drug Addiction (EMCDDA).
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Conflict During and Following Years with High versus Low Opium Prices

Conflict in 2004: High opium prices

Source: Gehring, Langlotz and Kienberger (2018).

years is, of course, problematic in terms of identifying a
causal relationship. Instead, we exploit the fact that
changes in prices affect districts with a high suitability
more than those with a low suitability. This is evident
from the fact that the increases in conflict are higherin
the areas of the North-West, North-East and East,
where opium suitability is also higher.

Of course, this remains a visual correlation and not
a systematic analysis. To approach the question more
systematically, we have to consider the right timing
between price changes and potential changes in con-
flictin a first step, as illustrated in Figure 3.

There are two main growing seasons for opium in
Afghanistan: the winter season starting in fall and the
summer season starting around March (Mansfield
2016). Market price changes can plausibly influence
opium cultivation and revenues in the same and the
following year. Prices clearly matter as, for instance,
Caulkins et al. (2010, p.9) writes that: “the largest driver
of changes in hectares under poppy cultivation is not
eradication or enforcement risk, but rather last year’s
opium prices.” Conceptually, analysing the effect of
prices and revenues on conflict in the same given year
gives rise to concerns about reverse causality, which is
why our main specification considers the effect of price
changes in a given year on revenues and conflict in the

Figure 3
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following year. Our results remain, however, very simi-
lar if we consider the plausible specification with con-
temporaneous values.

Our main variable of interest, opium profitability,
is computed by combining information about the suit-
ability of the district with the drug prices of the previ-
ousyear. Figure 4 shows the evolution of prices over our
sample period between 2002 and 2014. Two things are
important to note: firstly, the international heroin price
actually affects the local price in Afghanistan that the
farmers receive. In our paper, we also show that inter-
national price changes directly affect cultivation and
revenues at the district level, and have a stronger effect
on districts with a higher suitability. Secondly, we also
plot the prices for cocaine and an index of ampheta-
mines, cocaine and ecstasy prices. What we can see is
that all prices follow a similar trend, which suggests
that prices are driven by changes in common demand
factorsto alarger extent than by supply-side shocks for
individual drugs. This is reassuring because Afghani-
stan, which as the largest producer of opium is esti-
mated to contribute more than 70% to world produc-
tion, can influence the world market price in a way that
could bias our estimations.

Although changes in overall supply would be
unproblematic in our econometric model, there could
be problematic changes related to unobserved var-
iables that vary at the district-year level. To rule out
that this affects our estimations, we pursue different
strategies. For the sake of brevity, we mention only
two such strategies here. Firstly, as a robustness test,
we demean prices to rule out that the downward trend
causes a spurious correlation. Secondly, we exploit the
factthat drugs can be grouped in two major categories:
“uppers” and “downers”. Upper drugs such as cocaine
act as stimulants, while downer drugs such as heroin
act as depressants. A high share of users combine both
types of drugs, making the upper drugs a complement
to heroin. One infamous example is so-called speed-
balling, a dangerous but common practice of combin-
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Figure 4
Variation in International and Local Prices over Time
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Source: Gehring, Langlotz and Kienberger (2018).

ing cocaine and heroin use, which, for instance, turned
out to be deadly for actor Philip Seymour Hoffman. The
complementing use of the two drugs translates into a
negative cross-price elasticity between the two types
of drugs (in other words, the increase in the price of one
decreases the consumption of the other). This allows
us to exploit the fact that any omitted variable bias in
our estimates would pointin opposite directions for the
two drugs. All details and proofs are provided in the
paper and appendix but, in a nutshell, this means that if
the coefficient using heroin pricesis upward biased, the
coefficient using the complement is downward biased.

RESULTS

Our regression results support the initial visual obser-
vation as illustrated in Figure 2. We find that a higher
profitability of opium causes a decrease in conflictinci-
dence and intensities. Figure 5 plots the main coeffi-
cients from our paper. The graph on the left shows the
results of the reduced form where we regress the loga-

Figure 5
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rithm of battle-related deaths on opium profitability,
measured by four different prices. The graph on the
right plots the estimates from the instrumental varia-
ble regressions using two different IVs for opium reve-
nues. Firstly, we use opium profitability to instrument
opium revenues, secondly the Vegetation Health Index,
which is a proxy for droughts, and third both instru-
ments at the same time. When interpreting the results
of the graph on the left, itisimportant to note that they
depend on the suitability of a district for opium produc-
tion. A 10% increase in the international heroin price
translates into 7% less battle-related deaths in per-
fectly suitable districts (and a smaller, but still sizeable
reduction in less suitable districts). To account for
potential concerns about whether international price
changes actually affect people in Afghanistan and
potential concerns about biased estimates, we show
that the results hold when using local prices and when
using the prices of cocaine or an index of complement
drugs (the average of amphetamines, cocaine, and
ecstasy). All coefficients are negative, which would not

Effect of Opium Profitability and Revenues in Year t-1 on (log) of Battle-Related Deaths

Reduced Form Results e Afghan Opium Price
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International Index Price
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Note: Left graph shows reduced form estimates of opium profitability measured by four different prices. Right graph plots instrumental variable (IV) estimates when using
the international heroin price to construct opium profitability. The graph presents IV results for two different IVs, opium profitability and the Vegetation Health Index (VHI).

Source: Gehring, Langlotz and Kienberger (2018).
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Effect of Opium Profitability in Year t-1 on Standard of Living Indicators in Year t
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be the case if the true effect were not negative too. The
paper also shows a wide range of further robustness
tests, for instance, that the result is not driven by any
particular province nor by border districts.

As a second step, we now consider estimations of
opium cultivation and revenues in a particular district
and year in the right-hand side graph in Figure 5. Of
course, those numbers do not only contain a certain
measurement error, but using them directly would also
yield a biased estimate. Therefore, we use different
instrumental variables to induce exogenous variation
in the measure. Besides using the international price
changes combined with the suitability, we also exploit
exogenous weather shocks that affect production
and changes in demand induced by the prescription
of legal opioids in the US in a robustness test too. All
instruments yield comparable local average treatment
effects, which are all negative and comparable in size.
The results based on instrumental variables are use-
ful to better assess the size of the conflict-reducing
effect. The three estimates suggest that, on average, a
10% increase in opium revenues leads to a decrease of
around 2% in the number of battle-related deaths.

Relating these results to the literature on conflict,
the Afghan experience suggests that an opportunity
cost channel dominates both potential contest effects
orthe use of opium taxation by the insurgents to finance
attacks. One central question is whether opportunity
costs only matter at higher levels, for instance for large
landlords or district Taliban leaders, or whether house-
holds on average actually benefit from higher opium
profits.

To shed light on this, we use the Afghan National
Risk and Vulnerability Assessment (NRVA) survey waves
conducted in 2005, 2007/08 and 2011/12. These include
between 21,000 and 31,000 households per wave, cov-
ering 341 to 388 of the 398 districts in Afghanistan. We
harmonize the data from the three different waves to
construct indicators based on food consumption and
expenditures, as well as household assets and a self-re-
ported measure on the household’s economicsituation.

© ifo Institute

Figure 6 clearly shows that households on average
also benefit from higher opium profits. We see both a
more diverse consumption of food, higher food secu-
rity as well as overall higher expenditure on food. Peo-
plein more suitable areas are also able to acquire more
assets and feel that their economic situation has gen-
erally improved when heroin prices have been higher.

MECHANISMS AND CHANNELS

Our second main hypothesis is that the degree of vio-
lent competition between groups moderates the effect
of changes in resource prices on conflict. We propose
that the absence of such group competition in large
areas of Afghanistan can help to explain the contrasting
findings to those observed in Colombia. In that case,
higher coca prices seem to be related to higher con-
flict. To test this hypothesis, we geo-reference further
micro-level data and use them in two ways.

Firstly, if competition between producers
(between cartels or rival groups) were to exist, we
would expect that in districts that specialize not only in
raw production, but also in intermediate value-chain
processes (such as processing, trading or trafficking),
opium rents would be higher leading to more fighting.
In line with the contest theory, the conflict-decreasing
effect of positive income shocks should thus be rela-
tively smaller in these districts. By contrast, if there
were no or little violent group competition, higher prof-
its would increase the opportunity cost of fighting even
more in those districts that can extract a larger share
of the value-added. To be able to test this formally, we
require proxies for the potential share of value-added
per district.

To this end, we geo-reference data on whether a
district contains a heroin or morphine lab, an opium
market (major or sub-market) or whether it is crossed
by potential drug trafficking routes. The data is from
the United Nations Office for Drugs and Crime (UNODC).
Profit margins are higher further up the production
chain, markets create additional jobs and revenue, and
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trafficking routes make it pos-  Figure7
sible to raise income through

Variation of Conflict Across High and Low Suitability Districts over Time
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those where the government
is strong, and those where the
Taliban and the government
are more likely to fight for control. Given that the Tali-
ban have an interest in an undisturbed opium produc-
tion process, we expect a stronger conflict-reducing
effect in suitable areas that are under the control of
the Taliban. In areas where the government has a suf-
ficiently strong presence, it is more likely to engage in
drug eradication measures. This, in turn, may make
it more likely that farmers will provide support to the
Taliban in exchange for the protection of their fields.
In contested areas, we expect a smaller or even a con-
flict-increasing effect. Our results show an even larger
reduction in conflict in areas that are more likely to be
controlled by the Taliban. This supports qualitative
evidence that the group has long given up its negative
stance towards the crop and profits from taxing opium
revenues. It suggests that the role of the group is that
of a stationary rather than a roving bandit.

The evidence regarding government presence is
mixed. Generally, the distance to Kabul, or to the five
other largest cities, as a proxy for the strength and
influence of the government, seems to have no influ-
ence. The only area within which we find evidence that
the government actively engages in measures against
drug productionis an area of about 75km, or about two
hours driving distance around Kabul. Within that area,
higher drug prices and opium profitability are not asso-
ciated with significantly less, but with somehow higher
conflictintensity and incidence.

In our final test that competition between groups
about suitable districts is not a crucial factor in the
Afghan conflict after 2001, we consider the role of ethnic
groups. Using data from the Geo-referencing of Ethnic
Groups (GREG) dataset (Weidmann et al. 2010), which
relies on the Soviet “Atlas Narodov Mira” from 1964, we
compute the number of ethnic groups and an alterna-
tive measureindicatingwhetheradistrictfeaturesmore
than one ethnic group. In case of violent group competi-
tion, we would expect no or a smaller conflict-reducing
effect in districts with more than one group. However,
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thereis again no evidence and no significant differences
according to the number of ethnic groups.

Accordingly, we conclude that higher profits from
opium cause fewer instances of and less intensive con-
flict in Afghan districts. The two main reasons for this
are: firstly, there is little between-group competition
about valuable districts and; secondly, opium requires
more labour than the main alternative crop wheat,
and through that channel households benefit too. We
also show that the reliance of households on revenues
from the opium sector seems to increase after about
2005/2006 (see Figure 7). Before that time, the foreign
coalition funded local warlords and militia groups to
help in the fight against the Taliban. In an attempt to
democratize Afghanistan and reduce the influence of
those groups and their leaders, funding was cut drasti-
cally and hundreds of thousands of men lost their jobs
and sources of income after around 2005 (Giustozzi
2009). Due to the complexity of the conflict, it is not
possible to explain the re-emergence of the Taliban
through this policy change, but it seems at least to
have backfired by increasing the reliance of Afghans on
opium revenues.

AGGREGATION AND SPILL-OVERS

One apparent concern aboutour results is that we con-
sider opium revenues and conflict in the same district.
Based on the observation that the Taliban are activein
taxing opium production and trafficking, itis also plau-
sible that the money they raise could be pooled at the
central level. The Taliban have a so-called central
financing committee, but estimates of the share of rev-
enues that is actually pooled and the share that local
leaders keep within their districts differ drastically.
Instead of conducting complex spatial econometric
computations that acquire many assumptions, we
take two far simpler approaches, which demonstrate
that there do not seem to be strong spillovers of con-

Figure 8
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flict. Firstly, we aggregate all our data at the provincial
level, and show that there is also a negative relation-
ship at this level. Secondly, Figure 8 shows the trends
in opium revenues and in conflict, aggregated at the
national level over our period of observation. It is
clearly visible that also at the national level higher rev-
enues are associated with less conflict, and lower rev-
enues with higher conflict.

CONCLUSION

Our paper, Gehring, Langlotz and Kienberger (2018),
providesimportant new insights into the role of opium
forthe conflictin Afghanistan, butalsointo the general
relationship between resource-related income shocks
and conflict. We demonstrate that, in Afghanistan,
higher opium profits lead to significantly less con-
flict in a given district. In particular, 10% higher reve-
nues are associated with a decrease in battle-related
deaths of about 2%. This conflict-reducing effect is at
least partly explained by the higher labour intensity of
opium compared to alternative crops, and the lack of
viable alternatives. This is due to a generally weak job
market, but was probably amplified by the cuts to the
funding of militia groups by the foreign military coali-
tion. Using household-level survey data, we are able to
show that higher revenues actually reach households
on average by reducing food insecurity and improving
their economic situation. Thisis in line with increased
opportunity costs of fighting, resulting in less conflict.

We further provide evidence that differencesin inter-
group competition about lucrative territories determine
the size and direction of the effect. Moreover, if the gov-
ernment is able to enforce laws regarding opium, higher
prices are less likely to reduce conflict. Accounting for
competition and local monopolies of violenceis animpor-
tant factor that needs to be considered when studying
the impact of resource-related price changes. Further
research is required to better understand this relation-

0 ers, the eradication of opium in
2015 producing countries leads to unin-
oifoinstitute  tended consequences.
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European Cohesion Policies:
The Need for Reform

INTRODUCTION

Policy does mainly act via public expenditure, which
makes the funding of the European Union a non-trivial
matter. Although the EU budget is only about 1% of
European Gross National Product, by forcing member
states to co-finance EU-funds, EU policies are far more
important than it seems. This is especially true of the
Common Agricultural Policies (CAP), but also of cohe-
sion policies. In the Multiannual Financial Framework
(MFF) for the 2014-2020 period about 370 trillion euros
(38.5% of total budget) are designed for CAP, while a
further 325 trillion euros (34.0% of the total budget) are
reserved for cohesion policies. The current proposition
by the EU Commission for the forthcoming budgetary
period (2021-2028) implies only small changes with
respect to relative figures.

However, the ongoing negotiations over the forth-
coming MFF should be used to fundamentally reform
EU policies and their fiscal consequences. Of course,
most recipients of EU funds are not really interested in
a fundamental reform as this might imply lower pay-
ments; the same seems to be true of the EU Commis-
sion, as large funds also imply high political influence.
But even the objective of deeperintegration among EU
member states does not necessarily imply higher
expenditureif the structure of the budget does not sup-
port this (as it is at least doubtful with respect to CAP).
With respect to increased difficulties to handle a Euro-
pean Union of 27 states with different interests, it
seems to be more important for the EU to concentrate
on expenditures that are suitable to generate a “Euro-
pean value added”. The most interesting question,
therefore, is how to define such a European value
added and which funds are necessary to create it with-
out restricting national competences in a way that is
not compatible with the existing European legal frame-
work - which still can be characterized by the funda-
mental principle of “subsidiarity” as defined in Article
5(3) of the Treaty on European Union (TEU).

This following paper deals with one important ele-
ment of European Policies, namely cohesion policies.
While the objective of “balancing” the regional stand-
ards of living in all member states and their respective
regions has been constitutive for European policies
almost since the beginning (although it substantially
gained importance when UK and Ireland joined the EU
in 1973, and again after the enlargement of the EU by
Central European Statesin 2004), meanwhile all regions
(irrespective of their relative level of wealth) are sup-
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ported by European cohesion policies. Therefore, the
question arises of whether cohesion policies do still
follow the original concept of supporting the poorest
regions (on an EU-scale) and whether a reform is
necessary.

The remainder of this paper is organised as fol-
lows: the next section gives an (descriptive) overview of
the actual institutional setting of EU cohesion policies,
followed by an assessmentin light of fundamental prin-
ciples for the assignment of political responsibilities. It
ends by drawing some (political) conclusions with
respect to the design of future cohesion policies in
the EU.

THE INSTITUTIONAL SETTING OF EUROPEAN
COHESION POLICIES

Based on Article 174 of the Treaty on the Functioning of
the European Union (TFEU), the European Union sup-
portsregional developmentpoliciesinindividual mem-
ber states in order to promote the “economic, social
and territorial cohesion” of the EU. Although the main
objective is to reduce “disparities between the levels of
development of the various regions and the backward-
ness of the least favored regions”, cohesion funds have
been increasingly used since 2007 to achieve the EU’s
general growth objectives (2000-2010: “Lisbon strategy
for sustainable growth and employment”, from 2010:
“Europe 2020 strategy for smart, sustainable and inclu-
sive growth”). As a result, EU regional funding has been
made available to all regions since then, irrespective of
their specific economic situation, but in varying
amounts and intensities.

The EU Structural Funds (since 2014 collectively
known as the Structural and Investment Funds, or ESI
Funds for short) include:

- the European Regional Development Fund (ERDF)

- the European Social Fund (ESF)

- the Cohesion Fund

- the European Agricultural Fund for Rural Develop-
ment (EAFRD)

-and the European Marine and Fisheries Fund

(EMFF).

The ERDF’s objective is “to help to redress the main
regional imbalances in the Union through participa-
tion in the development and structural adjustment
of regions whose development is lagging behind and
in the conversion of declining industrial regions” (Art.
176 TFEU); the use of ERDF funds within the framework
of the EU’s growth strategy is only “supportive” (regu-
lated in Art. 175 TFEU). The ESF, according to Art. 162
TFEU, aims “to render the employment of workers eas-
ierandtoincrease their geographical and occupational
mobility within the Union, and to facilitate their adap-
tation to industrial changes and to changes in produc-
tion systems, in particular through vocational training
and retraining”. In this respect, the ERDF serves as an
instrument of a “placed-based policy” (support for dis-
advantaged regions), while the ESF is interpreted as an

instrument of a “people-based policy” (support for dis-
advantaged people).

EAFRD and EMFF are part of the Common Euro-
pean Agricultural and Fisheries Policy under Article 42
TFEU. In this respect, they are primarily sector-specific
motivated, but are also used for regional economic
purposes, since they may also contribute to a sustain-
able development of rural areas, taking into account
the objectives of the Europe 2020 Strategy. Finally, the
Cohesion Fund provides a financial contribution “to
projects in the fields of environment and trans-Euro-
pean networks in the area of transport infrastructure”
(Article 177 TFEU). In contrast to the above funds, the
Cohesion Fund is restricted to member states whose
gross national income (GNI) per capita is less than 90%
of the EU average; in this respect, it is relevant only for
Greece, Portugal and Cyprus as well as the 10 Eastern
European EU member states. Furthermore, the restric-
tiontoinfrastructuralinvestmentisadifferencetoother
funds, as these include direct payments to firms, albeit
in the framework of national support programmes.

From a regional economic point of view, beside the
Cohesion Fund the ERDF and the ESF are particularly
important. Throughout the EU, the ERDF and ESF are
mainly used to achieve the objective of “Investment in
growth and employment”, as well as for projects sup-
porting cross-border cooperation between EU coun-
tries to a lesser extent. Although the funds provided
by the EMFF and the EAFRD are subject to the basic
principles of the Common European Agricultural and
Fisheries Policy, they are also of regional economic
importance due to their integration into the Europe
2020 strategy and concentration on rural areas, which
are typically lagging behind. This is particularly true of
the EAFRD, as the EAFRD can also finance rural devel-
opment programmes.

The distribution of funds from the ERDF and the
ESF under the “Investment for growth and employ-
ment” objective is described in detail in Article 90
and Annex VIl of Regulation (EU) No 1303/2013 of the
European Parliament and of the Council of 17 Decem-
ber 2013. It first categorises the regions at NUTS level 2
according to their GDP per inhabitantin PPS (currently:
average for 2007-2009) in “less developed regions”
(GDP per inhabitant less than 75% of the EU average),
in “transition regions” (GDP per inhabitant between
75% and 90% of the EU average) and in “more devel-
oped regions” (GDP per inhabitant higher than 90%
of the EU average). While most funds are allocated to
less developed regions (52.5% of the resources avail-
able for the ERDF, ESF and Cohesion Fund, 164 billion
euros in 2014-2020), all other regions are supported as
well: transition regions receive 10.2% of all available
funds (32 billion euros in 2014-2020), and 15.7% of total
funds are reserved for higher developed regions (49.1
billion euros in 2014-2020). On a per capita base, how-
ever, there is a clear preference for support for the less
developed regions, as most of EU’s population is living
in more developed regions.
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Within the group of less developed regions, funds
are allocated according to the level of national per
capita GDP, reflecting the relative prosperity of the
member state in which the eligible region is situated
(Annex VII of Regulation EU No 1303/2013). So, there
is a clear preference in favour of poor regions in poor
states, reflecting the “balancing objective” of regional
policies. Additionally, there is a “bonus” for regions
with high unemployment rates. For transition regions,
funds are allocated by means of an interpolation mech-
anism that takes into account the region specific level
of per capita GDP. Finally, within the group of more
developed regions, the distribution of funds follows a
complex system using different socio-economicindica-
tors. In addition to the unemployment rate and GDP per
capita, it also includes indicators that are considered
relevant for the European Union’s growth strategy (e.g.
the employment rate, number of university graduates,
number of early school leavers). So, since there is no
need for regional policy action in the more developed
regions in accordance with Art. 174 sentence 2 TFEU,
the funds from the ERDF and the ESF under the “Invest-
ment in growth and employment” objective in these
regions are used solely to support the global growth
and employment objectives set by the EU in line with
the logic of EU cohesion policy.

A constitutive principle of EU cohesion policies is
that there is no direct support of specific projects, but
only a co-financing of national (or regional) pro-
grammes. The latter, however, have to fulfill a number
of criteria that are defined by the EU Commission - so it
is not quite clear whether the EU co-finances national
programmes; or whether national policies co-finance
EU programmes. The consequence is that national
authorities are forced to design their (regional) policies
in a manner that is compatible to the policy objectives
of the EU; otherwise financing via EU funds is not possi-
ble. To this end, a total of 11 “thematic objectives”
(alternatively: priority axes) were defined by the EU
Commission in advance, under which the funding strat-
egies of the regions must be subsumed.! In most
regions, the “operational programmes” for the ERDF
concentrate on objectives like the strengthening of
research, technological development and innovation,
the improvement of competitiveness of SMEs and cli-

t Cf.Art.9 EU-Regulation 1303/2003: In order to contribute to the Union
strategy for smart, sustainable and inclusive growth, each ESI Fund shall
support the following thematic objectives:

1. Strengtheningresearch, technological development and innovation;

. Enhancing access to, and use and quality of, ICT;

. Enhancing the competitiveness of SMEs

. Supporting the shift towards a low-carbon economy in all sectors;

. Promoting climate change adaptation, risk prevention and management;

. Preserving and protecting the environment and promoting resource

efficiency;

7. Promoting sustainable transport and removing bottlenecks in key net-
work infrastructures;

8. Promoting sustainable and quality employment and supporting labour
mobility;

9. Promoting social inclusion, combating poverty and any discrimination;

10.Investing in education, training and vocational training for skills and
lifelong learning;

11.Enhancing institutional capacity of public authorities and stakeholders
and efficient public administration.

O LA WN

ifo DICE Report 3/2018 September Volume 16



50

REFORM MODEL

mate protection; the ESF’s funding focuses on the pro-
motion of sustainable and high-quality employment
and the promotion of social inclusion and the fight
against poverty and investment in education, training
and vocational training.

To a lesser extent (2.7% of the total ERDF, ESF and
Cohesion Fund, equivalent to 8.9 billion euros in 2014-
2020), cohesion policy also supports cross-border pro-
jects under the European Territorial Cooperation
Objective (ETC). ETC aims to support joint actions and
policy exchanges between national, regional and local
actors from different member states.

EAFRD funding is used to promote the competi-
tiveness of agriculture, increase sustainability in the
management of natural resources, improve climate
protection and achieve balanced spatial development
in rural areas. From a regional policy point of view, the
latter objective is particularly relevant, as measures for
infrastructure development and the mobilization of
local groups of actors can also be financed.

Currently, it is not yet clear how cohesion policy
after 2020 will be organised. On the one hand side, with
the UK’s announced withdrawal from the EU the avail-
able budget for cohesion policy will decrease; on the
other hand, many regions are concerned that regional
support measures can no longer be financed without
the support of the EU. This particularly applies to those
regions where, due to the statistical effect of the Brexit
or arelatively favourable developmentin the past, GDP
per capita exceeds the underlying threshold values for
classification as eligible regions. These regions might
lose their previous funding status, leading to an
increased risk that the convergence process will come
to an end unless support will be continued. Actual pro-
posals by the EU Commission provide for a reduction of
around 10% in available funds compared to the previ-
ous funding period; in addition, the funds are to be con-
centrated on five (instead of the previous 11) thematic
priorities, of which high European added value (with a
view to the Europe 2020 Strategy) is expected. But,
according to the EU-proposals, threshold values for the
definition of transition regions shall be increased. How-
ever, adiscussion of the fundamentaljustification of EU
cohesion policy in its current form seems necessary.
This is the topic of the next section.

ASSESSMENT OF EU COHESION POLICIES

In its original design, being formulated in Art. 174ff.
TFEU, cohesion policy aims at reducing regional dispar-
ities with respect to income levels, productivity and
employment perspectives - so it is mainly regional pol-
icy. Of course, it is dubious whether a specific regional
competence of the EU is justified at all; however, as this
specific EU competence had been agreed upon by polit-
ical decisions, science has to accept this. However, this
does not necessarily require extensive state aid pro-
grammes: Theoretically, a deeper integration of the EU
member states and a convergence of poorer regions
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can also be achieved by international trade or by
improved mobility of labour and capital, leading to the
catching-up of the more backward regions. Since the
general cost level in structurally weaker regions is
lower than in the more developed regions, these
regions are more competitive in terms of export prices
and more attractive to investors; in this respect,
above-average growth in gross domestic product (per
capita) and, as a result, convergence with the more
developed regions would occur as a result of market
conditions. In fact, however, experience shows that
such convergence processes either take a very long
time or are completely absent due to the existence of
increasing returns to scale, leading to “path dependen-
cies”. For example, it is plausible to assume that the
more advancedregionscanalsoinvestmoreinresearch
and development due to their initially higher produc-
tivity and thus even increase their lead in productivity,
while the less developed regions necessarily have to
specialize in rather simple and thus less productive
productions; the result would be divergence (instead of
convergence). Such divergence processes can also be
exacerbated by the fact that well-qualified mobile
workers migrate to the wealthier regions as a result of
existing wage differentials; this brain drain subse-
quently further worsens the growth prospects of the
backward regions. So, under the conditions given,
cohesion policies (by financial support for less prosper-
ous regions) might be justified also by theoretical rea-
sons. The concrete design of regional policy aid at EU
level can then, of course, only take place on the basis of
a uniform EU-wide standard of comparison - for which
the regional GDP per inhabitant in relation to the EU
average is to be used in accordance with EU Regulation
No. 1303/2013. The result would be that EU funds could
only be made available to the poorest regions.

The fundamental conflict in regional policies lies
between “balancing” and “growth” objectives - redis-
tributionin favour of structurally weaker regions means
a (relative or even absolute) disadvantage for the
stronger regions and can thus impair overall economic
growth (either directly via redistribution to regions
with lower marginal productivity or indirectly via the
disproportionately large share of financing to be
charged by the stronger regions). ESI funding attempts
to alleviate this conflict by allowing all types of regions
to benefit from the funding, albeit to varying degrees.
Thus, the actual design of cohesion policies must be
regarded as a “wide” interpretation of the provisions of
Art. 174ff. TFEU, obviously being the result of a political
compromise. Neither the degree of allocation of funds
nor the specific usage is determined by objective
considerations.

Furthermore, the actual arrangement reflects the
fact that cohesion policies should not only reduce
regional disparities, but should also support the objec-
tives of the Europe 2020-strategy. This might lead to
difficulties, as both objectives (the reduction of dispar-
itiesand the growth objectives ofthe Europe 2020-strat-

egy) are not necessarily compatible with each other.
Therefore one might prefer a clear assignment: it would
be more beneficial to use different instruments for
growth and balancing objectives than to use only one
instrument (cohesion policy) for both of them. ERDF
funding, for example, could be concentrated in the
structurally weakest European regions (balancing
objective) only, while the growth policy objectives of
the Europe 2020 strategy could be pursued in separate
programmes (priority: under the European Research
Framework Program (with a view to strengthening
innovation results) or the ERASMUS programme (with
the objective to improving the human capital base
within Europe)). But even in this case, the thematic
objectives of the Europe 2020 Strategy (cf. fn. 1) would
also need to be reconsidered. A growth policy effect is
most likely in the thematic objectives 1-3, 8 and 11,
while the other priority areas mentioned are more
likely to pursue other targets. The objectives of the ESF
and EAFRD could be maintained, but should not be con-
fused with the Europe 2020 objectives either.

A strict assignment of programmes to objectives
would not only increase the transparency of EU funding
policy, but would probably also improve the efficiency
of funding. It seems likely that higher growth incentives
(e.g. through support for research and development in
firms and/or universities) would be achieved more
effectively by concentrating on the agglomeration
centers, while improved balancing results would not
necessarily be triggered by limitation to the thematic
fields of intervention of the Europe 2020 Strategy.

Asecond pointisthatArt.4 TFEU definesa “shared”
competence for cohesion policies only - which means
that the principle of subsidiarity defined in Art. 5 (3) of
the Treaty on European Union (TEU) has to be observed:
The EU shall “act only if and insofar as the objectives of
the proposed action cannot be sufficiently achieved by
the member states, either at central level or at regional
and local level, but can rather, by reason of the scale or
effects of the proposed action, be better achieved at
Union level.” Therefore, the question must be raised of
whether the EU should continue to intervenein areas of
government action, which could in principle, and per-
haps more effectively, be dealt with at the level of the
member states or their subordinate federal units.

In principle, the allocation of economic policy
competences should be based on the scope of their
effects. This lies at the heart of the principle of subsidi-
arity enshrined in Article 5(3) TEU. The reason for this is
usually better knowledge of local problems; from an
economic point of view. However, the concept of “exter-
nal effects” is more convincing: only measures whose
effects are felt throughout Europe (or at least in several
member states) should therefore be allocated to the
supranational level. Measures with effects that remain
limited at a national or regional level can, however, in
cases of doubt be betterimplemented by the individual
member states or their local authorities. In addition to
the above-mentioned information argument, this is
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particularly supported by considerations of connexity
theory, because the preferences of citizens in their dual
role as taxpayers and consumers of state services are
more likely to be met when local tasks are fulfilled
locally (and financed locally).

Among the thematic objectives mentioned by the
EU in Art. 9 of the ESI regulatory framework, external
effects are most likely to be expected under objective 1
(“Strengthening research, technological development
and innovation”), since innovations are likely to have
spillover effects across regions. Objective 3 (“Promot-
ing efforts to reduce CO2-emissions in all sectors of the
economy”) also shows EU-wide benefits, although the
intervention methodology provided by the ESI funds
(namely the promotion of investments relevant to cli-
mate protection) is not necessarily the best solution.
EU-wide external effects are also conceivable with
regard to objective 7 (“Promoting sustainable trans-
port and removing bottlenecks in important network
infrastructures”). However, most of the intervention
priorities defined by the EU under Article 9 of EU Regu-
lation 1303/2013 are not expected to have cross-re-
gional effects, which could just as easily be achieved
through action at a national level.

The above arguments apply not only to the ERDF
(and thus to the core area of regional cohesion policy by
the EU), but to an even greater extent to the ESF, which,
as a people-based policy, has no cross-regional objec-
tives. The same applies to EAFRD financed programs
that support the supply of public services and rural
development, which also have primarily locally limited
effects. Moreover, spatial external effects are hardly to
be expected, even in view of the low mobility of labour
(otherwise unemployment would hardly occur). At the
same time, Article 153 TFEU allows the Union to play a
supportive and complementary role in social policy
only. In this respect, the further influence of the EU on
the design of social policy measures in individual mem-
ber states achieved through the ESF must be critically
questioned.

An additional argument in favour of centralization
could be the existence of economies of scale - namely
when synergy effects and thus productivity increases
may be achieved through, for example, specialization
advantages. In the case of EU structural fund support,
however, this does not take place at all, because the
support measures continue to be implemented by the
member states or the authorities downstream of them
ontheonehand, and an additional administrative level
is involved through the coordination and monitoring
tasks of the EU Commission on the other. Therefore, at
leastin the current organizational form, there are addi-
tional costs compared to exclusively decentralized (or
even fully centralized) task completion.

Thus, therelevant ESIregulatory framework seems
to undermine the principle of subsidiarity by pointing
out that the objective of strengthening economic,
social and territorial cohesion “cannot be sufficiently
achieved by the Member States (...) but can rather be
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better achieved at Union level”, because of the “extent
of the disparities between the levels of development of
the various regions and the backwardness of the least
favoured regions and the limit of the financial resources
of the Member States and regions” (EU-Regulation
1303/2013, number 129). Obviously, the EU’s interven-
tions are justified mainly by the insufficient financial
means of the member states or their regions, but not by
arguments based on allocative deficiencies. The justifi-
cation given can only be convincing in this respect with
regard to the promotion of structurally disadvantaged
regions in economically weak member states; in the
case of ESI promotion for regions in economically
strong member states, however, the argument lacks
credibility.

Another problem might be that the EU pursues
objectives that do not necessarily correspond to the
priorities of the member states or their subordinate
federal levels. This would not be a problem if only EU
funds were used. In reality, however, the EU funds only
provide partial financing, with the remainder to be
financed by the beneficiaries from their own funds. As
a result, the use of EU funds at national level ties up
funds that might otherwise have been better used.
While there is no obligation to call on the EU’s support
programmes, it is difficult in the political process to
reject EU funds, meaning that money is only spent
because it is available. The associated restriction of
own scope of action is thereby accepted and often not
questioned any further.

This problem would only be ruled out in case of a
complete congruence between national policy objec-
tivesand EU objectives. In such a scenario the EU would
only provide funds to co-finance national programmes
that otherwise would also be in effect, but the principle
of subsidiarity would be strongly ignored.

Most regions nevertheless show a massive interest
in an ongoing co-financing by EU funds - even those
regions that must be regarded as net contributors to
the EU budget (typically more developed regions as
defined by the EU Commission). The EU is financed not
only by customs revenues, but also by contributions
fromthe member statesto the EU budget. The latterare
determined on the basis of the harmonized VAT base of
each member state (currently: 0.3%, for Germany, Swe-
den and the Netherlands a reduced rate of 0.15%
appliesin the period 2014-2020) and on the basis of the
gross national income of the individual countries (cur-
rently: 1.23%). In 2017, Germany’s own resources paid
tothe EU from the federal budget amount to 24.1 billion
euros (VAT own resources: 2.4 billion euros; GNI own
resources: 21.7 billion euros). Thus, all European
regions contribute (indirectly) to the EU budgetthrough
the taxes generated in these regions. That’s one reason
why even the wealthier European regions have an inter-
est in recovering at least part of their implicit financial
contributions through corresponding revenues from
the EU budgetin ordertoimprove their position as a net
contributor to the EU budget. However, at least due to
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administrative costs, it would be more efficient to
reduce national contributions to the EU budget in line
with backflows from the EU. If a reduction in the tasks
(and thus in expenditure) assigned to the EU were also
to reduce the member states’ overall financial contri-
butions, regions could possibly benefit more from this
than by drawing on EU funds. However, it is not realistic
to assume that this will happen; furthermore, in this
case second-order changes in the distribution of tax
revenues between the federal and state levels would be
necessary - leaving the net effect for the different
regions uncertain.

To conclude, from a purely regional economics
pointofview, therearestrongarguments againstawid-
ening of cohesion policies by the EU. However, beside
regional cohesion, EU policies also aim to deepen
the European Union, particularly by supporting the
“Europe 2020 strategy for employment and smart,
sustainable and inclusive growth”. In this respect, it is
a deliberate political decision to shift competences to
the EU level, which cannot be assessed solely on the
basis of subsidiarity criteria. Thus, EU competences
could be justified (contrary to the principle of subsidi-
arity and in line with the objective of deepening the
EU) if the projects and programmes supported by the
EU generate a (politically defined) “European value
added”. However, the concept of “European value
added” must be carefully assessed - it is not sufficient
to postulate such added value for nearly each policy
objective thatthe EU has defined, asis usually the case.
It can be assumed (although it’s not quite clear) that
growth policies of the EU may create such a “European
value added”.

However, while the existence of a” European value
added” is one of the relevant selection criteria for
direct project funding by the EU, in the case of fund-
ing programmes such an assessment is only carried
out in advance when the EU Commission approves the
programme guidelines. A “European value added” is
already taken for granted when the objectives set by
the EU Commission (defined by the thematic priorities
defined in Regulation 1303/2013) are addressed. In the
concrete selection of projects, however, there is no
further examination as to whether a “European value
added” can be achieved. In many specific projects
funded by the ERDF, ESF and probably also the EAFRD,
however, the “European value added” is not immedi-
ately apparent, since their effectiveness is usually lim-
ited to the region in question (cf. paragraph 15 et seq.).
Such an effect only seems to be plausible in the case
of cross-border ETC-projects, as cooperation between
partners from different countries is much more difficult
to achieve than between partners from one country.
However, even such cooperations are often on a rather
small scale, and seem to have only a limited effect with
respect to the objective of deepening EU integration.

CONCLUDING REMARKS

The European Union is currently in a serious crisis of
legitimacy. Even if the advantages of European integra-
tion are obvious from a theoretical (and even practical)
point of view, nationalist tendencies are gaining impe-
tus in many countries that want to prevent a further
“deepening” of the EU in favour of greater national
autonomy. In this situation, there is a need for a funda-
mental agreement on how the European integration
process is to be shaped in the future. This should
include an agreement on the assignment of compe-
tences between the member states (and their regions)
ontheonehand and to the European level on the other.
Obviously, this discussion has not been conducted in
sufficient depth to date.

The final expression of the future distribution of
tasksisthe budget of the European Union. Itis not with-
out reason that the EU Commission’s draft budget for
the next seven years places a particular emphasis on
expenditure that promises a “European value added”,
especially in fields where all member states share a
common interest. At the same time, however, the Com-
mission is bound by the European Treaties, which
restrict the competences of the EU. In addition, a
change in priority setting with a given budget volume
requires cuts in other areas, which immediately create
strong resistance on the part of the previous benefi-
ciaries. In this respect, it is not surprising that the cur-
rent draft of the EU Commission on the medium-term
financial framework only makes gradual changes to
previous budget estimates.

Agricultural expenditure remains the most impor-
tantitem in the EU budget, but it only benefits a quan-
titatively insignificant sector. Obviously, there would
be the greatest potential for cutbacks here. However,
expenditure on cohesion policy already takes second
place. This paper takes takes a critical look at the cur-
rent shape of cohesion policy. It appears that the cur-
rent regulatory system is in need of reform not only in
detail, but also in its basic orientation. The blending of
different objectives (growth versus balancing) and the
wide interpretation of the subsidiarity principle draw
the sharpest criticism; and that restricts the efficiency
of cohesion policies.

However, there is little time left for a fundamental
reform before the next medium-term financial frame-
work comesinto force, especially since decisions on the
future shape of European integration and the associ-
ated distribution of competences between member
states and EU level must be taken beforehand. This will
not be affordable until 2021. However, much would be
gained if this discussion were to take place in the first
half of the next decade, so that an appropriate distribu-
tion of tasks and expenditure may at least be achieved
in the budget period 2028-2035.
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Sustainability in the Eurozone

Recent economic and political turmoil throughout the
Eurozone has given rise to uncertainty regarding its
outlook and sustainability. To investigate the medium
and long-term strength of the Eurozone, it is important
to consider whether countries have a sustainable econ-
omy in the long-run. In this evaluation of the economic
stability and status quo of various member states, six
topics - growth, debt, unemployment, interest rates,
competitiveness and corruption - are covered in this
article. After a brief introduction to the Eurozone and
the selection of sustainability measures, the indicators
will be evaluated for six countries, namely France, Ger-
many, Greece, Ireland, Italy and Spain.

PROFILE OF THE EUROZONE

The Eurozone is a group of countries using the Euro as
their sole legal currency. It was created in January 1999
with 11 members initially (Austria, Belgium, Finland,
France, Germany, Ireland, Italy, Luxembourg, the Neth-
erlands, Portugal and Spain). Today there are a total of
19 members, as Cyprus, Estonia, Greece, Latvia, Lithu-
ania, Malta, Slovakia and Slovenia have all joined since
1999.

In 1992, the member states of the European Com-
munity (EC) signed the Maastricht Treaty, thereby cre-
ating the European Union (EU). The Maastricht Treaty
laid the foundations for the introduction of the euro,
the creation of the Eurozone in 1999, and the formation
of the European Central Bank (ECB). The ECB, based in
Frankfurt, creates a uniform monetary policy that each
member state must adopt with the primary objective of
ensuring economic stability across the Eurozone.

The Maastricht Treaty also entails requirements for
joining the Eurozone, known as ‘convergence criteria’.
These criteria are a set of macroeconomic indicators
intended to ensure that the accession country is suf-

Table1

ficiently prepared and the integration runs smoothly.
Table 1 identifies the set of five macroeconomic indica-
tors, outlining how they are measured, as well as their
respective convergence criteria.

MEASURING SUSTAINABILITY

To measure the sustainability of selected member
states, we will investigate six economic indicators and
two indices. These were selected following the Euro-
pean Economic Sustainability Index (EESI) developed
by the European Policy Center, as well as the conver-
gence criteria listed previously. The economic indica-
torsinclude:

+ GDP growth rate

+ GDP percapita

« Debt level (% of GDP)

+ Deficit/surplus ratio (% of GDP)

+ Unemployment rate

+ Long-term interest rate.
The two indices include:

+ Global Competitiveness Index (GCl)

+ Corruption Perception Index (CPI).

GDP Growth Rate

The first indicator is the GDP growth rate capturing a
state’s short-term economic performance and its debt
repayment capability. Figure 1 illustrates the GDP
growth rate over time for France, Germany, Greece,
Italy, Ireland and Spain between 2000 and 2017. The
sharp fallin GDP growth rates during the financial crisis
can be observed for all selected countries. Whereas the
rate in Greece continued to decrease after 2009 and
only started to recover after 2011, all other selected
countries started to recover after 2009. The sharp and
one-time increase in the GDP growth rate in Ireland in
2015 is particularly notable, as the rate reached 25.6%.
However, France, Germany, Italy and Spain followed a
similar pattern for most of the period under considera-
tion. Greece and Ireland were the first to report nega-
tive growth rates (-0.3% in Greece and -3.9% in Ireland
in 2008) due to the financial crisis, whereas the other
countries reported negative rates in 2009 ranging from
-5.5% in Greece to-2.9% in France. In contrast to Spain,
Italy and Greece, France, Ireland and Germany quickly
recovered and started reporting positive and increas-

Macroeconomic Indicators and their Respective Convergence Criteria

Sound Public

Macroeconomic Goal Finances

Price Stability

Government Deficit
as a % of GDP

Consumer Price

Measurement Indicator Inflation Index

Not more than

1.5 %-points above
the rate of the three
best performing
member states

Reference value:

Convergence Criteria not more than 3%

Sustainable Durability Exchange Rate
Public Finances of Convergence Stability

Deviation from

Government Debt Long-term
Central Rate

as a % of GDP Interest Rate

Not more than

2 %-points above
the rate of the three
best performing
members states

Participation

in ERM Il for at least
2 years without
severe tensions

Reference value:
not more than 60%

Source: European Commission (2018).
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enced a large increase in 2015,

with a record growth rate of
25.6%. The growth rates of the
other countries also increased, %
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although not at such high lev-

25
els. In 2017, the growth rate
reached 4.9% for Ireland and 20
Spain, followed by 2.2% in Ger- >
10

many and approximately 1.5%
in France, Italy and Greece.
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Growth predictions for 2018
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forecast relatively similar rates 5 ML
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of 1.5% for Italy and 2.5% for -10

Germany. The growth rate in 15 —
France and Greece is expected 2000 2002
to increase to approximately
2.1%. After 4.9% growth in Ire-
land and Spain in 2017, Spainis  Figure2
expected to experience a sharp
decline to 2.8% and Ireland a

Source: World Bank DataBank World Development Indicators (2018).
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Average GDP Growth Rate
2000—2017 compared with 2009—2012

minor decline to 4.5%. For
2019, the growth rate in all

countries is expected to dip by B’:t‘;ﬁg ]
approximately 0,4%. Cyprus
Comparing the average Estonia |
growth rate of the whole period F;'r‘;:g i
(2000-2017, blue bars) with the Germany
average during the financial Greece |
crisis (2009-2012, red bars) 're:i:ld ]
reveals that while all countries LatviZ
report positive average growth Lithuania |
rates between 2000 and 2017, LuxembMoulig |
alta

the variations in growth rate  \.iherlands
are profound (see Figure 2). Portugal |
While Ireland reports an aver- Slovakia |
£50 G Ital d Slovenia |

age of 5%, Greece, Italy an Spain ]

Portugal exhibit average rates
of 0.2%, 0.4% and 0.6% respec-
tively. In Greece, this largely
results from the financial crisis,
during which it reported an average growth rate of
-6.6%. Looking closer at the financial crisis, it had a
clear negative impact on the growth rates of the Euro-
zone countries. Negative average rates were reported
by  Cyprus, Estonia, Finland, Italy Latvia,
Lithuania, the Netherlands, Portugal, Slovenia, Spain
and notably by Greece, where the average rate was
-6.6% during the financial crisis. In contrast, Malta
reported the highest growth rate of 1.3% during the
years 2009-2012.

-8

Source: World Bank DataBank World Development Indicators (2018).

GDP per Capita

Figure 3 illustrates the comparison of the real GDP per
capita in the year of entry with the real GDP per capita
reported in 2017. In almost all Eurozone countries the
real GDP per capita was higherin 2017 than in the coun-

m2000-2017
W 2009-2012

-6 -4 -2 0 2 4 6 %

© ifo Institute

try-specific year of entry to the Eurozone. However, in
Cyprus, Greece and Italy the standard of living as meas-
ured by GDP per capita has declined since entering the
Eurozone. The largest positive change in GDP per capita
over time was recorded in Ireland with the figure total-
ling 23,775.03 euros, while the smallest difference was
found in Slovenia (746.72 euros).

Debt Deficit/Surplus

A short-term indicator for the performance of public
finance is the government’s net borrowing necessity
capturing the difference between expenditure and rev-
enues. Figure 4 illustrates the deficit/surplus as a share
of GDP in France, Germany, Greece, Ireland, Italy and
Spain between 2000 and 2017. Before the financial cri-
sis, Ireland and Spain report a partial surplus. The
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Figure 3

GDP per Capita
Year of entry and 2017

levels of Ireland, Portugal and
Cyprus also exceeded the 100%
threshold. The lowest debt
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Source: Worldbank Databank (2018).

Figure 4

Deficitand Surplus

Year of entry levels throughout the whole
m 2017 period are associated with
Estonia, where the largest debt
level reached 10.7% of GDP in
2014.

Figure 5 compares debt
levels in 2017 with debt levels
in the year of accession of the
Eurozone countries. The com-
parison shows that debt levels
are clearly higher in 2017 than
in the year of accession for all
countries except for Belgium
and Latvia, where the debt
level was 5.6%-points (3.7%-
points) smaller in 2017 than in
2000. The largest increase is
related to Greece, where the
difference is 177.8%-points
of GDP. Italy (95.4%-points),
Cyprus (95.4%-points), Portu-
gal (75.3%-points) also report

Euro
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2000—2017 large debt level differences.
— France  —Germany In France, the debt level was
—Greece Ireland 38.3%-points higher in 2017
% of GDP —ltaly Spain than in 2000, while Germany’s
debtlevelwasonly5.3%-points
> highercomparedto2000.Inlre-
0 Ailit%‘_ = land, the debt level was 32.5%-
. \\/—\’ — points higher. In Spain, the dif-
-10 \7 = ference between 2000 and 2017
-15 reached 40.4%-points.
-20 W
25 — Long-term Interest Rate
-30 v
R An additional indicator of sta-
2000 2002 2004 2006 2008 2010 2012 2014 2016 bility is the long-term inter-

Source: International Monetary Fund; World Economic Outlook Database (2018).

financial crisis had a positiveimpact on the net borrow-
ing necessity, especiallyinIreland in 2010, which turned
from a surplus country into a deficit country. After 2010,
countries started to recover and deficits expressed as a
% of GDP diminished, but only Germany (in 2014) and
Greece (in 2016) achieved a balanced budget.

Debt Level

The debt level indicator reports the total govern-
ment debt level as a percentage of GDP, indicating the
medium- to long-term situation of the public finances.
Before the financial crisis, Belgium, Greece and Italy
all recorded debt levels above the 100% threshold of
GDP. The largest debt level was reported in Greece
in 2008 (109.4%). Due to the financial crisis, the debt
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est rate of government bonds
reflecting borrowing risk. We
will present Maastricht crite-
rion bond yields, since these are the long-term interest
rates used as a convergence criteria for the Eurozone.
Before the financial crisis, the country-specific long-
term interest rates were only exposed to low fluctua-
tions. The lowest long-term interest rate was recorded
in Luxembourgin 2005 (2.41%). The largest interest rate
before the crisis years was reported in Lithuania in 2001
(8.15%). Due to the financial crisis, the interest rates in
several countries increased, but most dramatically in
Greece and Portugal. After 2012, the interest rates fell
tovery low levels except for Greece and Portugal, where
the lowest interest rate was recorded in Luxembourg
with 0.25% in 2016.
AsseeninFigure6,thetimetrendsinthelong-term
interest rates in France, Germany, Greece, Ireland, Italy
and Spain show how the interest rates diverged after

© ifo Institute

the beginning of the financial crisis. In France and Ger-
many, the rates decreased, whereas they increased in
Greece, Ireland, Italy and Spain. The highest interest
rate was reported in Greece in 2012 where it reached
22.5%. After 2012, a negative trend in interest rates
emerged in all four countries where the financial crisis
increased interest rates.

Unemployment rate

The unemployment rate reflects the economic situa-
tion by focusing on the number of unemployed people
as a percentage of the labour force. The impact of the
financial crisis is also apparent for this indicator, as the
unemployment rate increased in most of the Eurozone
countries during the years of

crisis, but especially in Greece

and Spain. Before the financial

crisis, a negative generaltrend  Figures

in unemployment in most of  Debt Level

DATABASE

and Spain was 9.45%. In 2017, the average unemploy-
ment rate for these selected countries was 11.87%.

Global Competitiveness Index

The Global Competitiveness Index (GCI) developed by
the World Economic Forum measures competitiveness
and future economic prosperity by analysing microeco-
nomic and macroeconomic factors such as institutions
and policies. Theindexranges from 1to 7 where 7 is the
best score.! As competitiveness is closely related to
country-specific productivity, the GCl serves as an indi-
cator of the Eurozone’s sustainability.

1 http://reports.weforum.org/global-competitiveness-index-2017-2018/introduction/

Year of entry
| 2017

the Eurozone countries can be ~ Yearofentry and 2017
detected, with Luxembourg
reporting the lowest unem- o ‘
ployment rate over the pre-cri- B/Z:;tlx 1 '
sis period. Unemployment has Cyprus |
been decreasing since 2013. Estonia
. Finland

Figure 7 compares the France
unemployment  rates  of Germany
France, Germany, Greece, Ire- Greece
land, Italy and Spain between 're:i:l‘;
2000 and 2017.The impact of Latvia
the financial crisis can also be Lithuania
identified for this indicator. A Luxemt;ﬂoaulg

particularly high increase was Netherlands
reported in Spain and Greece, Portugal

Slovakia

with the unemployment rate . !

Slovenia
reaching 26.10% in Spain and
27.48% in Greece in 2013. Italy
was less strongly affected as
the highest unemployment
was recorded in 2014 with
12.64%. In France, the unem-  Figures
ployment rate was relatively
stable and only increased
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Source: International Monetary Fund; World Economic Outlook Database (2018).
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slightly after 2008. Remarka-

—France —Germany
bly, the unemployment rate in —Greece Ireland
Germany followed a negative 5 B —ltaly Spain
trend after 2005.

In addition to the time 20 /\
trendsin the selected countries
forthe period 2000-2017, Figure 15 / \
8 illustrates the country-spe-
cific deviation (in %) from the 10 / \
average unemployment rate in / \/\
the years 2000 and 2017 focus- 5 e —_—
ing on these six Eurozone coun-
tries. The average unemploy- o - = ——
ment rate in 2000 for France, 2000 2002 2004 2006 2008 2010 2012 2014 2016

Germany, Greece, Ireland, Italy ~ Source:Eurostat (2018).
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Figure7
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Eurozone countries ranges

from 85 in Finland to 48 in

3
25 /¥
/ Greece. Accordingly, Fin-
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land achieved the third best
place in the ranking, whereas

y4

Greece only reached rank 59.

Germany reached rank 12
with anindex of 81, versus Ire-
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land’s index of 74, ranking it
, 19 France achieved a score

2000 2002 2004 2006 2008 2010 2012

Source: International Monetary Fund; World Economic Outlook Database (2018).

The most recent GCl of 2017/2018 for the Eurozone
countries ranges from 4.0 in Greece to 5.7 in Germany
and the Netherlands. France and Ireland each achieved
a score of 5.2, while the index for Italy is 4.5 and 4.7 for
Spain. By comparison, Switzerland ranks first with a
score of 5.9.

When comparingtheindices overtime little change
is observed. The GCl increased for almost all Eurozone
countries slightly over time. Figure 9 gives an overview
of the performance of the Eurozone countries with
respect to the GCI.

Corruption Perception Index

Another Index that serves as an indicator of the Euro-
zone’s sustainability is the Corruption Perception Index
(CPI) published by Transparency International. It
indexes public-sector corruption according to surveys
from experts and businesses. Hence, the index approx-
imates the efficiency of the public sector on a scale

Figure 8

Deviation from Average Unemployment Rate
2000 and 2017

2014 2016
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of 70 and ranks 23". Spain
ranks 42" and records an
index of 57. Italy only reaches
therank of 54 with an index of
50. The country with the highest score is New Zealand
with 89 points.

Likeits GClindex, both the score and the ranking of
the Eurozone countries is relatively constant over time.
Figure 10 gives an overview of the scores achieved by
Eurozone countries in 2017.

TRUSTIN EU INSTITUTIONS
The Standard Eurobarometer

The Standard Eurobarometer survey is conducted on
behalf of the European Commission and carried out
every year in spring and autumn. EU citizens are inter-
viewed to understand and compare trends within EU
member states. The survey covers topics like citizens’
perception of the current European political and eco-
nomic climate, as well as future expectations about
the economy. Among other things, a set of questions
analyses how people perceive political institutions at
national and European level.

This section compares

some results of the Stand-

ard Eurobarometer survey

France

Germany

Greece

Ireland

Italy

Spain

-80 -60 -40 -20 0 20 40

Source: International Monetary Fund; World Economic Outlook Database (2018).
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2000 across Eurozone countries
2017 from 2000 to 2017. The focus
is on the European Central
Bank. A specific question
was designed to shed light
on whether EU citizens trust
this institutional bodiy.? In
answering this question the
respondents could choose
between the options tend to
trust, tend not trust or don’t
know.

2 The original question is: “And, [for each
of the institutional bodies], please tell me if
you tend to trust it or tend not to trustit?”

60 80 100 %
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Figure 9

Global Competitiveness Index Across Eurozone Countries (2017)
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were undecided. Confidence
in the ECB was highest in Fin-

A
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Source: World Economic Forum (2018).

Figure 11 shows the overall sentiment of EU
citizens towards the European Central Bank since
2000%. In the beginning and mid-2000s, the majority
of respondents (40-50%) indicated their trust in the
European Central Bank, while 20-30% did not and
another 20-30% were unde-
cided. However, as of 2007,
confidence in the ECB has Figure 10
gradually declined. The year

land and the Netherlands,
where over 60% of respond-
ents indicated their trust in
the ECB, followed by Luxem-
bourg (54%), Belgium and
Lithuania (both 52%).

The level of confidence
plunged to by far its lowest
level in Greece, where only
21% of respondents tended
to trust the ECB, while 75%
did not. Even in the UK, out-
side the Eurozone, more
people had confidence in
the ECB (29%). It is striking
that respondents from major
economies tended to have
little confidence in the ECB,
as the percentage of those
who do not trust the ECB was
above the EU average in 2017.
In Estoniaand Malta over30%
of respondents were unde-
cided. Thisnumberwas much
lower in Greece and Belgium
by comparison, suggesting that most of the Greeks and
Belgians interviewed formed opinions about the ECB.

© ifo Institute

Corruption Perception Index Across Eurozone Countries (2017)

2011 marks a turning point
as of which most respond-
ents said they tended not »
to trust the ECB, while the -
share of those tending to

trustthe ECB fell below 40%. 48
In addition, the number of
undecided respondents
(“Don’t know” answers) has
declined since 2003.

Figure 12 compares the
results from the autumn
2017 survey across Eurozone
member states. When look-
ing at the Eurozone average,
44% of respondents tended
not to trust the European
Central Bank, while nearly
as many (39%) did and 17%

3 Thefigure reports results of the au-

tumn survey, except for 2005, for which
the results of the spring survey are
shown.

Source: Transparency International (2018).
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rates, while Germany is cur-
rently even more successful,

Figure 11
Average Confidence of Eurozone Countriesin the European Central Bank Over Time
2000—2017
===Tend to trust
Tend not to trust
% ==Don't know
60

especially in terms of unem-
ployment levels. Ireland, even
although severely hit by the
financial crisis, managed an

impressive catch-up in eco-
nomic terms. To a lesser extent

this is still true for countries

such as Spain. Unfortunately,
some countries have not been

able to improve their stand-

* JM’\
20

ard of living since 2000. This is
the case for the crisis-shaken

10

Greece where the employment
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Source: Eurobarometer (2018).

Figure 12

Confidencein the European Central Bank by Eurozone Country
2017

2014 2016

situation even deteriorated sig-
nificantly, but it is equally the
case for Italy, which achieved
very meagre growth rates
over most of the period con-
sidered. For almost all coun-
tries, the debt levels increased

© ifo Institute
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CONCLUSION

To investigate the medium and long-term strength of
the Eurozone, this article evaluated the economic per-
formance of selected major euro area member states
(France, Germany, Greece, Ireland, Italy and Spain) in
six basic areas - growth, debt, unemployment, interest
rates, competitiveness and corruption. While the two
indices that measure the institutional environment do
not show much variation across time, the economic
indicators clearly indicate that the overall performance
of euro area member countries since the euro’s intro-
duction has been quite diverse. Countries like France
and Germany have achieved fairly high overall growth

ifo DICE Report 3/2018 September Volume 16

considerably following the
financial crisis with most wor-
rying increases in the coun-
tries heavily affected by the
crisis. The general economic
situation of each country also
relates to the perceptions that
citizens have of European insti-
tutions. Unsurprisingly, Greece
displays the lowest confidence
in the ECB among the countries
studied, with Italy, Spain and
France also expressing trust
levels below the EU average.

B Don't know

100 %
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New at DICE Database

RECENT ENTRIES TO THE DICE DATABASE

In the third quarter of 2018, the DICE Database received
anumber of new entries, consisting partly of new topics
and partly of updates. The list below features some of
these new entries:

« Trustin European Institutions - Eurobarometer
(World Economic Forum)

« Corruption Perception Index

« Global Competitiveness Index

Forthcoming Conferences

CESifo Area Conference on Behavioural Economics
26-27 October 2018, Munich

The eight CESifo Area Conference of the Behav-
ioural Economics area will once again be organised
jointly with the Collaborative Research Center ,Ration-
ality and Competition“. The purpose of the conference
istobringtogether CESifo and CRC members to present
and discuss their ongoing research, and to stimulate
interation and co-operation between them. All CESifo
Research Network members and all CRC members are
invited to submit their papers, which may deal with any
topic within the broad domain of behavioural and
experimental economics and applications to other
fields. The keynote lectures will be delivered by Xavier
Gabaix (Harvard University) and Pietro Ortoleva
(Princeton University).
Scientific organisers: Ernst Fehr, Klaus Schmidt

CESifo Economic Studies Conference on
New Perspectives on Tax Administration Research
2-3 November 2018, Munich

The aim of this conference is to bring together
research that addresses issues related to tax adminis-
tration. Submissions in all areas of tax administration
are invited from any perspective. The keynote lecture
will be delivered by Brian Erard (B. Erard & Associates).
Scientific organiser: Christos Kotsogiannis

CESifo Area Conference on the Economics
of Digitization
30 November-1 December 2018, Munich

This year’s conference will be the second annual
conference of the Economics of Digitization Research
Area of the CESifo Network. The area studies societal
and economic consequences of digitization. It has a
wide scope of relevant research and its aim is to bring
the leading researchers from both sides of the Atlantic
working on topics in the relevant fields of economic

NEWS

(including, but not limited to, 10, big data, labour,
growth, education, media, public finance, and political
economy). The keynote lecture will be delivered by
Steve Tadelis (University of California, Berkeley).
Scientific organiser: Stephen P. Ryan

12*" Workshop on Political Economy
30 November-1 December 2018, Dresden

CESifo, the Center of Public Economics at TU Dres-
den and the ifo Institute for Economic Research Dres-
den will jointly organize a workshop on Political Econ-
omy. In the tradition of the previous workshops, the
conference will take place in Saxony s capital Dresden.
The two-day workshop will serve as a forum to present
current research results in political economy and will
give researchers the opportunity to network. The key-
note lectures will be delivered by Gilles Saint-Paul
(Paris School of Economics) and Stefan Voigt (Universi-
tat Hamburg).
Scientific organisers: Christian Lessmann,
Gunther Markwardt

9" ifo Conference on “Macroeconomics and
Survey Data”
7-8 December 2018, Munich

The ifo Center for Macroeconomics and Surveys
will organize a conference in Munich on “Macroeco-
nomics and Survey Data”. The “survey” in the confer-
ence title is to be understood broadly, including all
kinds of (administrative) micro data sets and all man-
ner of consumer and business confidence surveys. The
conference is intended to discuss ongoing research on
survey and micro data and its role and usage in macro-
economics. Papers, theoretical, empirical and poli-
cy-oriented, are actively solicited on issues like:

+ Methodology of business surveys

+ Uncertainty modelling

+ Survey data and the business cycle

« Transmission of cyclical fluctuations

+ Inequality and distributional aspects

+ Forecasting performance of survey data
in business-cycle research

+ Usage of micro-data in macroeconomics

+ Labour market and the business cycle

Scientific organisers: Klaus Wohlrabe,
Timo Wollmershauser and Andreas Peichl

13" jfo Dresden Workshop on Macroeconomics
and Business Cycle Research
25-26 January 2019, Dresden

The ifo Institute, Dresden Branch, and the Helmut
Schmidt University, Hamburg, warmly invite submis-
sions to the 13th ifo Dresden Workshop on Macroeco-
nomics and Business Cycle Research. We particularly
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encourage PhD studentsto submit their latest research.
Each paper will be allocated 45 minutes, to be divided
between the presentation, a discussion by an assigned
workshop participant, and a general discussion. There
isnoworkshop fee. However, participants are expected
to pay their own expenses for travelling, accommoda-
tion and the joint informal dinner on January 25th. The
journal Review of Economics publishes a Special Issue
on the occasion of this workshop. Please submit your
(preliminary) paper by October 31st, 2018, via the work-
shop website. Please indicate whether your contribu-
tion should be considered for publication in the Special
Issue. Acceptance decisions will be announced by
mid-November.

Scientific organisers: Michael Berlemann,

Robert Lehmann and Michael Weber

New Books on Institutions

Discreet Power: How the World Economic Forum
Shapes Market Agendas

Christina Garsten and Adrienne Sérbom

Stanford University Press (2018)

European Disintegration:
A Search for Explanations
Hans Vollaard

Palgrave Macmillan (2018)

Refugee and Mixed Migration Flows: Managing
a Looming Humanitarian and Economic Crisis
Bimal Ghosh

Palgrave Macmillan (2018)
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