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Introduction

The negotiations of the bailout plans for Greece,
Ireland and Portugal as well as the adoption of
new solidarity mechanisms have triggered a lively
debate on the cost of these solidarity actions,
particularly in those countries that are making
the biggest contribution to those efforts such as
Germany, The Netherlands, Finland and France.

This Policy Brief aims to clarify some points con-
cerning the cost of interstate solidarity exercised
within the Eurozone. Our analysis will focus on the
budgetary cost of that solidarity, which has been
at the heart of this debate!. We start by clarify-
ing the nature of these solidarity actions as well

as their impact on national public finances. We
then analyse the current controversy over the
budgetary implications of the growing imbalances
in TARGET2 positions (the payment and settle-
ment system between the central banks in the
Eurozone) and, more generally, of the exceptional
actions undertaken by the European Central Bank
(ECB). Lastly, in order to give an order of magni-
tude of this solidarity effort, we place the total
cost of interstate solidarity efforts in perspective
by comparing it to the amount of money set aside
by the states to help their banks since the start of
the crisis.

1. Solidarity in the form of loans rather than gifts

In many countries of the Economic and Monetary
Union (EMU), certain media or political parties
have —wrongly — described the aid granted to
countries in difficulty as a fully-fledged fund
transfer. In Germany, for instance, shortly before
the first aid plan for Greece was approved, the Bild
newspaper accused the government of offering
billions of euro to the Greeks at the very same time
as it was cutting expenditure on German schools
and parks?. Yet, the idea that funds granted to
countries receiving financial assistance could
have been allocated to other national spending
priorities is false.

1. One should notice that there are other, non-budgetary costs at
debate, in particular those related to the exceptional ECB actions
(a potential hike in inflation, a loss of credibility of the ECB action
in the long term, the creation of ‘zombie’ banks, etc.)

In this respect, it is important to stress that the
financial aid offered to member states in dif-
ficulty has not consisted into the concession of
grants but of non-concessional loans at an inter-
est rate initially higher than 5%. Indeed, it is pre-
cisely because the member states have not taken
over their partners’ debts but simply granted
them loans that the aid deployed is not in breach
of Community law — in the case in point, it is not
in breach of the no-bailout clause in the Lisbon
Treaty.

2. In late April 2010, Bild remarked: “We are told that we do not have
the resources to cut taxes, to renew our schools, to maintain our
public parks, to repair our roads... and all of a sudden our leaders
find billions of euro for the Greeks, who have betrayed Europe”.
(Manolopoulos, Jason, Greece’s’Odious’ Debt : The Looting of the
Hellenic Republic by the Euro, the Political Elite and the Investment
Community, London : Anthem Press, 2011, p. 229).
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1.1. Need to distinguish between
the various financial aid instruments

In order to get an accurate picture, it is important
to distinguish between the first aid plan for Greece
(granted before the creation of European rescue

mechanisms) and the aid plans for Ireland and
Portugal as well as the second “rescue” package
for Greece, all three of which were guaranteed by
the new European solidarity arrangements and by
the International Monetary Fund (IMF).

TaBLE 1 — FINANCIAL ASSISTANCE GRANTED TO EUROZONE MEMBER STATES (IN BILLIONS OF EURO)
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* THE AMOUNT OF THE FIRST AID PLAN GRANTED TO GREECE CAME TO
110 BILLION EURO; HOWEVER, THE SECOND AID PLAN WHICH CAME
INTO FORCE IN MARCH 2012 REPLACED THE FIRST AID PLAN AND, BY
THAT DATE, ONLY 72.9 BILLION EURO OF THE ORIGINAL 110 BILLION
EURO HAD BEEN DISBURSED.

Box 1:

THE NEW EUROPEAN FINANCIAL

STABILITY MECHANISMS

Since May 2010 THe EU ano EMU COUNTRIES HAVE
CREATED THREE FINANCIAL STABILITY INSTRUMENTS WHICH IT IS
WORTHWHILE DISTINGUISHING:

— THE EuroPeAN FiNanciAL StaBiLiTy Faciity (FESF):
A TEMPORARY INTERGOVERNMENTAL INSTRUMENT SET UP

IN 2010 FOR A PERIOD OF THREE YEARS. IT BORROWS MONEY
ON THE CAPITAL MARKETS ON THE BASIS OF GUARANTEES
ISSUED BY THE 17 EUROZONE MEMBER COUNTRIES.

IT HAS AN EFFECTIVE LENDING CAPACITY OF 440 BILLION
EURO;

THE EUROPEAN FINANCIAL STABILITY MECHANISM

(EFSM): AN INSTRUMENT SET UP AT THE SAME TIME AS

THE EFSF INn 2010. I ALLows THE EUROPEAN
COMMISSION TO BORROW MONEY ON THE CAPITAL MARKETS
USING THE EU BUDGET AS GUARANTEE. IT HAS A BORROWING
CAPACITY OF 60 BILLION EURO;

Tue EuropeAN STaABILITY MEcHANISM (ESM):

A PERMANENT INTERGOVERNMENTAL INSTRUMENT DUE TO COME

INTO FORCE IN JuLy 2012. IT WILL BORROW MONEY ON

THE BASIS OF ITS OWN CAPITAL COMPRISED OF PAYMENTS
FROM THE 17 EUROZONE MEMBER COUNTRIES (80 BILLION)
AND OF A CALLABLE CAPITAL OF 620 BILLION EURO. IT wiLL
HAVE AN EFFECTIVE LENDING CAPACITY OF 500 BILLION EURO.

** THE CONTRIBUTION FROM THE EFSF TO THE SECOND AID PLAN
FOR GREECE INCLUDES 35.5 BILLION EURO ALLOCATED TO THE
PRIVATE SECTOR INVOLVEMENT OPERATION. ON TOP OF THESE
144.6 BiLLION EURO, THE EFSF PROVIDED 35 BILLION EURO
AS COLLATERAL ENHANCEMENT TO THE ECB To cOVER GREECE’S
SELECTIVE DEFAULT.

Source: NoTre EurOPE

In the first case, the EU financial assistance has
consisted into direct bilateral loans between each
EMU country and Greece for an amount propor-
tional to each EMU country’s ECB capital share*
In the second case, the Eurozone member coun-
tries did not lend directly to Ireland, Portugal and
Greece. They provided the EFSF with the guaran-
tees thatitneededto be able, inits turn, to borrow
capitalonthe money markets and to then lend that
capital to member states requiring assistance. As
in the case of the loans granted to Greece, the
guarantees offered by the member states are in
proportion to the share that each one holds in the
ECB’s capital.

3. Slovakia did not take part in the first aid plan for Greece, nor did
Estonia, which only joined the single currency in January 2011.
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TABLE 2 — BILATERAL LOANS GRANTED To GREECE BY EMU
COUNTRIES AS PART OF THE FIRST AID PLAN AND MAXIMUM
GUARANTEE PLEDGES TO THE EFSF (IN BILLIONS OF EURO)

AUSTRIA 2.30 21.64
BELGium 2.90 27.03
CypRUS 0.16 1.53
EsTonia 0.00 2.00
FinLAND 1.50 13.97
FRANCE 16.80 158.49
GERMANY 22.30 211.05
GREECE 0.00 21.90
IRELAND 1.30 12.38
ITaLY 14.70 139.27
LUXEMBOURG 0.21 1.95
MALTA 0.07 0.70
NETHERLANDS 4.70 44.45
PorTuGAL 2.10 19.51
SLOVAKIA 0.39 7.73
SLOVENIA 0.36 3.66
SPAIN 9.80 92.54

SOURCES: WWW.EFSF.EUROPA.EU AND EUROPEAN CoMMISSION,
DIRECTORATE GENERAL OF EcoNomic AND FINANCIAL AFFAIRS,

THE ECONOMICADJUSTMENT PROGRAMME FOR GREECE — FIRST
REVIEW SUMMER 2010, OccASIONAL PAPERS 68, AuGusT 2010.

1.2. The EFSF: need to distinguish between
maximum guarantee pledges and guarantees
issued

Table 2 shows the bilateral loans granted to Greece
and the maximum guarantee pledges made to the
EFSF by the EMU member states. We can see, for
instance, that Germany granted Greece a loan of
22.3 billion euro over three years* and pledged
to provide the EFSF with a maximum guarantee
of 211 billion euro. The latter figure is important
because it accounts for some 70% of the German
federal budget for 2012°. However, one should be
clear about what this figure means.

Firstly, 211 billion euro is a maximum pledge. It is
not the sum of the guarantees that Germany has
actually handed over to the EFSF to date. In fact,
EMU countries provide guarantees in a gradual
manner to reflect the sums that the EFSF needs
in order for it to borrow capital on the money mar-
kets and to make payments to the countries ben-
efiting from financial assistance. Up to the end of
February 2012, the EFSF had borrowed 22.5 billion
euro in the context of the aid plans for Ireland and
for Portugal, which translates into a guarantee
provided by Germany to the tune of approximately
9 billion euro (see Table 3). Secondly, EFSF guar-
antees will not be called upon unless one of the
countries benefiting from financial assistance
makes default. In other words, if the risk does
not materialise (that is, if the bailed-out coun-
tries reimburse their loans) the EMU countries will
recover the money they have lent to Greece and
the guarantees they have made to the EFSF will not
be called in.

TaBLE 3 — GUARANTEES GRANTED BY THE EU-17, FRANCE AND GERMANY FOR EFSF 1ssUES uP To FEBRUARY 2012 (IN BILLIONS OF EURO)

25.01.11 5 2.75% | 18.07.11 120% 6 21.26%’ 1.3 |2838% | 1.7
15.06.11 5 3.38% | 5.07.21 120% 6 21.83% 1.3 29.07% 1.7
22.06.11 3 2.75% | 5.12.16 120% 3.6 21.83% 0.8 |29.07% | 1.0
07.11.11 3 3.50% | 4.02.22 165% 5 21.83% 1.1 29.07% 1.5
13.12.11 2 0.22% | 15.03.12 165% 3.3 21.83% 0.7 |29.07% | 1.0
05.01.12 3 1.63% | 4.02.15 165% 5 21.83% 1.1 29.07% 1.5
17.01.12 1,5 0.27% | 19.07.12 165% 2.5 21.83% 0.5 29.07% | 0.7

Source: NoTre Europe AND FRENCH SENATE REPORT N®395 RELATIVE TO THE RATIFICATION OF THE TREATY ESTABLISHING THE EUROPEAN
StaBILITY MECHANISM DATED 21 FEBRUARY 2012.

4. In view of the fact that the bilateral loans granted to Greece by the
EMU member states were taken over by the EFSF when the second
bailout plan came into force in March 2012, the amount of Germany’s
bilateral loan to Greece has ended up totalling 15.17 billion euro
over two years.

5. Germany’s federal budget for 2012 is 306.2 billion euro.

6. Until the EFSF reform of October 2011, EFSF issues were guaranteed
to the tune of 120% by the member states. Since the reform came

into force, the overcollateralisation mechanism has been raised
to 165 %.

France’s share of the EFSF guarantees stands at 20.31%. However,
without the Greek and Irish guarantees its contribution rises

t0 21.26%; as of the second EFSFissue, its share was raised

to 21.83% after Portugal was granted EFSF financial aid and so it
withdrew from the Fund’s guarantee system. The same reasoning
applies to Germany’s share of the guarantees.

N
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http://www.efsf.europa.eu
http://ec.europa.eu/economy_finance/publications/occasional_paper/2010/pdf/ocp68_en.pdf
http://ec.europa.eu/economy_finance/publications/occasional_paper/2010/pdf/ocp68_en.pdf
http://www.senat.fr/rap/l11-395/l11-3951.pdf
http://www.senat.fr/rap/l11-395/l11-3951.pdf
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2. Impact of solidarity actions on national public finances

A concern voiced with regard to the cost of soli-
darity in the Eurozone is the damage to public
finances occasioned by the actions undertaken.
In effect, the bilateral loans granted to Greece and
the debtissued by the EFSF do need to be recorded
into the public accounts of each Eurozone member
state. More specifically, the cost of these actions
is taken into account when calculating the gross
sovereign debt of each country. However, contrary
to a currently fairly widely held opinion, they do
not impact public deficits as long as none of the
countries benefiting from financial assistance find
themselves defaulting on payment.

Aside from this common point (impact on public
debt but not on public deficit), there are differ-
ences between the way in which loans to Greece,
guarantees issued to the EFSFand member states’
endowments for the future ESM are recorded into
the public account of the member states.

2.1. Impact of the loans to Greece
and of the guarantees granted to the EFSF

The three-year bilateral loans granted to Greece
in May 2010 have indeed increased the sovereign
debtofeach EMU member state. Infact, each coun-
try has been forced to issue new bonds in order
to be able to grant Greece a loan. Yet, given that
Greece pays them interest at a rate higher than
that at which they themselves are borrowing on
the money markets, these new issuances of debt
have not increased their public deficit because
the costs of issuing have been balanced out by the
interests paid by Greece.

Concerning the EFSF, Eurostat has published a
detailed note explaining the way EFSF actions
will be accounted for in national public finances®.
Eurostat’s opinion is that the EFSF does not pos-
sess all the characteristics to be treated as an
independent “institutional unit” (that is, an
entity with sufficient independent financial and
decision-making power to be responsible for its
acts). In consequence, the debt incurred by the
EFSF has to be recorded in the gross government
debt figures of the Eurozone countries which
guarantee it, and according to the size of their

8. Eurostat, “New decision of Eurostat on deficit and debt: The
statistical recording of operations undertaken by the European
Financial Stability Facility”, News Release 13/2011, 27 January
2011.

9. As explained in the news release by Eurostat: “The debt issued
by the EFSF for each support operation for a member of the euro
area must be reallocated to the public accounts of States providing
guarantees, in proportion to their share of the guarantees for each
debt issuing operation. [...] The recording of these flows via the
Member States providing guarantees will have an impact on their
gross government debt (as defined in the Maastricht Treaty), but
this transaction will be neutral in terms of debt, net of the loans
they have granted for support operations to other Member States”.

guarantee®. This implies that, as the EFSF issues
debt, member states will see their debt increase.
However, contrary to what happens with the bilat-
eral loans granted to Greece, the debt increase
in this case is purely an accounting operation. In
other words, the EFSF’s operations increase the
debt-to-GDP ratio in the Maastricht sense of the
term, but they do not force the member states
to raise any capital on the money markets. The
accounting would only become real if the coun-
tries had to pay their guarantees to the EFSF (i.e.
if the country benefiting from financial aid were to
default on payment).

For the moment, the impact of Greek loans and
EFSF actions on member states’ public debt-to-
GDP ratio has been rather limited. According to
Eurostat’s forecasts, the increase in national
sovereign debts caused by solidarity actions
in 2011 is going to account for less than 1% of
GDP, In France, for example, the loan to Greece
and the guarantees for the EFSF for the aid plans
for Ireland and for Portugal pushed the sover-
eign debt up by 0.8% in 2011*. This observation
does not fit well with an oft-repeated argument
in certain countries, which claims that increasing
solidarity efforts towards the peripheral coun-
tries have translated into higher costs of servicing
the debt for Eurozone member countries as well
as higher risk of downgrading. In fact, data does
not confirm this argument. As shown in Graph 1,
in both Germany and France (the two biggest con-
tributors to aid plans) interest rates have declined
since the EFSF made its first issuance of debt
(January 2011). Note that France has enjoyed an
overall decline in interest rate from January 2011
to January 2012 despite the fact of being down-
graded in its rating by Standard & Poor’s. Itis also
interesting to note that the rating agency has justi-
fied its downgrading not by the amount of solidar-
ity displayed by France, but rather the lack of a EU
compromise to bolster the EFSF’s lending capacity
as well as other domestic factors hampering the
long-term dynamic of debt sustainability in France
(the relatively high general government debt and
the French labour market rigidities)2.

10. Eurostat, “Euro area government debt down to 87.4% of GDP”,

News Release 20/2012, 6 February 2012.

11. According to the Court of Accounts’ Annual Public Report for 2012
(February 2012), France’s sovereign debt in 2011 stood at 84.9%
in 2011, while it would only have stood at 84.1% without the
loan to Greece and the guarantees to the EFSF for the Irish and
Portuguese aid plans.

12. Note on rating agency Standard & Poor’s downgrading of France
on 13 January 2012: “This [the downgrade] is a reflection of our
view that the effectiveness, stability and predictability of European
policymaking and political institutions (with which France is
closely integrated) have not been as strong as we believe are
called for by the severity of what we see as a broadening and
deepening financial crisis in the Eurozone”.


http://epp.eurostat.ec.europa.eu/cache/ITY_PUBLIC/2-27012011-AP/EN/2-27012011-AP-EN.PDF
http://epp.eurostat.ec.europa.eu/cache/ITY_PUBLIC/2-27012011-AP/EN/2-27012011-AP-EN.PDF
http://epp.eurostat.ec.europa.eu/cache/ITY_PUBLIC/2-27012011-AP/EN/2-27012011-AP-EN.PDF
http://epp.eurostat.ec.europa.eu/cache/ITY_PUBLIC/2-06022012-AP/EN/2-06022012-AP-EN.PDF
http://www.ccomptes.fr/fr/CC/Sommaire-27.html
http://www.standardandpoors.com/ratings/articles/en/us/?articleType=HTML&assetID=1245327295020 
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GRAPH 1 — 10-YEAR INTEREST RATE ON FRENCH AND GERMAN BONDS
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Source: NoTre EuRoPE ACCORDING TO EUROPEAN CENTRAL BANK FIGURES

2.2. Impact of ESM on national public finances

The European Stability Mechanism (ESM) is due
to come into force in July 2012. Unlike the EFSF,
the ESM will have a capital structure of its own,
worth 80 billion euro?>. This paid-in capital will be
provided by the EMU member states in accordance
with an allocation key based on their share in the

ECB’s paid-up capital (see Table 3). The member
states’ initial paid-in capital for the ESM (which
amount to approximately 16 and 22 billion euro
respectively for France and for Germany) will be
considered as an increase in equity for the partici-
pating member states, which means that they will
have an impact on their gross sovereign debt level
but not on their public deficit.

TABLE 4 — CONTRIBUTION OF EACH EUROZONE MEMBER STATE TO OVERALL ESM (CALLED AND CALLABLE) CAPITAL (IN BILLIONS OF EURO)

BELGium 3.477 24.3 2.8
GERMANY 27.146 190.0 21.7
EsToniA 0.186 1.3 0.15
IRELAND 1.592 111 1.3
GREECE 2.817 19.7 2.3
SPAIN 11.904 83.3 9.5
FRANCE 20.386 142.7 16.3
ITALY 17.914 125.4 14.3
CyPRUS 0.196 1.4 0.15
LUXEMBOURG 0.25 1.8 0.2
MALTA 0.073 0.5 0.06
NETHERLANDS 5.717 40.0 4.6
AUSTRIA 2.783 19.5 2.2
PoRrTuGAL 2.509 17.6 2.0
SLOVENIA 0.428 3.0 0.34
SLOVAKIA 0.824 5.8 0.7
FiNLAND 1.797 12.6 1.4

SOURCE: TREATY ESTABLISHING THE EUROPEAN STABILITY MECHANISM

13. Member states will pay this 80 billion euro in five instalments:
two in 2012, two in 2013 and the final one in the first semester
of 2014.
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Unlike the EFSF, the ESM is going to be treated as
an independent “institutional unit” by Eurostat
calculus. In other words, it is an entity with suf-
ficient independent financial and decision-
making power to be responsible forthe issue of its
own bonds. Thus its indebtment will not be con-
solidated with that of the member states, which is
what happens with the EFSF’s bond issues today®“.
Therefore, compared to the EFSF, the ESM has the
advantage of not causing the funding it raises to

3. TARGET2 and the ECB actions:

weigh down on the member states’ gross sover-
eign debt. In otherwords, aside from the 80 billion
euro in called capital, each country’s gross sover-
eign debt will not be impacted by the ESM’s fund
raising as long as there are no losses to record. As
with the EFSF, if the ESM’s called capital (or call-
able capitalifa call has to be made) needs to cover
any losses, the sums in question (in accordance
with each state’s share) will have to be recorded
into each country’s sovereign debt.

a financial transfer in disguise among Eurozone member states?

Another issue currently at the heart of the debate
concerns the ECB action and the risks that that
entails for national public finances. The debate
concerns, in particular, the Eurosystem’s TARGET2
payment and settlement system (see Box 2) via
which it is alleged that states in the Eurozone are
conducting financial transfers in disguise.

Box 2 - TARGET2: WHAT IS THAT?

TARGET2 s A SYSTEM OF COMPENSATION AMONG THE
NATIONAL CENTRAL BANKS IN THE EUROZONE. IT FACILITATES
CROSS-BORDER OPERATIONS BETWEEN COMMERCIAL BANKS

IN DIFFERENT EUROZONE COUNTRIES AND ENSURES EFFECTIVE
LIQUIDITY MANAGEMENT WITHIN THE EUROZONE. ON A MORE
CONCRETE LEVEL, TARGET2 ALLOWS NATIONAL CENTRAL
BANKS TO RESPOND TO THE LIQUIDITY REQUIREMENTS OF THEIR
COMMERCIAL BANKS, AND THE COMMERCIAL BANKS TO SETTLE
CROSS-BORDER TRANSACTIONS BY MUTUALLY TRANSFERRING TO
ONE ANOTHER THEIR LIABILITIES WITH THEIR NATIONAL CENTRAL
BANK. AT THE END OF EACH WORKING DAY, NATIONAL CENTRAL
BANKS’ LIABILITIES AND DEBTS WITH THEIR COMMERCIAL BANKS
ARE CUMULATED AND REPLACED BY A NET LIABILITY OR NET
DEBT THAT EACH CENTRAL BANK HAS WITH THE EUROSYSTEM.
THIS DAILY LIABILITY OR DAILY DEBT IS THEN BUILT INTO THE
CALCULATION OF EACH CENTRAL BANK’S cUMULATED TARGET2
BALANCES.

THE CROSS-BORDER TRANSACTIONS CONDUCTED THROUGH
TARGET2 cAN BE EITHER FINANCIAL OR COMMERCIAL.

A pIFFERENCE IN TARGET?2 BALANCES BETWEEN CENTRAL
BANKS MAY THEREFORE REFLECT DIFFERENCES IN CURRENT
BALANCES BETWEEN EURO-ZONE MEMBER COUNTRIES, BUT

ALSO NET CAPITAL TRANSFERS FROM ONE COUNTRY TO ANOTHER.

14. “(...) the future ESM should be treated as a EU international

institution (...). As a consequence, the debt possibly incurred
by the ESM on the markets will be recorded as ESM debt, and
not rerouted to euro area member states, and the debt of the
borrowing country will be recorded as debt due to ESM, and

3.1. Growing gap in the TARGET2 balances

Before the crisis, the various national central
banks’ TARGET2 positions were close to balance.
Current account deficits of the Eurozone’s periph-
eral countries were compensated by net inflows of
capital into those same countries. Yet as of 2007
we start to see a growing gap in TARGET2 balances
with, in particular,a majorincrease in TARGET?2 lia-
bilities for the Bundesbank and a parallel deterio-
ration in TARGET2 balances for the central banks
of the Eurozone’s peripheral countries. This gap
in the TARGET2 balances is due primarily to two
factors: on the one hand, there has been consid-
erable capital flight from countries in difficulty
towards banks in “safe” countries, with Germany
topping the list; on the other hand, the commer-
cialbanksinthe Eurozone’s central countries have
become more reluctant to lend money to banks in
the peripheral countries, which has forced the
latter to resort increasingly to their own national
central banks in order to refinance themselves.
Under such circumstances, the ECB’s adoption of
an exceptional programme of support for bank
liquidity has translated into a major increase in
the number of operations by banks in peripheral
countries to refinance themselves with their cen-
tral bank, and thus into an increase in the latters’
negative TARGET2 balances?®.

The growing gap between TARGET2 balances,
and especially the exorbitant amount of TARGET2
liabilities held by the Bundesbank (approximately
500 billion euro at the end of 2011), has raised
concern regarding the risks being run by the
Eurosystem’s creditor central banks (and their sov-

not to other euro area member states”, from the Eurostat note:
“Eurostat’s preliminary view on the recording of the future ESM”
dated 7 April 2011.

15. See the ECB Monthly Bulletin for October 2011, pp. 35-40.


http://epp.eurostat.ec.europa.eu/portal/page/portal/government_finance_statistics/documents/Eurostat%27s preliminary view on the recording of the futu.pdf
http://www.ecb.int/pub/pdf/mobu/mb201110en.pdf
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ereignsin last resort). Yet the notion that Germany
is exposed to the risk of massive losses due to
the exorbitant total of Bundesbank’s TARGET2
liabilities is completely unfounded. The risks run
by the Eurosystem’s central banks do not depend
on their TARGET2 positions but on their partici-
pation in the ECB’s capital. Thus in the event of
losses, Germany would indeed shoulder a higher
share than, say, Italy. However, this would not be
becauseit has ahighercredit balance but because
the Bundesbank holds a 27% stake in the ECB’s
capital while the Banca d’ltalia holds only a 17.8%
stake. The only scenario in which Germany would
have to shoulder the risks linked to its TARGET2
liabilities single-handed would be if the Eurozone
were to implode in a disorderly fashion, a scenario
in which no central bank would honour its commit-
ments to the ECB. Such a scenario is unrealistic
and Bundesbank President Jens Weidmann is the
first person to acknowledge that®®.

In fact, Jens Weidmann’s real source of concern is
not that unrealistic hypothesis. In the Bundesbank
president’s view, the TARGET2 balances are only a
symptom of a far more important problem, namely
thefactthatthe ECB, withits exceptional measures
in support of the banks?” and its Securities Market
Programme to buy up sovereign bonds, is increas-
ingly exposing itself to the risk of major losses.
While these ECB exceptional actions are particu-
larly beneficial for those countries most hit by the
crisis, in the event of any losses, it is the German
government that would pay the highest price on
account of the Bundesbank’s share in the ECB’s
capital. Through these operations, concludes Jens
Weidman, the ECB is de facto performing a “redis-
tribution of banks’ and governments’ bankruptcy
risk among the Eurozone’s taxpayers”*e.

3.2.Is the ECB running the risk of taking losses?

No one questions the fact that the ECB’s special
action is risky. Not only does it expose the ECB to
losses, but it also entails other risks that should
not be overlooked (such as a loss of credibility for
the ECB’s action in the longer term or a danger-
ous increase in the exposure of commercial banks
to their country’s debt). But having said that,
the notion that the ECB is probably going to take
losses, and that those losses are inevitably going
to translate into losses for the national taxpayer,
needs to be qualified for three main reasons.

16. “In my view, the commitments involved in TARGET2 do not
represent a threat in themselves, because | consider the collapse
of the Eurozone to be patently absurd”, quote from a letter by
Jens Weidmann published in Frankfurter Allgemeine Zeitung on
13 March 2012.

17. In particular the LTRO (Long-Term Re-Financing Operation) Programme.

18. Cited letter from Jens Weidmann.

First of all, the Eurosystem has a considerable
capacity for absorbing losses. Contrary to what
has become a very widely held view, that capacity
exceeds the sum of the Eurosystem’s capital and
of its reserves (81.7 billion euro), including also
the re-evaluation accounts (the unrealised gains
corresponding to the re-evaluation of its golden
stock, its foreign currency and other assets at cur-
rent market price) valued at 394 billion euro®®. That
makes a total of approximately 500 billion euro, a
considerable sum to absorb any losses resulting
from the purchase of sovereign bonds (approxi-
mately 220 billion euro to date) and from its spe-
cial action in support of banks (approximately 1
trillion euro at the end of March 2012).

Secondly, we need to bear in mind that the ECB
lends to banks in return for collateral, which
serves as a guarantee in the event of losses. While
itis true thatthe ECB has relaxed its requirements
in terms of that collateral’s quality, it takes into
account the differences in the quality of assets
proposed by applying a system of “discounts”
which vary between 0.5 and 46%. In addition,
banks are accustomed to offering higher collateral
than is generally asked of them. Thus, the overall
value of collateral deposited with the ECB today
stands at approximately 2 trillion euro, a sum
which is far higher than value of the loans that the
ECB has made to the banks?°.

And lastly, unlike commercial banks, the ECB is not
subject to the requirements of regulatory capital.
That means that, in the event of losses, the ECB
could choose to carry on operating with a nega-
tive balance?!. Such a scenario is not something to
be hoped for, of course, but at the same time it is
important to bear in mind that the ECB statutes do
not stipulate any obligation to recapitalise in the
event of losses.

19. Ducrozet F., “BCE : le champ des possibles”, ECO focus, n® 16/11,
Crédit Agricole-Direction des études économiques, 25 November
2011; Buiter W. and Rahbari E., “Looking into the deep pockets of
the ECB”, Citibank report, 27 February 2012.

20. Buiter and Rahbari, op. cit.

21. Buiter and Rahbari, op. cit.; De Grauwe, “Only a more active ECB
can solve the euro crisis”, CEPS Policy Brief, No. 250, August 2011.
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4. Putting this solidarity into perspective:
a comparison with the amount of money set aside to help banks

In the course of a seminar organised by Notre
Europe in April 2011, former Belgian Finance
Minister Didier Reynders made a very apposite
remark: “When one considers the doubling of the
EFSF’s lending capacity, for a country like Belgium
that represents a guarantee worth an additional
15 billion euro designed to cover all of the risks
in the Eurozone. We should agree on a guarantee
worth 30 billion euro in all. | understand that this
doubling is a particularly sensitive issue in some
countries, but on the other hand, when it was nec-
essary to respond to the banks’ problems, a guar-
antee worth 90 billion euro was found to be neces-
sary fora single bank in Belgium alone! And it only
took a weekend to put it together without hardly
any delay”?2.

22. Didier Reynders, “Europe has always moved forward in times of crisis”,
The Euro, the investors and the governance — Proceedings of the seminar
in honour of Tommaso Padoa-Schioppa, Notre Europe, June 2011.

TABLE 4 — AMOUNT OF AID (IN BILLIONS OF EURO)

In effect, following the Lehman Brothers collapse
in 2008, the EU member states showed no hesita-
tion in adopting aid plans in support of their bank-
ing system. As we can see from Table 4, between
2008 and 2011, the Commission authorised aid
for the financial industry up to a maximum ceiling
of approximately 4.5 trillion euro for all 27 mem-
ber states, some 1.6 trillion of which were used
between 2008 and 2010 to provide guarantees or
liquidity to the banks (1.199 trillion euro) and for
recapitalisations or impaired asset relief (409 bil-
lion euro). Even though only about one-third of the
sums authorised were used through to 2010, we
can still see that Germany made over 600 billion
euro available to its banks, while it is reluctant
to increase its EFSF guarantee, which stands at
approximately 200 billion euro.

BELGium 325.37 72.36 22.24
BuLGARIA 0.00 0.00 0
CzECcH RePUBLIC 0.00 0.00 0
DENmARK 600.11 157.41 26.23
GERMANY 620.33 252.55 40.71
EsToniA 0.00 0.00 0
IRELAND 570.11 413.28 72.49
GREECE 108.47 38.85 35.82
SPAIN 336.96 88.80 26.35
FRANCE 351.10 116.39 33.15
ITALY 20.00 4.05 20.25
CypRUS 3.00 2.82 94
LATvIA 8.78 2.33 26.54
LITHUANIA 1.74 0.00 0
LUXEMBOURG 7.32 4.94 67.49
HunGARY 10.33 2.24 21.68
MALTA 0.00 0.00 0
NETHERLANDS 313.33 95.16 30.37
AUSTRIA 91.25 27.11 29.71
PoLanD 9.24 0.00 0
PoRrTUGAL 47.45 5.24 11.04
RomaniA 0.00 0.00 0
SLOVENIA 12.25 2.15 17.55
SLOVAKIA 3.46 0.00 0
FiNLAND 54.00 0.12 0.22
SWEDEN 161.56 20.70 12.81
Unitep Kingbom 850.30 301.50 35.46

Source: EuroPEAN CoMMISSION, REPORT ON STATE AID GRANTED BY EU MEMBER sTATES — AuTumn 2011, COM (2011) 848, 1.12.2011.
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In any event, the amounts shown in Table 4 do not
represent the final cost of bailing out the banks.
To start with, the figures that we have only go as
far as 2010, while in some countries further pay-
ments have been made since then. In addition,
the European banking system continues to remain
fragile,and in all likelihood more public aid for the
financial industry is going to be required in the
future. Yet while that aid has already led to a wors-
ening of the public deficitin some countries, it has
not done so in all of them. Thus, Eurostat reports
that for the period stretching from 2008 to 2010,
that aid has contributed to an increase in the pub-
lic deficitin certain countries (approximately 23%
for Ireland and between 0.5 and 3% for a group of
countries comprising Germany, The Netherlands,
Austria, Portugal and the United Kingdom) while
in other countries, in particular France, Greece,

Spain and Belgium, up until 2010 support for
banks had a positive, albeit marginal, impact
on the public deficit (thanks to the contribution
made to state income by the fees on guarantees
granted to financial institutions and by the inter-
est accrued on the financial instruments acquired
by governments-debt securities and loans)?.

In the case of France, forinstance, all of the banks
that resorted to the aid plan put in place by the
government in 2008 have already repaid the gov-
ernment, bar one: Dexia. Thus the aid granted to
date has had a positive impact on French public
accounts, with the risk of losses now restricted
solely to the case of Dexia. Indeed, it is interest-
ing to compare France’s pledges to a single bank,
Dexia, with those that it has made to Greece, the
former being far higher than the latter.

Box 3 — BAILING ouT DEXIA vs BAILING OUT GREECE: THE POTENTIAL COST FOR FRANCE

CompARISON oF FRANCE’s PLEDGES To DExIA (IN THE CONTEXT OF AID PLANS IN WHICH ALSO THE GOVERNMENTS OF BELGIUM

AND LUXEMBOURG ARE TAKING PART) WITH ITS PLEDGES IN THE TWO AID PLANS FOR GREECE (PARTICIPATION IN THE SECOND PLAN ESTIMATED

ON THE BASIS OF ITS SHARE OF GUARANTEES TO THE EFSF).

PARTICIPATION IN THE DEXIA BAILOUT PLAN

PARTICIPATION IN THE GREEK BAILOUT PLAN

15" AID PLAN — 2008
- 1 BILLION EURO — RECAPITALISATION
- 55 BILLION EURO — ISSUE OF GUARANTEES

2" AID PLAN (DISMANTLEMENT) — 2011

- 32.85 BILLION EURO — ISSUE OF LOAN GUARANTEES

- 6.65 BILLION EURO — ISSUE OF AN ADDITIONAL GUARANTEE
AGAINST ANY LOSSES LINKED TO THE RESTRUCTURING OF CERTAIN
LOANS TO LOCAL FRENCH COMMUNITIES

ToTAL : 95.5 BILLION EURO

15" Aip PLAN — 2010

- 11.4 BILLION EURO BILATERAL LOAN (THE INITIAL AMOUNT
OF THE LOAN THAT FRANCE GRANTED TO GREECE OVER THREE
YEARS WAS 16.8 BILLION EURO, BUT A PART OF THAT LOAN
WAS PICKED up BY THE EFSF In 2012).

2" AID PLAN — 2012
- APPROXIMATELY 31.6 BILLION EURO IN GUARANTEES TO THE
EFSF (FRANCE IS T0 UNDERWRITE 21.83% OF THE 144.6

BILLION EURO GRANTED BY THE EFSF).

ToTAL : 43 BILLION EURO (ESTIMATION)

Source: NoTre EURoPE AND FRENCH SENATE REPORT N° 35 ON THE BUDGET ADJUSTMENT BILL, 18 OcToBErR 2011.

23. Eurostat, “Supplementary table for the financial crisis”,
Background note, October 2011.
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Conclusion

In the face of the sovereign debt crisis, the
Eurozone countries have put on a show of solidar-
ity towards the countries in difficulty. This soli-
darity naturally entails costs for those exercising
it. There is always a risk that the loans granted
may not be paid back, and guarantees and loans
granted to the countries in difficulty do have an
impact on national public finances. Yet, in the
media and in public debates, there has been
some confusion concerning the nature of the aid
provided as well as its implications for national
budgets. Contrary to a widely held opinion, the
countries receiving financial assistance have
not been granted subsidies but loans at non-
concessional interest rates. There is also a ten-
dency to amplify the cost of this solidarity by
treating the maximum guarantee pledges made
to the EFSF by each member state as guarantees
effectively issued. Finally, whereas these soli-

darity actions have increased the public debt of
Eurozone countries, until now the aid deployed
has not worsened national public deficits.

In any case, the magnitude of this cost must be
measured against the yardstick of the cost of a
non-intervention. The latter had most likely trig-
gered a disorderly default on payment in the
Eurozone, which would have had in turn a conta-
gion effect on other countries weakened by the cri-
sis. The economic and political costs associated
with such a scenario are huge, even if difficult to
quantify. As pointed out by Wolfgang Schduble in
his letter to the members of the Bundestag at the
moment of the adoption of the second aid plan for
Greece, thereis no guarantee that the action being
undertaken will be successful, but the prospects
of success for the alternatives to that action are
even weaker.
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