The Eurozone: Saved by the Bell?  
You may recall the plot of the Hollywood blockbuster ‘2012’ centred on a series of cataclysmic climactic events linked to the well-known Mayan prophecy. In early 2012, the Eurozone is very firmly in the ‘eye of the storm’.  As this article is being penned in early December 2011, events are unfolding by the day. Although I do not have a crystal ball to forecast the next two months, a number of fundamentals can be drawn from how the Eurozone sovereign debt crisis has evolved to date and what would be required in any possible resolution.  

The plans drawn up by Europe’s politicians to date, for example, to leverage the existing European Financial Stability Fund (EFSF), have not succeeded in dealing with the concerns expressed within financial markets about putting the Eurozone’s monetary infrastructure on a sustainable footing. The reason that they have failed goes back to the essential difficulty, namely that Europe has too much sovereign debt, which is on the books of its banks, which in turn have too much debt. There is also an enormous trade imbalance between core and peripheral Europe. All of these problems must be solved in order to prevent the Eurozone from collapsing. As will be argued in this article, mechanisms such as the EFSF do not have the required credibility to tackle this debt predicament. 

There are two clear alternatives left to deal with the crisis. Either Europe’s governments will have to federalise the debt explicitly by assuming some joint liability for each other’s debts (the ‘Eurobonds’ initiative) which will certainly require greater fiscal, and even political, centralisation. This may be linked to the proposal by President Nicolas Sarkozy on December 1 to draft a new EU Treaty (presumably one with an emphasis on fiscal discipline). However, this can only be conceived as a medium-term solution. Simply put, the crisis is happening now and needs solving within a far shorter timeframe than will be required to get a new treaty ratified by all member states. 

The alternative option may be to federalise the debt implicitly by allowing the ECB to act as a lender of last resort. Within weeks of taking over as President of the European Central Bank (ECB) on November 1st, Mario Draghi was under pressure from many quarters to take the necessary steps to  extend the ECB’s mandate beyond price stability. Didier Reynders, Belgium’s finance minister called on the ECB to be “a more important player”[footnoteRef:1], echoing calls from his Spanish and Italian counterparts. Ireland’s former Taoiseach, John Bruton, also called on the ECB to follow the example of the US Federal Reserve and the Bank of England and act as a lender of last resort to enable the financial crisis to be brought to a close. The financial media was also extremely concerned. Indeed, the Economist worried about the last days of the euro[footnoteRef:2] unless Germany and the ECB moved quickly.  [1:  Ralph Atkins, “Pressure mounts on ECB to act”, Financial Times, November 23, 2011. ]  [2:  The Economist, “Is this really the end?” November 26, 2011. ] 


The ECB’s reluctance to act is fundamentally linked to the question as to whether there is a role for it to extend its mandate and act as a lender of last resort (LOLR) in Eurozone government bond markets. This is the central issue that this article will address.

Of course, a possible caveat to you reading this in early 2012 is that the ECB may already have made a decisive move in that direction. Indeed, in a possible harbinger of a move ahead of the EU Summit on December 9th, Mr. Draghi addressed the European Parliament on December 1 and held up the possibility of a greater degree of ECB intervention if euro-area governments were to commit to more concrete fiscal moves at that summit. As will be argued below, that would be a welcome move, even if it clearly will not be sufficient to solve the crisis.

Fragility of a monetary union
Since its inception, the existential threat to the Eurozone has been the contagion of the peripheral sovereign debt crisis to the rest of the system. In analysing why it has been so difficult to halt the forces of contagion, we have to begin by highlighting the key weaknesses of government bond markets in a monetary union. As the eminent Belgian macroeconomist Paul De Grauwe highlighted in an August 2011 policy brief [footnoteRef:3], Eurozone governments effectively issue debt in a ‘foreign’ currency, i.e. one which they do not control by fiat. Therefore, these governments cannot guarantee to bondholders that they will have the necessary liquidity to redeem the sovereign bonds at maturity. This contrasts with a country such as the UK that issues sovereign bonds in its own currency. Despite having higher deficits and debt-to-GDP ratios than several euro area countries, the existence of the Bank of England is an implicit guarantee that allows the UK to convince its bondholders that they will be repaid.  [3:  Paul De Grauwe, “Only a more active ECB can solve the euro crisis,” CEPS Policy Brief No. 250, August 2011.] 


The Importance of the Lender of Last Resort 
Clearly, the absence of such a guarantee makes the sovereign bond markets in a monetary union prone to liquidity crises and contagion in the same way that banking systems were prior to being backstopped by central banks as lenders of last resort. Within a monetary union, solvency problems in one country (e.g. Greece) lead bondholders to fear the worst in other bond markets triggering a mass selling off of similar bonds. At best, this triggers a temporary liquidity crisis in other sovereign bond markets. However, the euro crisis has persisted because the increase in bond yields has turned the liquidity crisis into a solvency crisis. Another country (say Italy or Spain) can become insolvent if yields are pushed high enough. A lack of trust in the stability of the system can drive a country in a self-fulfilling way into a so-called ‘bad equilibrium’[footnoteRef:4].  [4:  Paul De Grauwe, “The Governance of a Fragile Eurozone”, CEPS Working Document No. 346, May 2011. ] 


Learning from the history of banking, an external force for stabilising the system is required. Almost 140 years ago, Walter Bagehot extolled the role of his native central bank: “All our credit system depends on the Bank of England for its security[footnoteRef:5].” Of course, one of the key features of the lender of last resort function is that when borrowers are confident that it will be used, the LOLR rarely has to be invoked.  [5:  Walter Bagehot, Lombard Street, 14th ed., London: King & Co., 1873. ] 


Paul De Grauwe summed it up when he concluded that “the only institution in the Eurozone that can perform this role is the European Central Bank.[footnoteRef:6]” Other prominent economists arrived at the same conclusion. Professor Charles Wyplosz even went so far as to pen an “Open Letter to Dr Jens Weidmann”[footnoteRef:7] in which he challenged the head of the Bundesbank to explain why the German authorities had taken an opposite view to most other commentators in terms of the ECB’s role.  [6:  Paul De Grauwe, “Only a more active ECB can solve the euro crisis,” CEPS Policy Brief No. 250, August 2011, p.2.]  [7:  Charles Wyplosz, “An Open Letter to Dr Jens Weidmann,” VoxEu, November 18, 2011. ] 


Der Deutsch Perspektive 
Up to the time of writing, the ECB has not intervened to the extent that many in financial markets have suggested. The ECB’s reluctance to make such a commitment has been rooted partly in its legal mandate and also in its doctrinal persuasion. From a German perspective, there are several compelling arguments as to why the ECB should not have a responsibility of lender of last resort in government bond markets. These need to be confronted before any progress can be made. There are four key concerns:
i. Legal restrictions
ii. The risk of inflation
iii. Moral hazard
iv. Fiscal consequences

Let us address each of these in turn.
i. Legal Restrictions
A number of institutional arrangements for sound fiscal policies have been agreed at Treaty level within the European Union with a view to limiting risks to price stability. These include:
· the prohibition of monetary financing (Article 123 of the Treaty on the Functioning of the European Union),
· the prohibition of privileged access to financial institutions (Article 124 of the Treaty on the Functioning of the European Union),
· the no-bail-out clause (Article 125 of the Treaty on the Functioning of the European Union),
· the fiscal provisions to avoid excessive government deficits (Article 126 of the Treaty on the Functioning of the European Union, including the excessive deficit procedure), and
· the Stability and Growth Pact or ‘SGP’ (secondary legislation based on Articles 121 and 126 of the Treaty on the Functioning of the European Union).

Those arguing against extending the ECB’s mandate particularly highlight Article 123 as preventing direct support to governments. However, the May 2010 decision by the ECB to contribute to the Greek bailout by buying outright Greek public debt instruments effectively ‘Europeanised’ national public debts. Whether or not this was the correct course of action, it has not had any legal consequences. However, it has changed the Eurozone regime. 

ii. The Risk of Inflation 
Given its historical experience, the German psyche is very concerned about the potential inflationary consequences of large-scale government bond buying by the ECB. By buying government bonds, it is said, the ECB would increase the money stock, thereby leading to a risk of inflation. However, a key distinction is the difference between the money base and the money stock. When the central bank buys government bonds (or other assets) it increases the money base (currency in circulation and banks’ deposits at the central bank). This does not mean that the money stock increases. During periods of financial crises (such as the 1930s or 2008-2011), the monetary base and money supply can become disconnected. This occurs because banks hoard the liquidity provided by the central bank rather than extending credit to the non-banking sector. 

Of course, German history has shown how disastrous monetary financing of public debts can be. However, that hyperinflation was the consequence of continuing monetary financing of the budget deficit. In 2011-12, we are talking about dealing with the existing stock of debts that cannot be refinanced sustainably on bond markets. What is needed is a once-off effective guarantee by the ECB that sets a floor on these bond prices. A guarantee may not mean actual purchases; most likely very little will be needed, and that can be sterilised. The German precedent simply does not apply to the current situation. 

iii. Moral Hazard
Perhaps it is a strange form of ‘Schadenfreude’, but German public opinion applauds punishing those countries that have not shown appropriate fiscal discipline. Forcing severe austerity programmes on countries in recession will not reduce budget deficits, however, as the Greek example clearly illustrates. 

Clearly, there is some risk of moral hazard. By providing lender of last resort insurance, the ECB gives an incentive to governments to issue too much debt. This is indeed a serious risk. But this risk of moral hazard is no different from the risk of moral hazard in the banking system. The proper response is to design in time a new regime that will deliver fiscal discipline while respecting national sovereignty. For example, the ECB could be more discriminatory in terms of accepting bonds as collateral for its repo operations.

Before the crisis, by treating all Eurozone bonds equally as collateral for its repo operations, the ECB effectively guaranteed their values. This is why the spreads on government bonds were far too small. There is no legal barrier for the ECB to modify its operations to decide that it will only accept repo bonds from governments with established adequate national arrangements (e.g. legislative provisions for deficit targets) that enforce fiscal discipline. For example, at one of the late 2011 summits, European leaders agreed that all countries would adopt a version of the German constitutional debt brake arrangement and establish independent fiscal councils. The Irish Fiscal Advisory Council has, of course, already been established (with one of my colleagues, Professor John McHale as the initial Chairman). 

Therefore, the way to deal with moral hazard is to impose rules that will constrain governments in issuing debt—very much like moral hazard in the banking sector is tackled by imposing limits on risk-taking by banks.

iv. Fiscal Consequences
Some have argued that the ECB should not intervene because when buying government bonds, it risks losing money. Obviously, if governments fail to service their debts, the ECB will make losses. Thus by intervening in the government bond markets, the ECB is committing future taxpayers. This is essentially an argument that the ECB should avoid operations that mix monetary and fiscal policies[footnoteRef:8].  [8:  Marvin Goodfriend, “Central Banking in the Credit Turmoil: An Assessment of Federal Reserve Practice”, Journal of Monetary Economics 58(1), 2011. ] 

However, all open market operations carry the risk of losses and have fiscal implications. When a central bank buys private debt in the context of its open market operations, there is a risk involved. Or, take the example of the losses incurred in 2011 by the Swiss Central Bank in its intervention in foreign exchange markets. These losses are in no way different from the losses the central bank can incur when buying government bonds. Thus, the argument really implies that a central bank should abstain from any open market operation. But then it stops being a central bank.

Moreover, when there is confidence that the central bank will operate as a lender of last resort in the sovereign bond markets, the central bank does not have to act as a lender of last resort most of the time. The LOLR resort function of a central bank is an ‘insurance’ mechanism. As with any insurance company, occasional losses may occur, but this is not a good reason to stop providing the insurance. In addition, contrary to private insurance companies, the ECB should not really worry about the fact that it sometimes loses money. In the context of providing calm in a storm, what matters is the financial stability it ensures, not the profit-and-loss account of the central bank.

Moreover, the ECB stretched the interpretation of its ‘price stability’ mandate in October 2008 when it injected massive liquidity into European money markets to save the banking system. The ECB effectively did not hesitate to serve as a lender of last resort to the banking system, despite fears of moral hazard, inflation, and the fiscal implications of its lending. 

A Way Forward 
The ECB’s reluctance to take on the role of lender of last resort has compelled the Eurozone authorities to create surrogate institutions such as the European Financial Stability Fund (EFSF) and the future European Stability Mechanism (ESM)[footnoteRef:9]. One key problem with these institutions is that do not have the necessary credibility to stop the contagion as they cannot guarantee that sufficient funds will be available to redeem sovereign bonds. Only a central bank that can create unlimited amounts of cash can provide such a guarantee. [9:  This is the proposed permanent rescue funding programme due to begin in mid-2013. ] 


One way forward would be to separate liquidity provision from moral hazard concerns. Liquidity provision should be performed by the ECB, whereas the governance of moral hazard and fiscal discipline could be performed by another institution, i.e. some pan-European supervisory body. This is analogous to what has occurred within the banking sector in most jurisdictions. 

Another metaphor used by De Grauwe [footnoteRef:10] is that of a burning house: When the house is on fire, the householders do not hesitate to contact the fire service. A separate police department may wish to investigate the cause of the fire and address any wrongdoing. However, both functions are kept separate. Within the Eurozone, the EFSF cannot effectively provide liquidity and impose conditions under which this liquidity is provided. Only the ECB has the unlimited firepower and should act accordingly.   [10:  Paul De Grauwe, “Only a more active ECB can solve the euro crisis,” CEPS Policy Brief No. 250, August 2011, p.5.
] 


Conclusion 
To date, the ECB has focused excessively on its narrow remit of price stability. However, the recent Eurozone sovereign debt crisis has illustrated that financial stability should also be a function of a central bank. Indeed, other central banks such as the Federal Reserve and the Bank of England have a clear mandate to address such instability. With its unlimited ability to print money, the ECB is the only institution capable of stabilising the current crisis. To do so, it will have to make it clear that it is wholly committed to take on its function of lender of last resort. 

Of course, while the ECB’s lender of last resort support in the sovereign bond market is a necessary feature of the future governance of the Eurozone that alone will not be sufficient. There is a clear need for a fundamental overhaul of the Eurozone’s political and economic institutions, perhaps as being envisioned in a new EU Treaty to replace that established in Maastricht. Further steps will be required to ensure that there is no repeat of the current debt crisis by putting in place effective control on national government deficits and debts. Such changes are necessary so that the ECB can trust that its lender of last resort actions in the sovereign bond markets will not lead to a continuing round of debt creation. However, as mentioned at the very start of the article, such initiatives will take time. The crisis needs to be resolved quickly, and the ECB is the only fire-fighter in town. 
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