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an Insolvency Trap

Robert B. Vehrkamp
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There is going to be a brand new euro, at least from 2013 onwards, and
people are talking about the Grand Design of a new European Economic
Governance. But after the collapse of Portugal one is led to ask whether
the eurozone can actually make it to safety. And what happens when it
gets there? At any rate, the danger of new crises is greater than it has
ever been. The fact of the matter is that the euro is in an insolvency trap.
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Let us start with the bad side of the good
news. Whereas it is true that the new
2013 euro will be more crisis-resistant
than its predecessor, it is not going to
solve the pressing problems of the euro-
zone. Precisely the opposite is the case. It
will exacerbate the financial problems of
the debt sinners and make unavoidable
what policymakers would in fact very
much like to avoid, that is, the restructur-
ing of the debt of the biggest debt sinners
in the eurozone. Such restructuring is in-
herent in the logic of the resolutions
adopted by the European Council on 24/25
March 2011, and of its central feature, the
European Stabilization Mechanism (ESM).
One does not have to feel sorry about this,
but for those who still have their doubts
the following tour d’horizon of the brave
new euro-world may prove to be helpful.
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The centrepiece of the new euro is the Eu-
ropean Stabilization Mechanism (ESM),
which from the middle of 2013 onwards is
destined to replace the current provisional
safety net (EFSF). Compared to this, the
reformed Stability and Growth Pact III, the
Euro-Plus Pact for more competitiveness,
the new macroeconomic surveillance pro-
cedure, the European Semester, and the
refurbished EU 2020 Strategy pale into in-
significance. These are all important steps
in the economic policy governance of Eu-
rope. But the fact remains that the ESM is
at the heart of the new euro. What is the
reason for this?
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It is because the ESM is nothing less than
a European Monetary Fund based and
modelled on its big brother, the Interna-

How the European Stability Mechanism works

Member state applies for
activation of ESM (=financial
assistance)

Commission assesses whether or
not there is a risk to the “stability
of the euro area as a whole”

(Art. 136 TFEU)

Commission, IMF and ECB
conduct debt sustainability
analysis

Debt sustainability 'r
ascertained

VOLUNTARY
involvement of
the private sector

¥

Commission, IMF and ECB assess the
financing needs and the nature of private
sector involvement and negotiate a
macroeconomic adjustment programme
(= conditionality) with the Member State

European Council gives
assent to macroeconomic (
adjustment programme

After approval from the Board of Governors
the Cc ion signs the agr 1t with
the member state seeking assistance

ongoing conditionality surveillance
by Commission, IMF and ECB

tional Monetary Fund (IMF). And just as
the IMF, which is probably the most in-
fluential institution in the global economy,
determines (or, if we are going to be polit-
ically correct, influences) the economic
policy of many of its member states, the
ESM will in future influence (or, if we are
going to be politically correct, determine)
the economic policy of many member
states of the eurozone. This influence will
be exerted either directly via the conditio-

Activation of ESM = tranche
disbursement of ESM financial assistance

nality tool in countries that, for whatever
reason, are compelled to make use of ESM
financial assistance. Similarly, the indirect
influence of ESM con-
ditionality — will en-
courage states to ad-
just to ESM standards
in order to forestall
market sanctions and
to avoid having to ap-
ply for ESM assis-
tance. Such ESM ad-
justment pressure will
resemble the asymme-
trical structure of the

Application is
rejected

former European
Monetary System
(EMS), which, espe-
Debtsustainabllity  ¢ially  during  the
1980s, successfully
prepared countries

such as France and
[taly, which wused to
have weak currencies,
for the euro.

OBLIGATORY
involvement of
the private sector

But what is the ESM?
How does it work, and
what is the economic
logic on which it is
based? And above all,
why does its introduc-
tion mean that debt
restructuring in the
eurozone is unavoida-
ble now and not mere-
ly at some point in the
future? Why in partic-
ular is the ESM going
to catapult the euro-
zone into an insolven-
cy trap? Here are some tentative answers:

Board of Governors
of the ESM
determines extent
and conditions of
financial assistance

© Bertelsmann Stiftung

It was decided to set up the ESM as a per-
manent mechanism for crisis prevention.
It is supposed to be replacing the Euro-
pean Financial Stabilization  Facility
(EFSF), which runs out in the middle of
2013.

With its guaranteed nominal capital of
€620 billion plus €80 billion cash deposit
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supplied by the member states, the ESM
can in future disburse loans of up to €500
billion without endangering its AAA rating
in the course of the refinancing process.
The sole purpose of these loans is “to sa-
feguard the stability of the euro area as a
whole.” That at any rate is the text of the
Council’s revised version of § 136 of the
Treaty of Lisbon which is designed to le-
galize the permanent establishment of the
ESM.

The ESM as a European
Monetary Fund

The following aspects and qualities in par-
ticular need to be borne in mind in order
to understand the inner workings of the
ESM:

The ESM is a monetary fund. Since it is a
genuine capital fund, the ESM is not de-
signed to provide first aid on a non-profit
basis, nor is it a community institution
imbued with the spirit of democracy. The
member states guarantee the capital of the
fund to the extent specified by their capi-
tal quotas and pay in their allotted share
of the cash deposit, and, in contrast to the
majority of EU institutions, in the case of
the EMS it is true to say that he who pays
the piper calls the tune. The voting
weights of the member states on the ESM
governing board reflect their capital quo-
tas. Since all ESM decisions are made ei-
ther unanimously or with a qualified ma-
jority of 80 % of the voting rights, this
means in so many words that Germany
(27.2 %) and France (20.4 %) each have
their own blocking minority against which
the ESM can decide nothing whatsoever.

Over-indebtedness leads automatically to
restructuring. In cases of  over-
indebtedness a country can obtain credit
assistance from the ESM only if restructur-
ing has ensured the appropriate participa-
tion of private creditors. To this end the
Commission acting in conjunction with the

IMF and the ECB will subject every appli-
cant to an examination in order to ascer-
tain his debt sustainability. If this turns
out to be negative, the prior participation
of private creditors is a sine qua non for
credit assistance from the ESM.

The ESM will provide credit assistance on-
ly with strict conditions attached. Before
the ESM is activated, the applicant state
will have to reach agreement with the
Commission, the IMF and the ECB on a
macroeconomic adjustment programme
(=conditionality), which will be initiated in
a Memorandum of Understanding. Such
conditionality may affect all areas of eco-
nomic and financial policy, and may stipu-
late detailed courses of action and quanti-
fied targets and goals, e.g. for the fiscal,
wages, privatization and structural poli-
cies of the country concerned. Authoriza-
tion of and disbursement of ESM credit as-
sistance instalments are dependent on
compliance with and the ongoing surveil-
lance of this conditionality. The net result
is that a country will be relinquishing an
important part of its economic and finance
policy autonomy whilst it is receiving ESM
credit assistance.

The Commission will be responsible for
the ESM. A striking feature of the institu-
tional arrangements for the ESM is the
central and in fact very powerful position
of the Commission. It alone initially de-
cides whether or not “the stability of the
euro area as a whole” is being endangered,
and whether the preconditions for ESM ac-
tivation have been met. Moreover, it will
conduct a debt sustainability analysis, will
specify the nature and extent of the partic-
ipation of private creditors, and will nego-
tiate and sign off on the conditionality of
the macroeconomic adjustment  pro-
grammes. The ongoing surveillance is also
in the hands of the Commission, though as
in the entire procedure it will act in con-
junction with the IMF and the ECB. It is
true that political decisions are needed
from the European Council (which has to
give its assent to the MoU) and from the
finance ministers of the Member States
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who sit on the ESM governing board,
which decides on the financial terms and
conditions attached to any credit assis-
tance. But the role of the Commission is
crucial to all parts of the ESM process.

The Nucleus of a European
Economic Government?

The principle of conditionality and the
central role of the Commission in the ESM
indicate that in future the ESM will be the
most important and above all the most

the new tool of conditionality, the Open
Method of Coordination of the Lisbon
Process, the voluntary target agreements
of the Euro-Plus Pact and even the sanc-
tions regime of the reformed Stability and
Growth Pact look rather harmless. It is ab-
undantly clear that the Council and the
Commission have never before had at their
disposal a tool that is as effective as condi-
tionality when it comes to influencing the
economic and finance policies of the EU
member states.

And above all the Commission will be only
too happy to use this tool. It is true that
ESM activation is designed for cases of

Capital quotas, voting rights and lending capacity of the ESM at a glance

Member state  Capital quota = Total subscribed Paid
voting rights capital (in bil-
(in percent) lions of euros)

Germany 27.15 190.0 217
France 20.39 142.7 16.3
Italy 17.91 125.4 14.3
Spain 11.90 83.3 9.5
Netherlands 5.72 40.0 4.6
Belgium 3.48 24.3 2.8
Greece 2.82 19.7 23
Austria 2.78 19.5 22
Portugal 2.51 17.6 2.0
Finland 1.80 12.6 1.4
Ireland 159 R 0 153
Slovakia 0.82 5.8 0.7
Slovenia 0.43 3.0 0.3
Luxembourg 0.25 1.8 0.2
Cyprus 0.20 1.4 0.2
Estonia 0.19 23 0.1
Malta 0.07 0.5 0.1

powerful tool with which the EU can bring

100 percent

700 billions
of euros

its influence to bear on national economic
policies in the eurozone. Thus the ESM is
in fact the nucleus of a European economic
government.

As a result of the conditionality attached
to its provisional safety net the EU already
determines national economic policies in
Greece, Ireland and Portugal to an extent
that would have been unthinkable with the
other traditional tools of voluntary coordi-
nation. In retrospect, when compared to

%% 80 billion euros Paid-in capital
B8 620 billion euros callable capital & guarantees

7] 200 billion euros
additional collateral
for ESM loans to
maintain AAA rating

500 billion euros
effective lending
capacity

700 billion euros
total subscribed
ESM capital

© Bertelsmann Stiftung

genuine financial distress, and should
come into play only if all other methods of
coordination and assistance have failed.
However, the bottleneck specified in the
new Article 136 seems to be rather elastic.
As we have seen, the question of whether
“the stability of the euro area as a whole”
is being threatened is something for the
Commission to decide. Will it be tempted
to define this bottleneck rather generously
when it grants credit assistance in order to
acquire some kind of control over econom-
ic policy in the eurozone?
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[t is not very difficult to understand that
inherent in the ESM is a powerful tenden-
cy to acquire more competences and the
right to intrude and interfere. In future,
like its big brother, the IMF, the ESM will
not only consider itself responsible for
rescuing over-indebted member states, but
will interfere as often as it can, use every
opportunity to intervene, and tackle every
new problem in the eurozone as soon as it
appears.

Thus the banking and debt crisis in the
eurozone is bound to deepen European in-
tegration. The ESM is as it were the foun-
dation stone of a European economic gov-
ernment for the eurozone. However, it will
be rather different to what many people
had been hoping for. There is conditionali-
ty instead of coordination; there are spend-
ing cuts instead of a transfer union; and
there is surveillance instead of agreement.
That is the brave new world of a European
economic government for the euro and this
has got nothing to do with a transfer union
in any way, shape or form. And in purely
economic terms it may well be a good
thing, as long as conditionality is not
overdone and restricts itself to asking for
a minimum amount of discipline on the
part of the national economic policies that
a common currency requires, whether one
likes it or not, and which many countries
in the eurozone were unwilling to come up
with on a voluntary basis.

But in political terms the risks continue to
loom large. Will the eurozone be able to
cope with a conditionality regime of this
kind? Will the countries concerned agree
to being disciplined by conditionality on a
permanent basis?

Can the eurozone take the strain? All these
questions are of course based on the as-
sumption that the euro can survive the
current crisis, and will actually make it to
safety. That is not going to be made any
easier by the ESM. Quite the contrary.

The Down side of the ESM:
the Euro in
an Insolvency Trap

In the long term the ESM may turn out to
be the Trojan horse of a European econom-
ic government. But in the short term the
ESM is going to destabilize the eurozone
and increase the risk of speculative bub-
bles and financial crises. And in the short
term the ESM will push the eurozone into
an insolvency trap. Why should that be the
case?

As the markets see it, two aspects of the
ESM in particular determine its inner log-
ic. On the one hand there is the fact that
its loans have preference over those of the
market (=seniority), and on the other hand
the fact that from 2013 onwards the par-
ticipation of private creditors will be a
precondition for ESM credit assistance.

From these two aspects the markets de-
duce that there is an increased likelihood
of debt restructuring after 2013. They take
this to mean that policymakers are bank-
ing on deferring the requisite restructur-
ing to the time after 2013 when the finan-
cial markets have quietened down and
public opinion is no longer so excitable.
Yet when all is said and done, markets
tend to anticipate the future.

This is precisely what is happening at the
moment. The rating of Greece was once
again downgraded as a direct reaction to
the ESM decisions, and Portugal has been
forced to seek shelter under the old safety
net on account of speculative attacks
which have targeted its interest rates. And
why should the markets stop at Portugal?
From the point of view of a private creditor
the provisional safety net is far more ea-
sygoing than the new ESM. It stipulates
neither the second-tier nature of his debts
nor the precondition of private creditor
participation. Thus there is a genuine in-
centive for all private creditors to seek
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protection under the old safety net before
the middle of 2013. This is another reason
why there is a kind of “everything must
g0” mood in the eurozone, and for this
reason Portugal is only one pawn which
will soon be followed by others. But if this
happens, the old safety nets will not be
enough. In financial and political terms,
they cannot deal with challenges that go
much further than Greece, Ireland and
Portugal. In political terms this is quite
simply due to the fact that every addition-
al bout of credit assistance under the old
safety net rules raises the prospect of tax-

The new euro from 2013 on

payer participation in debt restructuring
down the road.

Such risks currently deter policymakers
from proceeding with the requisite re-
structuring, and so do fears that this might
be the cause of a new banking crisis. If
Greece were to have a “haircut” today, the
involvement of the donor countries would
be determined by their quotas and their
share of the guarantees it has received.
The guarantors would be faced for the first
time with actual budget expenditure. The
European debt crisis would start to cost

Revised version of Art. 136 TFEU
“The Member States whose currency is the euro may establish a stability mechanism to be activated if
indispensable to safequard the stability of the euro area as a whole. The granting of any required financial
assistance under the mechanism will be made subject to strict conditionality.”

EUROPEAN STABILITY MECHANISM (ESM)

(replaces the current rescue fund EFSF in 2013)
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Controlling public debt

4

Coordinating economic policy

Reforming financial markets !

Stability and Growth Pact Il

= Supplement to the deficit rule
A “balanced budget” is an
additional goal; deficit rule can be
activated even if annual deficit is
below 3 %

. i Euro-Plus Pact
= Tightening the debt level rule

Compulsory reduction of debt by
5% of GDP annually if total debt
level rises above 60% of GDP
market stability
= Tougher sanctions
No disbursement of EU budget
payments and of EU funding to
deficit sinners

= Quasi-automatic sanctions
Automatic sanctions against deficit

sinners unless the European imbalanceasy
Council decides otherwise with a
qualified majority = Europe 2020

= European Semester
January-July: Ex-ante coordination
of the national economic policies
on the basis of coordinated reform
programmes and stability and
convergence programmes

Annual benchmarks designed to
promote more competitiveness,
employment, sustainability of
public finances and financial

New macroeconomic
surveillance procedure

Annual assessment of macroeco-
nomic imbalances risk; adoption of
macroeconomic adjustment
programmes aimed at “excessive

European strategy 2010-2020
(=successor to the Lisbon Strategy) ‘

= New EU Financial
Services Supervision
Stricter regulations (more equity
capital, fewer high-risk products)
by new European financial services
authority for banks and insurance
companies

Regular stress tests
Compulsory, regular and effective
stress tests for European banks

Bank liquidation and
restructuring

Rules on bank liquidation
and creation of a European
restructuring fund
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the taxpayer real money, and the amount
involved would not be negligible.

For this reason governments are fighting
shy of restructuring. So is the ECB, which,
by buying up public debt from the crisis-
ridden countries, has got itself into a situ-
ation where it is also in a cleft stick. Every
additional euro heading for cover under
the old safety net is simply helping to ex-
acerbate the whole dilemma. The euro is
well and truly in an insolvency trap.

The Danger of Speculative
Attacks During
Ratification

But risks are inherent not only in the self-
inflicted insolvency trap. The politically
risky plan to amend the treaty means that
there may well be a threat of speculative
attacks by the markets, and these can
have a bearing on interest rates and en-
danger the euro.

The transition scenario adopted by the
Council envisages a soft transition from
the old safety nets to the new ESM. The
EFSF will remain in force in its present
form until June 2013. After that it will
continue to operate until all of the loans
that it has disbursed have been repaid in
their entirety.

The two-year transitional period before the
ESM becomes operational is due to the ra-
tification of the alterations made to § 136.
Even the simplified procedure stipulates
that every member state has to give its as-
sent to a treaty amendment of this kind.

Past experience tells us that such a proce-
dure is fraught with a great deal of politi-
cal risk. On this occasion there are two
reasons why this may well be the case:

° On the one hand, on the national
level there may well be follow-up debates

on what the heads of state and government
have actually done to save the euro. In
many EU countries the parliaments have
the feeling that they have been ignored by
their governments, and will use the ratifi-
cation debates in order to voice their
grievances.

o On the other hand, prospective
ESM debtors will be looking at Greece,
Ireland and Portugal, where national eco-
nomic policy has to a very large extent
been put into the hands of Brussels. Fears
of suffering a similar fate could mobilize
resistance in countries which are potential
debtors. Instead of low interest and high
growth rates, the euro is now leading to
spending cuts and adjustment-related re-
cessions. In many countries this may
prompt people to reassess the euro. At the
same time the parliaments of the ESM do-
nor countries are afraid of an ongoing
transfer of resources and will reject the
ESM, since it is to their disadvantage and
distorts the whole idea of a transfer union.

As far as the markets are concerned, all
this leads to more than two years of politi-
cal uncertainty and speculation about the
credibility of the new euro. This used to be
the task of the forex markets and of cur-
rency speculators. Their role has now been
taken over by the capital markets and spe-
culators who focus their attention on in-
terest rates. For this reason interest rate
volatility in the eurozone will continue to
rise. Speculative ratification-related at-
tacks will test the credibility of the euro in
certain countries. Such attacks can turn
out to be self-fulfilling prophecies, since
for every debt level there is a putative in-
terest rate which can force a country to
seek protection under the safety net.

In order to enable the eurozone to reach
the safety of the new euro, there is need
for a transitional scenario that can deal
with the problem of speculation. Without
such a scenario the ESM will be doing the
euro a great disservice.
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A Strategy for a Safe
Transition

Markets anticipate the future by pricing it
into the present. The net result of this is
that the future becomes the present. This
is the kind of logic on which a strategy for
the safe transition from the old to the new
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