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Abstract:

In a recent paper, Marc Lavoie (2015) criticized my interpretation of the Eurozone (EZ)

crisis as a balance of payments (BoP) problem. He identifies the original sin “in the

setup and self-imposed constraints of the European Central Bank.” This is referred to

here as the monetary sovereignty view, which belongs to a more general view that sees

the source of EZ troubles in its imperfect institutional design. According to the

(prevailing) BoP view, sustained in different ways by a variety of economists from the

conservative Sinn to the progressive Frenkel, the original sin lies in the current account

(CA) imbalances brought about by abandoning exchange rate adjustments and in

inducing peripheral countries to become indebted with core countries. An increasing

number of economists would add German neomercantilist policies as an exacerbating
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factor. While the BoP crisis is a fact, better institutional design would perhaps have

avoided the worst aspects of the current crisis and permitted more effective action by

the European Central Bank (ECB). Leaving aside the political infeasibility of a more

progressive institutional setup, it is doubtful that this would fix the structural

imbalances exacerbated by the euro. Be that as it may, one can of course blame the

flawed institutional setup and the lack of ultimate action by the ECB for the crisis, as

Lavoie seems to argue. Yet, since this institutional set up is absent, the EZ crisis

manifests itself as a balance of payment crisis.
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In a similar vein, Sinn and associates at CESifo maintain that “there [are] widely

contrasting interpretations of the crisis: one interpretation [stresses] self-fulfilling

erosion of confidence, whereas another [emphasizes] fundamental macroeconomic

imbalances” (CESifo 2012: 69). “Erosion of confidence” can be attributed to the

absence of a proactive central bank.

The definition “flawed” (and “viable”) CU is from Barba and De Vivo (2013).

Lavoie kindly acknowledges that I was the first to propose the analogy (Cesaratto 2012,

2013a, 2013b). This is also alluded to by Bordo (2014).

Referring to Cesaratto (2013a), Lavoie adds: “one can view the TARGET2 balances as

means to create the equivalent of the lost foreign exchange reserves for countries

within the Eurozone which are suffering from a crisis of confidence … . TARGET2

balances can be interpreted as the current account surplus recycling device that

Keynes had envisaged in his Plan, and hence that these compensating balances can be

created ‘ad libitum,‘” although, he concurs, “there are of course limits to what Minsky

defined as Ponzi finance” Lavoie 2015: 10–11). More about these limits below.

Since spring 2014 the EZ has the semblance of a banking union. Opinions diverge

about its adequacy: Posen and Veron (2014) are for the half-full view; Merler (2014) is
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pessimistic.

Also close to this view is Andrea Terzi who acknowledges that “[e]xchange rate risk was

coming back to the single currency area and this widened spreads in a similar fashion

just as, during ERM, spreads had reflected the risk of exchange rate realignments”

(Terzi 2014: 2). He does not, however, attribute a major role to intra-EMU foreign

imbalances. He explains the return of redenomination risk rather as a result of a divorce

between monetary and fiscal policy in the EMU and regards the EZ sovereign debt

increase as the result of “cyclical factors” (the global crisis of 2008–9; Terzi 2014: 22),

arguing that if “the ECB had been allowed to trade member states’ bonds, targeting

their yield, we would not have seen any sovereign debt crisis” (Terzi 2014: 21). Terzi

does not discuss the existence of foreign imbalances, though in a cryptic footnote he

observes that the “fact that net exports largely originate from a specific geographical

area within the Eurozone makes internal imbalances appear problematic” (Terzi 2014:

22).

In a hyper-gold-standard regime such as the EMU, such an adjustment would rely on

domestic price deflation mechanisms without any possibility of resorting to exchange

rate corrections.

CESifo economists point out that the Basel banking regulation system that freed banks

from the obligation of holding capital against government bonds supported the

conviction that all EZ government bonds were equally safe and, implicitly, the belief in

European protection of sovereign debts (CESifo 2012: 62; Sinn and Wollmershäuser

2012: 478–479).

An alternative view argues that autonomous spending in peripheral countries was

financed by endogenous credit/money creation by domestic and foreign banks. Larger

imports from core countries generated foreign savings in these countries, so that ex

post and only ex post we can say that core countries lent excess savings to peripheral

countries.

See also CESifo (2012: 72) and CESifo (2011: 76), where we read that “the stagnation

[in Germany was] caused by the capital exports.”.

Wilhelm Vocke was president of the Bank deutscher Länder, as the Bundesbank was

called before 1957.



Kalecki (1934) adds the “domestic exports” constituted by government deficit spending

to the realization of social surplus in foreign markets. In his great paper on Tugan-

Baranowsky and Rosa Luxemburg (1967) both markets were subsumed under the label

of “external markets,” that is, markets outside the conventional “income-spending

circuit” (Cesaratto 2015). According to Kalecki, spending by external markets, as well

as investment spending induced by the expected rate of expansion of external markets,

is financed by creation of purchasing power by the financial sector, or by sellers’

acceptance of bonds issued by the buyer:

Financial processes connected with securing a surplus in foreign trade

and with “domestic exports” are … very similar in character. The analogy

is obvious in the case when the capitalists of a given country grant a

foreign loan or a loan to their government which is used for purchase of

commodities in that country. The capitalists lend money abroad or to their

government in return for bonds. Funds obtained by a foreign country or

by the government flow back through the purchases of commodities to

the capitalists … . As a result, the profits of the capitalist class in a given

period increase by an amount equal to the value of the government or

foreign bonds received, which is equal in turn to the surplus secured in

foreign trade or to “domestic exports” respectively. (Kalecki 1934: 18–19)

They do admit that higher inflation in the core would help, but this would clash with

German public opinion (CESifo 2012: 72–73). On the presumably fabricated myth of

German fear of inflation, see Cesaratto and Stirati (2011: 70).

Sinn and associates argued that in the United States there are yearly automatic full

settlements of the American analogue of T2 balances among regional Feds. Cour-

Thimann (2013: 31–33) and Barba and De Vivo (2013: 91–93) are of a different opinion.

This is summed up well by Cour-Thimann:

The presence of Target balances is … strongly correlated to the non-

standard measures taken by the Eurosystem (fixed rate, full allotment,

expanded collateral framework, long term refinancing operations). Other

Eurosystem operations, which are not part of the implementation of the

single monetary policy, also contributed to the increase in liquidity

provision, such as emergency liquidity assistance. … Target balances as

such are a manifestation of the internal macroeconomic tensions within



EMU that have surfaced with the crisis. Some argue that these tensions

are similar to those which, in the absence of a monetary union, would

have resulted in balance-of-payments crises, which in fixed exchange rate

regimes would imply a need for exchange rate realignments similar to

those that occurred with the collapse of the Bretton Woods system (Sinn

and Wollmershäuser 2012). It has been argued that Target balances

would then be similar to quasi-unlimited foreign exchange reserves.

(Cour-Thimann 2013: 12, 17–18)

Contrary to many initial convictions, capital flights from the EZ periphery roughly

correspond to repatriation of the former EZ core-country loans that financed the current

account deficits of the periphery (see Cesaratto 2013a: 370–71; Cour-Thimann 2013:

21).

On these crises, see the pathbreaking paper by Diaz-Alejandro (1985), as well as a

paper by Kaminsky and Reinhart (1999). They point out the links between financial

liberalization-cum-fixed exchange rates and banking and BoP crises. Following Reinhart

(2011), I defined this as an “unfortunate sequence of events” (Cesaratto 2013b). See

also Bagnai (2013).

A similar story is told by Whelan (2013). In the classical currency crises narrative of the

1980s and 1990s, ultimately it is “the government’s concern about its ability to repay

foreign borrowings … that leads to governments being unwilling to do ‘whatever it

takes’ to defend a fixed exchange rate. In this sense, concerns about sovereign default

lay behind both fiscal and current-account devaluations” (Whelan 2013: 480).

Devaluation risk apparently disappeared in the EMU with yields on sovereign debt first

converging and later dramatically diverging once a sovereign default risk reappeared

(Whelan 2013: 484–85). Although T2 accommodated capital flight from the periphery,

the crisis does not basically differ from classical crises: countries may leave or be

expelled from the CU once inability to honour their T2 commitment becomes apparent

(Whelan 2013: 498).

In 2012, as a result of repatriation via T2 of core-EZ loans to peripheral countries and of

the three-year LTRO by the ECB, most peripheral public debt was transferred to the

coffers of domestic commercial banks. Yet the renationalization of public debt did not

lead to lower interest rates: in other words, the spread with respect to the German

Bund continued to rise until the announcement of OMT in summer 2012. Commercial



banks were indeed buying peripheral treasury bonds with loans from the Eurosystem

denominated in euros, thus incurring redenomination risk. This remained high until

Draghi’s famous reassuring statement. Notably, the renationalization of peripheral debt

was only apparent: following Sinn’s logic, it is as if the Eurosystem was officially lending

the funds withdrawn by the core-EZ private sector to the periphery through the LTRO.

Indeed, the net international investment position of the periphery did not change at all,

but just reshuffled with lower private and higher official loans.

Moral hazard refers to an alleged propensity of “profligate” peripheral countries to

profit from a proactive ECB and relaxation of fiscal rules.

An unfortunate sequence of events also took place in the non-EZ Baltic states and

Hungary, which pegged their currencies to the euro.

Until 2011–12 nobody would have included Italy (and perhaps Spain) in the EZ

periphery. In those years the PIGS became PIIGS.

Sinn and Wollmershäuer (2012: 500) compare re-creation of liquidity by the Eurosystem

to the American “printing of dollars” to finance the U.S. current account deficit that

preceded collapse of the Bretton Woods system. Bordo (2014) rejects the comparison

because T2 and the liquidity facilities are institutional features of the EMU (whereas

Bretton Woods did not adopt Keynes’s International Clearing Union). Rather, he

compares the current account difficulties of the EZ periphery with those of the UK in the

Bretton Woods age, concluding that “the ‘Bretton Woods breakdown’ analogy is less

relevant than the ‘persistent imbalances between countries’ analogy.”

For instance, Mundell (1961: 660) likened currency unions to the gold standard that

“many economists blamed for the worldwide spread of depression after 1929” and

criticized the noncooperative behavior of the surplus countries, the United States and

France in the 1920s and Germany in the 1950s, as sources of trouble for the

international monetary order.
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