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Abstract 

 

This paper examines the issues and the implications of potential Euroexit and Euro break up: it 

underlines that these processes would have a prominent political dimension, as was the case for 

the creation of the euro. A complex-system network approach is adopted to examine the principal 

vulnerabilities of the single currency without a state. The euro is at the center of an economic and 

monetary union with unique political, institutional and policy features. The Eurosystem – which 

comprises the European Central Bank and National Central Banks - is a construction with no parallel 

in time and space. The heart of the interactive dynamic web in the Eurosystem is a complicated 

payments and settlements system: Target Balances. Beyond their accounting functions, the 

Balances have macroeconomic, macroprudential, balance of payments, banking and monetary – 

geographical and area-wide – implications. These characteristics were not explored and understood 

until a few years ago. The risk features continue to be downplayed. This paper tries to bring the 

analytical and policy understanding one step forward. It shows that - beyond the relevant and 

complicated assessment of changing underlying factors, also on a country basis - a long-term 

relationship exists between monetary base creation in the Euro area and the Target System. It 

argues that the workings of the System in its present form blunt the inherent adjustment 

mechanism of a currency union. Five key areas of stress of the euro are identified and potential 

systemic fault lines are examined, with novel insights on transmission mechanisms of contagions 

and risk spillovers. The findings help outline remedial comprehensive actions of political economy 

to improve the resilience of the Eurozone. 
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1. Introduction 

 

The Eurosystem is at the center of a very complex monetary area, with unique political, institutional 

and policy features. The Economic and Monetary Union (EMU) is characterized by a single currency 

without a state. Beyond the well-known points on the alleged lack of optimal currency prerequisites 

(Mundell, 1973 and Mody, 2018) – which are not entered into here – the incomplete institutional 

framework and the architecture of the Eurosystem are themselves at the root of possible stress 

points. From different - official and academic - angles this is widely recognized, but similar diagnoses 

are the result of very different models and are accompanied by correspondingly different policy 

prescriptions2. 

The policy management of the EMU has fallen de facto on the primary responsibility of the ECB, 

which in July 2012 (“whatever it takes”) saved the system from collapse, admittedly with full political 

support of the EuroCouncil. The excessive reliance on monetary policy – with an over five-fold 

increase of the consolidated balance sheet of the Eurosystem between 1999 and 2017 – was to a 

large extent the inevitable response to an unsatisfactory policy mix. This was recognized and 

underlined also by the President of the ECB in a well-known hearing at the European Parliament: “In 

order to make the Euroarea more resilient contributions from all policy areas are needed. The ECB is 

ready to do its part. … In parallel, other policies should help to put the euro area economy on a firmer 

ground. It is becoming clearer and clearer that fiscal policies should support the economic recovery 

through public investment and lower taxation. In addition, the ongoing cyclical recovery should be 

supported by effective structural policies.” (Draghi, 2016). 

This paper shares the concerns on the existing architecture of the euro. The focus is on the 

identification of key potential stress points, interactions and contagions: the euro conundrum. The 

inherent complex network links imply that, to move towards a stable system capable of realizing 

the goals of the EMU, a comprehensive analytical and policy approach should be adopted, with a 

view to preventing stress points from turning into fault lines, possibly leading to euroexits and even 

to the collapse of the euro. As will be shown, in the absence of such coordinated program of political 

economy (Cardinale et al., 2017), the system will continue to remain vulnerable to shocks and 

without effective and efficient adjustment mechanisms. 

The commonly adopted analytical and policy frameworks focus on pair interactions between stress 

areas (bank-sovereign; sovereign debt/euroexit; ….). The attempt made in this paper is to offer a 

holistic framework, by identifying the five key areas of risks, and their complex network relations. 

Admittedly, this may imply some repetition. The advantage is that the different perspectives allow 

a better vision and understanding of the overall picture. 

The stress/crisis points taken in isolation represent low-probability events. However, as is shown by 

endogenous risk analysis, the traditional well-behaved normal type probability/density functions 

                                                           
2 See for instance the European Commission's Five Presidents’ Report (2015), Minenna (2016), Schmidt (2017, 2018) 

and the Meseberg Declaration (2018). 
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can degenerate under stress into power distributions, possibly leading to systemic risk. This 

approach should not be identified with “black swan” (extreme event) models, although 

interconnections between the two frameworks can be established. 

The paper is organized as follows. 

Section 2 underlines that the EMU is first and foremost a politically driven and institutionally 

constrained exercise. This is the source of economic weaknesses, but also the main explanation of 

the extraordinary resilience of the common monetary area. The euro was built as an irrevocable 

construction enshrined in the Treaties of the EU (Schütze and Tridimas eds., 2018).  

Section 3 examines the institutional/legal difficulties of euro exit. Explicit reference is made to the 

ECB views. The traditional arguments are recalled, but the emphasis is on the Pandora box opened 

by the President of the ECB in response to a written question from Italian Members of the European 

Parliament. The argument was made that, if a country were to leave the Eurosystem, the Target2 

Balances (T2Bs) of its National Central Bank (NCB) would have to be settled in full. 

In Section 4, target balances between 1999 and the Great Financial Crisis, and financing gaps in 

2007-08, 2011-12, 2017-18 are reviewed. It is recalled that the ECB itself had not realized the full 

implications of the complex arrangement in the Eurosystem before the critical analysis of Hans-

Werner Sinn (2011). He demonstrated that T2B’s were not merely a booking system (“irrelevant 

balances with no direct relevance to ECB monetary policy”, as had been maintained). He explained 

that they had to be interpreted within the context of money creation, international capital flows 

and current account deficits/surpluses in the EA. 

Section 5 carries the argument one step forward. The intra Eurosystem-ECB lines of credit - which 

are automatically generated, unlimited in size, not collateralized and with no redemption date - 

have critical economic consequences. The Eurosystem/T2B construction can be viewed as a system 

which lacks the principal adjustment feature of a unified currency, where transfers of money take 

place automatically, without national central banks interfering (Friedman, 1968). 

Section 6 offers insights of the nexus between money creation of the ECB, target balances and 

adjustment processes. This is done through a close look at the available evidence for the whole 

period after the global financial crisis. Contrary to common interpretations - which stress the 

fragmentation of the economic processes and of the underlying factors of T2Bs over time and across 

countries – it is argued that common key driving elements are represented by money creation in 

deficit countries and continuing current account surpluses, notably in Germany. The evidence 

presented suggests that monetary creation of the ECB is associated with the sum of positive or 

negative balances. The question is posed whether it is “the Target Balance”, as officially defined, the 

driving element of the system, or it is the sum of negative balances which effectively rules the roost. 

This is not a moot point, in terms of both causal links and adjustment burdens. 

These strands of analysis are brought together in Section 7, which provides an integrated approach 

to the key potential stress areas. Five possible break points of the single currency and their 

interactions/interconnections are identified. Euro crisis/collapse (these worst-case events would 
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have a preeminent political dimension); sustainability of sovereign debt and implications for euro 

exit; bank/sovereign loop; risk elements arising from the sustainability of T2Bs; potential liquidity 

crises in the EA, in the absence of a safe asset.  

Section 8 offers the concluding remarks. 

 

2. The political dimension of the EMU 

 

Immediately after the end of World War 2 the political vision of the “Fathers of Europe” (Konrad 

Adenauer, Winston Churchill, Alcide de Gasperi, Jean Monnet and Robert Schumann) became the 

driving force of the process of European integration. There was ample Peoples support to the 

conviction of political leaders that the wars and the divisions of the past had to be avoided at all 

costs. Different models were propounded, and a long-term trend was initiated which is at the basis 

of the EU and the EMU. The key institutional building steps were: the Treaty of London, to create 

the Council of Europe in 1949; the Treaty of Paris which marked the creation of the European Coal 

and Steel Community, in 1951; and the Treaties of Rome which enacted Euratom and the European 

Economic Community in 1957. 

The goal of EMU was officially declared in 1969 at the Hague Summit: a stability and growth path of 

the European economy would be accompanied by monetary unification. This objective was restated 

in many European Councils, notably in 1988 when a mandate was given to a Committee chaired by 

Jacques Delors to propose a detailed road map. The report was ready in 1989, it underlined that the 

introduction of a common currency would have to be preceded by strong and effective economic 

and fiscal convergence of the countries willing to commit themselves to the single currency. 

In 1991 the European Council held in Maastricht set down the Treaty on European Union and on 

Fiscal Convergence, with a formal decision to create the EMU3. The Maastricht approach was driven 

by the German “coronation theory”. This “economist approach” held that rigorous and sound initial 

conditions of fundamental convergence were required to enter the common currency. 

More generally, the political leaders of Germany and France had agreed that the EMU – as defined 

by the coronation approach - would have to be sustained by political union, to avoid a currency 

without a state. The following two quotations bear witness of this determination.  

 

 

 

                                                           
3 The need for an interdisciplinary approach to the analysis of the EMU process was underlined by Capriglione and 

Sacco Ginevri (2016) and Federico and Arcelli (2017).  



7 

 

François Mitterrand and Helmut Kohl, 1990: 

Our aim is that these fundamental reforms - economic and monetary union as well as political 

union - should enter into force on 1 January 1993. 

(Letter by the German Federal Chancellor Helmut Kohl and French President François 

Mitterrand to the Irish Presidency of the EC. 19 April 1990. Source: Agence Europe, 20 April 

1990) 

 

Helmut Kohl, 1991: 

It cannot be repeated often enough: Political union is the indispensable counterpart to 

economic and monetary union. Recent history, and not just that of Germany, teaches us that 

the idea of sustaining an economic and monetary union over time without political union is a 

fallacy. 

(H. Kohl: Protocol of the Deutsche Bundestag, 6 November1991) 

 

However, this well-defined and consistent time path was not respected when the euro was created 

in 19994. Strong political pressures of “weak countries” found support by the Commission and by 

France herself. The stated reasons were that entering immediately, with a formal respect of the 

Maastricht criteria, would have ensured a better external discipline and therefore effective 

convergence. The inherent competitive advantage for strong countries also played a role5.  

The Italian case is emblematic: the former Governor of the Bank of Italy and Prime Minister (later 

President of the Republic) Carlo Azeglio Ciampi, as Treasury Minister in the Prodi Government 

(1996-98), indicated to Helmut Kohl and to François Mitterrand that in a very few years with the 

euro and the enhanced discipline the Italian debt to GDP ratio would come down to 60%. 

In 1999 Greece was not allowed into the Eurozone for failing to meet the Maastricht economic 

criteria. But on 1 January 2001 Greece was permitted to join the single currency. To qualify a tough 

austerity program had been adopted, but as was later ascertained, key macroeconomic indicators 

had been faked. Official comments on the date of entering the Eurosystem were: “this is a historic 

date that places Greece firmly at the heart of Europe”… “our inclusion in EMU ensures greater 

stability and opens up new horizons”. The decisions were greeted with general euphoria and with 

two-thirds of the Greek voters in favor, according to opinion pools. Similar rhetoric comments came 

from the Commission in Brussels. 

With the admission of Greece twelve EU countries shared the euro. Denmark, Sweden and the 

United Kingdom were the only EU members outside the eurozone: in all these countries voters and 

                                                           
4 The irrevocable conversion rates of national currencies for the euro were adopted by the EU Council upon a proposal 

from the EC in accordance with Art. 109(4) of the Treaty on 31th December 1998. 
5 Jacques Delors underlined that the euro creation was marked by a “fault in execution” of his plan by the political 

leaders, who decided to turn a blind eye to the fundamental weaknesses and imbalances of some countries which 

entered the single currency (Delors, 2011). Similar concepts had been expressed by Issing (2008). 
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governments were (and are) against joining the monetary union. Later the UK after a popular 

referendum decided to leave the EU. 

The key importance of political decision processes on the common currency continues. But 

important changes should be recorded. To start with – although from time to time in certain 

peripheral countries, in the EC and in the European Parliament lip service is made to political union 

- this perspective has receded, notably in Germany, the Netherlands and Austria, but also in France. 

In most new EU member states voters and governments are openly against this model. 

The position, previously recalled, taken by the architect of German unification in the Bundestag has 

been abandoned. His former Mädchen Angela Merkel thinks otherwise and, so far, she has been 

proved right. 

Common political themes in the EU have acquired importance, but also the divide on key issues – 

immigration, Nato, common defence, relations with the US and with Russia. Popular dissatisfaction 

with the EU has increased: in weak countries because of the excessive rigor of austerity measures, 

in strong countries because the rules have been bent trough excessive flexibility6. On economic and 

non-economic grounds the feasibility of political union is at best a very low probability event in the 

foreseeable feature7. 

Focusing on the euro, the recently accumulated evidence shows that voters and “theoretical” 

parliamentary majorities in countries in favor of leaving the euro were not sufficient for a state 

exiting the common currency. Governments decided otherwise. The fears of financial and real 

domestic crises played, and continue to play, a major role, together with strong European and 

international pressures.  

Reference can be made to three instances:  

i. Cyprexit in 2013. According to opinion polls two-thirds of Cypriots were in favor of 

abandoning the euro, but this did not happen.  

ii. Grexit in 2017-18. Also in this case voters were favorable to exiting the common currency. 

Paradoxically also the German Chancellor Schauble was initially in favor: “we can’t undertake 

a debt haircut for a member of the euro. It is ruled out by the Lisbon Treaty. For that Greece 

has to exit the currency area”8. The current Tsipras government – left wing Syriza plus right 

wing Independent Greece – went to power with a program to leave the euro, but did 

not/does not request Grexit.   

                                                           
6 A more radical view was propounded by the former Governor of the Bank of England Mervyn King: the Eurozone has 

created a conflict between a centralized European elite on the one hand and the forces of democracy at the national 

level (King, 2016). 
7 It is hard not to agree with an important observer as Otmar Issing: “Since EMU was created no progress towards 

political union has been made – or even really attempted” (Issing, 2015):  
8 The German Finance Minister had already hinted at the possibility of Euroexit in March 2010, when he indicated that 

the Eurozone required a European monetary fund to be backed by tough sanctions to enforce budgetary discipline, 

with countries failing to comply facing expulsion from the eurozone “as a last resort”. 
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iii. The Italian case in 2018. During the election campaign Five Stars, League and Forza Italia – 

which had been critical of the euro – indicated in their political programs that it would not 

be appropriate after the election to press for Italexit. Vague references were made to a 

possible parallel currency. In any event opinion polls suggest that, even within Five Stars and 

League voters, only half would be in favor of exiting the euro. The two parties are now in 

government and the issue has become relevant, as the spread of Italian Treasury Bonds vis 

a vis the Bund shows. The Prime Minister Giuseppe Conte, the Finance Minister Giovanni 

Tria, the Foreign Minister Enzo Moavero Milanesi and the Minister for EU Affairs Paolo 

Savona are all “technical ministers”.  They all reassured on the Italian allegiance to the 

eurozone. But the markets show fears on the effective determination to respect in full 

Maastricht criteria. Concern was also created by the hints of political members of the Conte 

Government that Italy might reduce/delay contributions to the EU budget in case of 

fundamental disagreements. The Italian case is indicative of the subtle and complex 

intertwining of political and economic factors. The spread on sovereign bonds and ratings of 

Agencies are a common point of reference of media, of political parties and of citizens. The 

widening of the spread during the Summer of 2018 (250-300 basis points) has acquired 

political and institutional dimensions9. 

 

3. Institutional and legal difficulties of Euroexit: the ECB views and the 

Pandora box of Target Balances 

 

The procedure to exit the euro was outlined in the EU Lisbon Treaty (2007-2009). Art. 50 defines the 

process through which an EA Member State (MS) can unilaterally leave the Union and hence the 

euro. The obligations of the euro are therefore linked to the membership of a MS to the EU. Before 

the enactment of Art. 50 legal doubts were expressed on a MS unilateral decision to exit.   

After a MS has left the EU and the euro, it can in principle apply to become a new member of the 

EU, with the derogation (ART. 139 TFEU) to re-enter to EU immediately and with an indication to 

join again the common currency at the appropriate time. 

The legal issues of euroexit are also highly relevant for the redenomination risks of EA sovereigns. 

In principle redenomination of debt is governed by national law: EA governments could therefore 

enact legislation redenominating bonds from euros into the new domestic currency (Lex monetae). 

This is however complicated by the so-called CACs (Collective Action Clauses). These clauses were 

put in place during the Greek crisis in all EA countries to ensure that restructuring and 

redenomination of debt would be governed by agreed rules. More specifically, after the ESM Treaty 

(2012), CACs have been introduced which prevent redenomination of Government securities with 

                                                           
9 The very sharp increase in the spread had a major impact on the fall of the Berlusconi Government and the choice of 

Mario Monti as Prime Minister by the President of the Republic within the same legislature. 
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maturity above one year issued on or after 1th January 2013 (Art. 12, par. 3) (cfr. Bardozzetti and 

Dottori, 2013). It is safe to assume that CACs would prevail on local law10. In Italy it is estimated that 

now some 2/3 of total medium-long term debt is covered by such clauses. 

This new framework strongly reduces the possibility of redenomination of public debt in national 

currencies (Lex monetae): the so-called B-Plans. The issue has been taken up in the Meseberg 

Declaration of France and Germany (19 June 2018), with a view to facilitating the orderly 

restructuring of a sovereign EA debt (“The single-limb aggregation of euro CaCs”). The ESM – and 

perhaps later the European Monetary Fund (EMF) – would be the examiners and back stop in case 

of debt unsustainability.    

These arguments reinforce the logical/political/policy need to consider the possibility of Eurozone 

exit clauses, beyond the Art. 50 TEU procedure (Fuest, 2018)11.  

The ECB was created to manage the common currency: a currency and a central bank without a 

State. It was and is committed to the euro as “irreversible”. Three famous public statements 

(apparently not fully consistent) by Mr. Draghi can be recalled: 

 26 July 2012, speech in London, “The ECB is ready to do whatever it takes to preserve the 

euro”. 

 6 November 2012, Letter in response to Mr. C. Morganti, member of the European 

Parliament, “The irrevocability of the euro has been part of the EU framework since the 

Treaty of Maastricht… Under the current Treaties, this irrevocability can be directly derived 

from the fact that the establishment of an economic and monetary union whose currency is 

the euro is among the list of objectives of the EU. The Treaties provide that, at the time of 

the abrogation of the derogation of a Member State, the Council shall irrevocably fix the rate 

at which the euro shall be substituted for the currency of the Member State concerned. 

Regarding your question on withdrawing from the euro without leaving the EU, this 

possibility is not foreseen in the Treaties. The Treaty of Lisbon does not include this possibility, 

precisely because of the irreversibility of the move to the third stage of EMU for Member 

States.”.   

 18 January 2017, Letter in response to Mr. M. Valli and Mr. M. Zanni, members of the 

European Parliament, “If a country were to leave the Eurosystem, its national central bank’s 

claims on or liabilities to the ECB would need to be settled in full.”. 

The response to Messrs. Valli and Zanni stirred waters by indicating the possibility of a Eurozone 

exit, by outlining an economic framework for Target Balances and a direct link with the ECB 

monetary policy, by making reference to the need to settle in full outstanding balances in case of 

exit, and therefore to a risk dimension. A Pandora box was opened, which ultimately raised the 

question of solvency of NCBs in the Eurosystem. 

                                                           
10 A different legal issue is encountered with reference to T2Bs among EA central banks and the ECB. On these points 

see Section 8.  
11 This was the position expressed by Professor Savona in his writings and more recently – as Minister of the Conte 

Government - with reference to the possibility of a “black swan” event, which was vehemently denounced as anti-

European, notably by many Italian economists. 
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In principle a national central bank cannot default because, as a result of the monopoly on the 

creation of the domestic monetary base (granted by the national government), it can print itself out 

of payments difficulties. It need not even satisfy the condition of a net positive capital. 

This general scenario is not applicable to NCBs in the Euroarea. In case of Euroexit the Target liability 

has to be settled. The common assumption was that the NCB of the exiting country would issue new 

national fiat currency, which could be used to service its liabilities redenominated in the domestic 

currency. Should the exiting state so decide, NCB default could be avoided. However, if the liabilities 

have to be serviced in euro, the argument on the capital adequacy of the NCB becomes relevant. 

The national Treasury might be able and willing to recapitalize the NCB. A further complication arises 

if the capital of the central bank in question is held be private investors – and notably by national 

financial institutions. This would open the bail in/bail-out controversy: ultimately, NCBs are 

accountable to national Parliaments and tax payers. 

The novelty of the response to Valli and Zanni consisted also in an explicit reference to monetary 

factors under the control of the ECB – notably the changes in T2Bs among EA Central banks in the 

course of implementation of the ECB Asset Purchase Programs (after 22 January 2015 the Extended 

APP, see Section 4). More broadly, the issue of sustainability of Target2 balances – and hence of the 

euro itself – was brought to the forefront. 

Draghi indicated that the growing imbalances were primarily due to the ECB’s own extraordinary 

bond-buying programme, where many sellers were foreign investors with bank account in Germany. 

This was widely interpreted as an implicit warning to Target2 debtor countries, notably Italy, that, 

before leaving the euro, the debt position had to be settled. To recall, when the letter was written 

Italy had a net negative position of euro 357 billion, while Germany had a positive balance of euro 

752 billion Target2 assets.  

There was perhaps “constructive ambiguity” in the above statements. The fact remains that the 

intertwining of Target balances, ECB government bond acquisitions and the possibility of euro exit 

were for the first time ever admitted by the President of the ECB. 

 

4. Definition, Evolution and Economic Relevance of Target Balances 

 

Target Balances – in two successive versions12  – represent the operational mechanism of the 

Eurosystem. They allow automated real time settlements for cross border payments between 

commercial banks in different MSs of the Eurozone. Inflows and outflows do not match: remaining 

claims/liabilities give rise to Target Balances. Intra-system positive items are recorded in the balance 

                                                           
12 The Trans-European Automated Real-Time Gross Settlement Express Transfer System is jointly managed by the 

Bundesbank, the Bank of France and the Banca d’Italia, in cooperation with the ECB. T2B was launched after a 

relatively long period of planning and testing at the end of 2007 to replace Target1.   
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sheets of creditor NCBs. The corresponding liabilities appear in the accounts of debtor central banks. 

No mechanism for settlement of accumulated claims or liabilities of NCBs in the Eurosystem is 

foreseen. The process of creation of Target Balances is explained in Chart 1. 

Chart 1 - How Target Balances emerge 

 

Source: ECB Economic Bulletin (May 2013). 

In spite of its apparent simplicity the target mechanisms constitute a key novel institutional and 

operating feature of the single currency. They have geographical, balance of payments, banking and 

monetary interactive implications. They reflect the imbalances in payments flows between national 

banking systems (approximately one-third of total Target traffic is made of cross-border payments). 

From a monetary point of view, Target Balances are the claims and liabilities of Euroarea NCBs vis-

à-vis the ECB that result from cross-border payments settled in central bank money. From an 

accounting perspective, net payment inflows into a country increase the Target claim, net outflows 

have the opposite effect. The sum of all positive balances is technically defined by the ECBs the Total 

Target Balance (TTB). The TTB increases if, on a net basis, central bank money flows from a country 

with a deficit to a country with a claim. The TTB is closely associated with the net positions of 

Germany, the Netherlands, Finland and Luxembourg (ECB, 2017). 

From a balance of payments point of view, cross-border flows of central bank money reflected in 

changes in target balances are recorded in the financial account of the balance of payments of MSs 

and are therefore mirrored in other components of the balance of payments, notably the current 

account and/or portfolio investment flows. 

By construction the algebraic sum of all target positions is equal to zero. At first sight, the target 

system can be considered as a very special instance of a zero-sum game. At any point in time positive 

and negative balances cancel out, but they can grow indefinitely over time because there is no 

(mandatory) settlement mechanism. These arrangements create risks for surplus and deficit NCBs 

alike. Pursuing this game-theoretic comparison a question arises. Is it the surplus countries, which 
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“force” the other members of the EA into negative positions13, or are the “weak” countries in 

structural liquidity deficit which press NCBs of countries in strong payments positions into growing 

positive balances? More generally, the game is integrative, not merely distributive: global profit or 

loss occurs if we start with a non-zero-sum game for n players and we allow for a (n+1)th player.  

From 1999 to 2007 the Target gross settlements system was operated with a decentralized technical 

structure. It was replaced between November 2007 and May 2008 by the current Target2 version 

with a single technical platform.  

In the Target period (Chart 2) the balances were relatively limited and alternating over time 

Interbank markets functioned smoothly and balances were quickly settled. During those years 

sovereign bond differentials were also low. 

Chart 2 - Target Balances 

 

                                                           
13 This case could be interpreted as a manifestation of the “débiteur malgré lui” which characterized the reserve 

arrangements in the European Monetary System. The EMS was the monetary and exchange rate system which lasted 

from 1979 to 1998. It was based on fixed, but adjustable exchange rates among member currencies, with permissible 

margins of fluctuation. It comprised credit facilities among participating central banks and reserves allocated by the 

European Monetary Cooperation Fund (Masera, 1987).  
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Markets (and central banks) operated in the conviction that sovereign risks had lost relevance in the 

monetary union, perhaps because risk mutualization schemes were (wrongly) anticipated. 

The Great Financial Crisis renewed the awareness of country risk in the Eurozone. Under successive 

impulses large growing and lasting target imbalances emerged and continue to characterize the 

System (Section 5). 

The broad and complex implications of the Target2 mechanism were uncovered by H.W. Sinn at the 

beginning of 2011 (Sinn, 2011). Until then the problem had been ignored and even the statistics 

were not published by the ECB. The general tenet was that the target framework was merely a 

bookkeeping system: “Irrelevant balances with no direct relevance to ECB monetary policy”. This 

was the official position of both the ECB and of the Bundesbank.  

“The size and distribution of TARGET2 balances across the Eurosystem central banks are ... irrelevant 

to their risk exposure from the provision of funds by the Eurosystem: TARGET2 balances do not pose 

specific risks to individual central banks.” (Bundesbank, press release 22/02/2011).  

Sinn proved – amidst strong criticism of the ECB and of central bank “friendly” academics – that 

target balances have macroeconomic and balance of payments feature and represent official credit 

lines. He also argued that target claims represent an exposure risk should the euro breakup. This 

was again heavily criticized and strongly denied. 

At the beginning of 2012, when Jens Weidmann became the new President of the Bundesbank, an 

internal debate opened in the German Central Bank. A few months later Weidmann wrote to Draghi 

asking for the collateralization of the Bundesbank exploding target claims. His request did not have 

an operational sequel. All this helps explain why the letter by Mr. Draghi of 18.01.2017 to Mr. M. 

Valli and Mr. M. Zanni opened what was called here the Pandora Box. 

A final general consideration makes reference to the features and the implications of the ECB EAPP 

(2015) programme. The novel situation is characterized by the recognized relevance of the Sinn 

criticism and the advent of Weidmann. With a view to reducing the mutual risk of the expanding 

purchases, within agreed rules, 20% of the programme itself is retained by the ECB and is therefore 

subject to risk sharing according to the capital keys of the ECB. 80% is the volume held by national 

central banks, which retain in their balance sheets the domestic sovereign bonds purchased by the 

ECB. These holdings are not subject to risk sharing. Naturally, these keys also apply to interest rate 

margins resulting from the Eurosystem’s operations (Gros et al., 2015). These arrangements 

represent an official recognition of sovereign and NCBs potential risks.     
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5. Target2 Balances: the financing gaps in 2007-08, 2011-12, 2017-18 

 

5.1 Target2 (im)balances: the official explanations 
 

 2007-08 and 2011-12:  In the words of Mr. Draghi (Letter to Langen, 18.01.2017): “The increase 

in TARGET2 balances, observed from mid2007 to late 2008, and again from mid-2011 to mid-

2012, was rooted in the market stress and fragmentation that resulted from the financial and 

sovereign debt crises. As banks in certain countries lost access to market-based funding, they 

replaced private sources of funding with central bank liquidity obtained from their national 

central banks through repurchase operations. The subsequent redistribution of this liquidity, 

which was heavily influenced by market stress, led to higher TARGET2 balances”. 

2017 - … : “…the recent increase in TARGET2 balances largely reflects liquidity flows stemming 

from the ECB’s asset purchase programme (APP). TARGET2 balances have been increasing since 

the start of the APP owing, in part, to technical factors related to the structure of financial 

markets. In particular, settlement services are concentrated in some financial centres. Cross-

border payments by national central banks for securities purchased under the APP give rise to 

changes in TARGET2 balances in the course of the implementation of monetary policy. Almost 

80% of bonds purchased by national central banks under the APP were sold by counterparties 

that are not resident in the same country as the purchasing national central bank, and roughly 

half of the purchases were from counterparties located outside the euro area, most of which 

mainly access the TARGET2 payments system via the Deutsche Bundesbank…”.  

“However, the current increase in TARGET2 balances is not a symptom of increased stress and is 

therefore inherently different from the previous episodes of rising balances. It follows that 

TARGET2 balances per se are neither indicative of market fragmentation, nor necessarily an 

indicator of imbalances that could affect a country’s macroeconomic fundamentals14. The ECB 

continues to monitor TARGET2 balances closely.”(Draghi, Letter to Valli and Zanni, 18.01.2017).  

2018 - …: The evolving position of the ECB is portrayed in a further response by Mr. Draghi to 

two members of the European Parliament, Mr Joachim Starbatty and Ms Ulrike Trebesius: 

“TARGET2 is integral to Monetary Union as it ensures that banks’ reserves held at national 

central banks (NCBs) can flow freely across euro area Member States. By facilitating the cross-

border flow of liquidity between banks, TARGET2 substantially reduces systemic risk and plays a 

key role in ensuring the smooth conduct of monetary policy, the correct functioning of financial 

markets, and ultimately banking and financial stability in the euro area. (…) Intra-system 

balances are an inherent feature of any decentralised monetary union. Limiting their size could 

restrict the free flow of money across borders and as a result undermine the smooth functioning 

of Monetary Union. For this reason, neither NCBs nor the ECB have put in place provisions to limit 

                                                           
14 The increase and persistence of Target balances during the APP period, in contrast with the emphasis on stress and 

frictions in monetary markets during the period 2011-2012, are examined in Eisenschmidt (2017). 
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the size of TARGET2 balances, which are, however, constrained by the size and structure of the 

Eurosystem balance sheet.” (Draghi, 2018). 

This letter is important at least on two grounds. To start with, there is no longer any reference 

to the potential vulnerabilities of T2Bs to Euroexits. The argument is then made that in a 

decentralized monetary union15 T2Bs reduce systemic risk and facilitate the smooth conduct of 

the single monetary policy. 

According to the new “official wisdom”, it is acknowledged that T2Bs are related to balance of 

payments flows in EA countries, net international asset positions, market stress and, above all, 

the ECB own policies. Following Sinn’s seminal analysis, there is now broad agreement that in 

the EA T2 claims or liabilities of the participating central banks perform a balancing role for the 

payments accounts of respective countries. In particular, domestic Government bond 

transactions (and net holdings) are the primary responsibility of each central bank in the 

Eurosystem. There can be doubt that QE has represented a very significant additional dimension 

to T2. The ECB itself has built up a large Target liability (Chart 2), as a result of its direct purchases 

of bonds.  

However, the issues of sustainability and risk of large and persisting imbalances are not 

underlined, contrary to the views of many academic/analyst observers. More specifically, the 

explanations are fundamentally fragmented, no common threads are recognized, with the risk 

of losing sight of the forest for the trees. It is admitted that a close monitoring exercise is 

required and that the ECB itself is responsible for this task. But it is held that intrasystem 

balances are an integral part of any decentralized monetary union. This approach is widely 

shared and finds support among NCBs, the ESRB, the EC and certain academic circles.   

 

5.2 Target2 (im)balances: alternative explanations 

 

A somewhat different line of analysis can be developed. Many “dissenting” voices have been 

put forward. The existing mechanisms admittedly represent a highly efficient system to permit 

automatic and limitless cross-countries credit flows. But repayment of balances is not foreseen; 

large and increasing credits/debits can therefore be postponed for indefinite periods.  

A relatively close correlation has been observed for the whole period of operation of T2B 

between the TTB and the total assets of the ECB. This has suggested a close interaction between 

                                                           
15 From an economist’s perspective, the EU Treaty does not make reference to a decentralized monetary union in the 

conduct of monetary policy. The Consolidated version of the Treaty of the European Union - TFEU (Official Journal of 

the European Union, 2016, Art. 12 of the Protocol n. 4 on The Statute of The European System of Central Banks and of 

The European Central Bank), reads at follows: “The Governing Council shall formulate the monetary policy of the 

Community (…). The Executive Board shall implement monetary policy in accordance with the guidelines and decisions 

laid down by the Governing Council. In doing so the Executive Board shall give the necessary instructions to national 

central banks.”. In this institutional framework, account being taken of the creation and operation of the SSM and the 

SRM, ELA should move from a decentralized implementation to a “single” mechanism managed by ECB. 
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the Target balances by surplus countries, the creation of total monetary base and therefore the 

Eurosystem’s monetary policy, as indicated in Chart 3 (Schuiling, 2017).       

 

Chart 3 – Target balances and the ECB’s total balance sheet 

 

Sources: Thomson Reuters Datastream, ABN Amro Group economics, A. Schuiling (2017). 

 

In this respect, however, a question can be raised: who “rules the roost?” more specifically, is it 

the “Target balance“ of surplus countries - as officially defined - or is it the sum of negative 

balances? By construction the two aggregates are broadly mirror images16, and therefore this 

may appear as a moot point. But this need not be the case. Is the policy of the ECB spurred by 

the deficit/debtor or by the surplus/creditor countries? 

Let us briefly outline two opposite authoritative views on the causal links, which share however 

a common “unorthodox” conclusion: the T2B mechanism should be reformed to make it 

sustainable. 

Fiedler et al. (2017) in a document requested by the European Parliament’s Committee on 

Economic and Monetary Affairs, after an in depth analysis of the T2B system, draw the  

conclusion that it is only according to a cursory examination that the ECB’s (E)APP policies lead 

to widening T2 positions. The root cause of imbalances – which morph into current account 

financing and capital and deposit flights – is the large creation of money in deficit countries. This 

can happen because deficit NCBs can create new liquidity, if and when existing liquidity flows 

out of the country.  

                                                           
16 The differences result from the positions of the ECB itself and of EU national banks not belonging to the Eurosystem. 
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The policy inference is that: “Any attempt to limit the Target2-positions must restrict the 

disproportionate creation of central bank liquidity in the deficit countries that are the sine qua 

non of the observed Target2 dynamics. Once this is stopped, Target2 balances will stop swelling 

due to current account or capital flight financing. Concretely, the monetary base in the euro area 

would have to be limited to a normal level, and each NCB would be allowed to issue only a 

proportion of the overall monetary base. This proportion reflects the countries’ economic size 

and may also reflect country-specific factors that determine the “normal” level of liquidity needs 

(like payment habits). Once a NCB reaches its proportion of issued base money (plus some 

supplement), the NCB is not entitled to engage in any additional refinancing operations.” (Fiedler 

et al. 2017). 

At the other end of the spectrum of causal links between T2Bs and financing gaps reference can 

be made to Turner (2017), a former member of the senior management of the BIS and to 

Professor De Grauwe (2017), a former member of the Belgian parliament. They share one of the 

previous conclusions: T2Bs are a Eurosystem mechanism hard to sustain, which must therefore 

be reformed to prevent systemic risk. But the root causes of the problems – and therefore the 

suggested policy action to correct the current system – are very different. According to this 

second line of thought, the problem rests primarily with payments imbalances in countries with 

structural surpluses – notably, Germany, the Netherlands, Finland, and Luxembourg. The critical 

attention is focused on the country and the central bank with record credit balances (Germany 

and the Deutsche Bundesbank). “The fundamental issue is Germany’s huge international 

financing gap – a massive current account surplus and strong private capital inflows into the 

country that exceed the foreign investments that Germans would find attractive and safe.” 

(Turner, 2017).    

“We can now conclude the following. The large accumulation of German current account 

balances is the fundamental reason of the instability of the TARGET2 balances. As these current 

account balances increase exponentially, they increase the German claims on the euro area 

countries. In order to shield the TARGET2 balances from this accumulation of German CA-

balances, the willingness of Germany to hold private claims against the euro area must continue 

to increase. This makes the system fragile. Changes in confidence in the solvency of some 

countries, or large additions of liquid assets (through QE) can trigger sudden changes in the 

willingness of private agents in Germany to hold private claims against the other euro area 

countries. When that happens we observe surges in the TARGET2 balances. This problem will not 

go away.”(De Grauwe, 2017).  

The relation between T2Bs and the German current account surpluses is examined in Chart 4. 
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Chart 4 - Cumulative CA-balance vis-à-vis the euro area and TARGET2-balances (Germany) 

 

Sources: CA-balances: Deutsche Bundesbank; Target2-balances: ECB, De Grauwe (2017). 

It must be underlined that the analytical framework, according to this second line of thought, 

points clearly to adjustment mechanisms with the burden falling mainly but not exclusively on 

surplus countries.  

“What is ostensibly a payment system has become a mechanism for the official financing of 

structural balance-of-payments gaps of ever greater size. The net balances emerging from huge 

two-way flows, not settled by debtors transferring assets to creditors (as under a normal 

payment system), simply led to the automatic creation of a claim of the creditor central bank on 

the debtor central bank. Yet no explicit government decision has approved lending on such a 

scale. Moreover, under the full allotment policy, the Eurosystem imposes no direct limits on how 

much a national central bank can borrow. Nor does the ECB take collateral on the Target2 debts 

of national central banks.” (Turner, 2017).  

In sum, according to the “surplus” view point, adjustment should be based on collateralization 

and or direct limits to monetary base creation in deficit countries, whose NCB’s would not 

therefore be allowed to engage in limitless refinancing operations.  

The “deficit" point of view holds instead that the problem lies mainly in the huge current account 

surpluses in Germany, which cannot be offset by counterpart private capital outflows.   
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6. Back to basics: the analytics of a unified currency  

 

Before apportioning the relative burdens of adjustments - and more fundamentally - the 

question should be asked whether the Eurosystem/Target2 arrangements truly reflect the 

analytical and operational features of a single currency in a monetary union.  

The arguments developed by Milton Friedman fifty years ago continue to carry weight: “the 

decisive economic characteristic of a unified currency is precisely that transfers of currency take 

place automatically; requiring no administrative action to affect them, and not being interfered 

with by such administrative action. If a resident of Illinois makes a payment to a resident of New 

York, this transaction, taken by itself, necessarily reduces the money balances of Illinois residents 

and increases those of New York residents - as is most obvious when the payment takes the form 

of the literal transfer of currency. If residents of Illinois as a whole are paying more to residents 

of New York than they are receiving in return, then the amount of money held by residents of 

Illinois necessarily goes down on this account (i.e., neglecting payments to or receipts from other 

areas) and that held by residents of New York necessarily goes up. (…) One area may have 

economic difficulties or may experience declining prices; its residents may become poorer and 

some may go bankrupt; but as an area, it cannot have a balance of payments problem.” (M. 

Friedman, 1968). 

The heart of the liquidity/adjustment mechanisms under one currency is that residents of 

“deficit areas” lose money and become progressively poorer. The converse is true for “surplus 

areas”, which experience higher incomes and prices. In a fully fledged monetary union – as the 

US – this mechanism of adjustment is immediate and gradual; large imbalances are unlikely to 

develop (Friedman, 1968). More important, other stabilizers are at work: fiscal, structural, public 

(and PPP) investment, capital markets (de Larosière, 2018). The pervasive role of monetary 

policy and the mechanism of Target balances in the so-called “decentralized” EA framework shift 

attention from the appropriate mix and the interactions of key economic policies. 

Changes in T2Bs in the EA countries mirror net cross-border transfers of reserves. They are 

correspondingly recorded at the end of each month in the national balances of payments (ECB, 

Economic Bulletin, 3, 2017). If outflows from a given county are higher than inflows, there will 

be a net liability position, which will be recorded vis-à-vis the ECB. The converse is true for 

surplus countries. The ECB acts fundamentally as a pass-trough mechanism between deficit and 

surplus countries/central banks. The ECB has also a direct net balance, which is however small 

in comparison to the large imbalances between NCBs. 

In the prototype model analysed by Friedman, the automatic solution to the liquidity problem 

is also the basis of the adjustment mechanism. This scheme is not at work in the EA, where T2Bs 

are intra area lines of credit between NCBs which are automatically generated, unlimited and 

with no redemption date.  
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“(…) The basic fact is that a unified currency and a system of freely floating exchange rates are 

members of the same species even though superficially, they appear very different. Both are free 

market mechanisms for interregional or international payments. Both permit exchange rates to 

move freely. Both exclude any administrative or political intermediary in payments between 

residents of different areas.” (M. Friedman, 1968). 

It may be true that T2Bs perform a payments equilibration function and cushion shocks in the 

EA, as the ECB maintains, but this comes at the cost of interfering with the adjustment processes, 

possibly leading to unsustainable positions. In addition, there is also a problem of responsibility 

and accountability. “Even if the current setup of Target2 is assessed positive by some observers 

in its role of buffering shocks and trend reversals in the short run, the Target2 system was not 

implemented for this purpose and the ECB has no mandate to do so. Member states have never 

formally decided to install a mechanism that allows for automatic, uncollateralized, unlimited 

cross-border credit whose repayment is postponed to the indefinite future. Governments should 

either reform the current system or formally legitimize the current setup.” (Fiedler et al., 2017).   

These problems transcend the debate on the perennial divide and the possible compromise 

between principle and pragmatism. They raise a fundamental issue, which cannot be 

downplayed in the EA/EU. It has been argued that the T2B arrangements have a close 

resemblance to the US Federal Reserve Inter-district Settlement Account (ISA), which keeps 

track of asset and liability changes across Federal Reserve Banks within Federal Reserve System. 

However, as has been clearly demonstrated, the formal similarity of a system of central banks 

which administer together a single currency has no bearing on the underlying adjustment 

mechanisms at work. To start with, ISA is characterized by the so-called rebalancing mechanism, 

which implies annual settlement of balances, contrary to what happens in the EA, where 

persistent large positions are accumulated and which can grow arbitrarily over time and in 

absolute values (see for instance Wolman, 2013, and New York Federal Reserve Bank System 

Open Market Account Holdings of Domestic Securities, July 4, 2018).  

More generally, in the US, a fully-fledged integrated banking union exists with a prominent role 

of interstate bank branching. A safe asset is available (US T-Bills) and the Federal Deposit 

Insurance System and the FDIC represent key pillars of the banks’ integrated network, without 

the risks of the banks/sovereign loop.  

 

 

7. The nexus between Target2 Balances and monetary base creation: a 

closer look at the figures 

 

By construction positive and negative T2Bs sum to zero. Hence, the alleged correlation between 

the surplus countries positions and the total creation of ECB monetary base previously referred 
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to (Chart 3) could be mechanically inverted, by pointing to the correlation between the sum of 

negative positions and the total ECB assets. The two regressions yield in fact similar results, 

clearly with an inverted sign of the slope coefficient, as is shown in Tables 1 to 4. 

 

Table 1 – Positive Target 2 balances and EuroSystem (ES) total assets 

 

 

 

Chart 5 – Positive Target 2 balances and EuroSystem (ES) total assets 

 

 

ES Total assets sum of positive T2 balances

2008 2,075,107 185,532

2009 1,903,024 309,939

2010 2,002,210 457,076

2011 2,733,270 791,986

2012 2,962,613 955,833

2013 2,273,287 686,747

2014 2,208,240 612,893

2015 2,780,112 812,735

2016 3,661,423 1,058,483

2017 4,467,611 1,263,961

Source of Data: ECB

EuroSystem (ES)

(€ millions) 
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Table 2 – Positive Target 2 balances and EuroSystem (ES) total assets 

 

Source of monthly T2 balances: Eurocrisis Monitor 

The ECB suggested explanations downplay the role of the Target balance (or its negative 

counterpart). The focus is on the following points: 

 sizeable TARGET balances can be a consequence of the injection of large amounts of excess 

liquidity by the euro area’s decentralised central banking system; 

 the financial structure of the euro area contributes to the current increase in TARGET 

balances because cross-border payments are an inherent feature of decentralised APP 

implementation in an integrated market. 

 the rise in the total TARGET balance has followed the upward path implied by cross-border 

payments for APP transactions, suggesting that other financial flows did not further increase 

the balance after the implementation of the APP; 

 payments related to subsequent portfolio rebalancing are also affected by the financial 

structure and keep TARGET balances elevated. 

All these motivations are plausible but appear fragmented and incomplete. The approach that 

identifies the Positive Target Balance as the driver behind monetary base creation is perhaps 

too simplistic and should be revisited to deal with all the complexities embedded in the 

processes of creation/destruction of Target 2 balances and in the lack of the traditional 

adjustment mechanism of a unified currency domain. The counter approach based on (the sum 

of) negative balances equally holds (Tables 3 and 4).  

 

 

 

 

 

dependent variable (Y): ES Total assets; independent variable (X): sum of positive T2 balances 

R squared 0,874506372

mod R squared 0,873502423

standard error 314641,5705

number of observations 127

coefficients standard error t stat

constant 968014,2794 62197,75482 15,56349232

sum of positive T2 balances 2,33147881 0,07899613 29,51383593
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Table 3 – Negative T2 balances (end of year data) (€ millions) 

 

 

Table 4 – Negative T2 balances and the EuroSystem’s total assets*  

 

Source of monthly T2 balances: Eurocrisis Monitor 

 

The evidence offered in this and the preceding sections is indicative of three facts: 

(1) The TB framework has morphed from a payments system into a mechanism of official monetary 

base financing of structural balance of payments (positive and negative) gaps of Euroarea  

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Austria -35.699 -19.630 -27.467 -34.591 -39.926 -39.150 -30.087 -29.155 -31.182 -45.906 

Belgium -104.233 -42.520 -13.856 -52.867 -38.161 -15.495 -12.373 -7.748 -18.583 -36.085 

Cyprus -6.542 -7.122 -6.444 -7.908 -7.468 -6.843 -2.501 0 0 0

Estonia 0 0 0 0 0 0 0 0 0 0

Finland 0 0 0 0 0 0 0 0 0 0

France -117.684 -62.008 -28.349 -77.424 -54.799 -16.188 -17.009 -29.242 -13.803 0

Germany 0 0 0 0 0 0 0 0 0 0

Greece -35.348 -49.036 -87.088 -104.750 -98.355 -51.116 -49.319 -94.387 -72.257 -59.402 

Ireland -44.364 -53.519 -145.185 -120.434 -79.259 -55.117 -22.736 -3.037 -952 0

Italy 0 0 0 -191.379 -255.102 -229.128 -208.945 -248.859 -356.559 -439.023 

Latvia 0 0 0 0 0 0 -797 -1.312 -5.292 -6.340 

Lithuania 0 0 0 0 0 0 0 0 -3.590 -4.026 

Luxembourg 0 0 0 0 0 0 0 0 0 0

Malta -665 -814 -1.223 -422 -201 -672 -1.930 -922 0 0

Netherlands -18.786 0 0 0 0 0 0 0 0 0

Portugal -18.953 -23.436 -59.912 -60.923 -66.026 -59.565 -54.591 -61.687 -71.588 -81.246 

Slovakia 0 -14.521 -13.311 -13.622 0 0 0 0 -5.119 0

Slovenia -3.570 -3.345 -2.093 -2.733 -4.439 -1.039 0 0 -1.248 -1.434 

Spain -34.989 -41.135 -50.923 -174.979 -337.344 -213.685 -189.865 -254.115 -328.075 -373.736 

Negative T2 balances ex ECB -420.834 -317.085 -458.220 -842.032 -983.278 -694.719 -613.793 -814.220 -1.067.991 -1.270.023 

and non €-zone NCBs

Source of Data: ECB

(€ millions) 

dependent variable (Y): ES Total assets; independent variable (X): sum of negative T2 balances 

R squared 0,775602473

mod R squared 0,773807293

standard error 420740,4796

number of observations 127

coefficients standard error t stat

constant 766872,6138 96139,46426 7,976668267

sum of negative T2 balances -2,747889933 0,132200704 -20,7857436
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countries17. There is a two-way relationship between external positions of MSs and the 

Eurosystem’s monetary base operations. 

(2) The total balance sheet of the ECB is closely correlated with the Target Balance, as officially defined, 

and equally with the sum of negative balances. The policy of the ECB appears to be affected by 

NCBs. Deficit countries are able to create new liquidity if existing liquidity flows out. Conversely, 

NCBs of countries with structural currency account surpluses increase claims on deficit MSs. The 

Quantitative Easing Policy (QEP) and the mechanisms of T2Bs (with decentralized commercial bank 

reserve accounts) has facilitated both capital outflows from peripheral countries and current 

account surpluses of core MSs.  

(3) This mesmerizing merry-go-round is hardly sustainable. It occurs because the traditional solution 

to the liquidity problem in a unified currency area – automatic money transfers – is thwarted, as is 

the corresponding adjustment mechanism. 

These findings are not meant to put in doubt that many fragmented specific explanatory factors must be 

taken into account to explain in detail the evolution of T2Bs18. The aim is to show that common driving forces 

have also been at work and are related to the mechanism of construction of the system. The evidence 

presented offers a different and less complacent insight compared to official explanations of the workings 

and the sustainability of existing Target arrangements in the Eurosystem. 

 

8. Towards an integrated approach to the five key potential break 

points of the euro 

 

Building on the framework developed in the preceding sections, an attempt is made here to identify 

and analyze the possible key break points and their interactions. The various elements are 

synthetically reviewed. For simplicity’s sake and to better understand their specific features they 

are examined in succession. Care is taken to explore transmission mechanisms of risk and 

manifestations of their complex interconnectedness (Danielsson et al., 2012 and Systemic Risk 

Center, 2013). The analytical approach is that of political economy in terms of medium-term 

processes (Cardinale et al., 2017; Cardinale and Scazzieri, 2018). This critical assessment is a 

precondition to offer suggestions and indications for a holistic policy response. Chart 6 offers a 

graphical network presentation of the five most important critical areas. The elements of the system 

are nodes and interactions between elements are edges.  

 

 

 

                                                           
17 This development can be explained – in a somewhat different analytical framework - in terms of “institutional 

sterilization” operated by commercial banks and NCBs for both surplus and deficit positions (Alessandrini and 

Fratianni, 2015).  
18 See for instance Dor (2016), Banca d’Italia (2017), ECB (2017). 
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Chart 6 - A network pentagon of key potential stress points of the single currency 

 

 

 

 

8.1 Euro crisis/break up 

 

To start with, attention is devoted to the key stress scenario, which highlights the probability of exit 

of single countries/currencies for political and/or economic reasons. Measures of this risk for “weak 

countries” in the Euroarea (EA) are offered and constantly updated by market sources. An example 

is given by Chart 7, which provides estimates of market-implied probabilities of (single-country) euro 

exit. 
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Chart 7 - Euro area market-implied probability of euro exit 

 

These probabilities must be interpreted with great care because the exit decision is a political choice 

and available experience shows that governments stood by continuity, also because of the fears of 

financial/economic meltdowns. 

More complex scenarios, with lower and usually unmeasured probabilities refer to critical fault lines 

leading to euro breakups19. In 2012 the ECB minimized the probability of this type of event and of 

sovereign/bank defaults, which would have created a situation of major financial instability and 

renewed systemic risk also for the real economy. Arguably, this was possible because the primary 

goal of inflation close to 2 % was not in conflict with that of avoiding debt crises. 

With the prospect of continued economic recovery and of gradual abandonment of monetary easing 

the two objectives might become in conflict. The primary responsibility of avoiding inflation 

pressures notably in hard core countries would become preeminent. And yet higher inflation in 

countries characterized by structural current account surpluses would represent a key adjustment 

mechanism in a “traditional” monetary union. But, as was argued, the T2B mechanism blunts this 

adjustment process. Ultimately, the Target imbalances might become unsustainable and put 

pressure on the viability of the euro itself.  

                                                           
19 An attempt to measure the risk of a Eurozone breakup within five years was offered by Minenna (2015), with 

specific reference to mid-2012. 
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These stress scenarios are behind the views recently presented by many prominent German policy 

makers and economists to explore the pros and cons of alternative exit strategies for the euro (Stark, 

2017; ESMT, March 2018). The official strong country suggestion to examine the policy option of a 

two-speed EU has been widely interpreted as the presentation of a framework that might also 

comprise a managed two-speed euro, which would update the model of the EMS, with two currency 

blocks. 

 

8.2 The sustainability of sovereign debt (restructuring/default) and the implications 

for eurozone exit 

 

The gross government debt in the EMU as a percentage of GDP is at very high levels compared to 

Maastricht (1992) and to the beginning of the euro (1999). Sustainability is vulnerable to interest 

rate increases, to declines in GDP growth and to a deterioration of primary fiscal balances. In this 

negative scenario, debt dynamics might enter a diverging path. The threat to sustainability is 

exacerbated in the EA by the loop between banks and sovereigns, broken but not resolved (see 

Section 8.3). Most highly- indebted countries face potential pressures in terms of their future ability 

to repay debt with possible liquidity/solvency problems. 

In the event of a severe sovereign debt crisis two main scenarios can present themselves: debt 

restructuring and default events20. The two hypotheses are connected but must be kept separate 

from legal, analytical and policy perspectives. These contingences are recognized by the markets 

and - more or less correctly – priced, mainly by means of CDS but also of sovereign bond spreads21. 

For countries most indebted and with higher political uncertainties in terms of firm commitment to 

                                                           
20 In the case of Greece in April/May 2012 the Hellenic Republic decided to retrofit CaCs in bonds governed by 

domestic law and implemented a very large sovereign debt restructuring. In June 2015 the Republic defaulted on a 

relatively small payment to the IMF (Martinelli, 2016).  

On 21 August 2018 Greece emerged from ESM programs with an improved economy. A fiscal surplus is expected in 

2018, after a deficit of 15.1% in 2009. GDP growth of 2% is forecast for 2018 and 2019, after a contraction of nearly 30% 

between 2007 and 2015. But the vulnerability of public debt (180% of GDP) remains very high. The Commission 

estimates that, to bring the ratio below 100% by 2060, primary surpluses of 2.2% will be required alongside nominal 

growth of 3% for the next 40 years. After exiting the programs Greek sovereign debt is no longer eligible as collateral in 

the refinancing operations of the Eurosystem, obliging banks to tap costlier Emergency Liquidity Assistance. The doom 

debt/ bank loop is hardly broken. 
21 The market estimates of default risk can be measured through the Expected Loss (EL) implicit in the credit spread. 

The main components/drivers affecting default risk are identified through the explicit estimate of PDs and LGDs. All 

market inferred measures of default risk are highly affected by the market price of risk, which is implicit in the market 

prices  derived  under no-arbitrage conditions. Because of this, market prices of risk-neutral PDs are higher than actual 

(physical) PDs and the difference widens when the market price for risk increases. A further complication is that intra 

Euroarea spreads necessarily incorporate compensation for both credit and liquidity risks: available econometric 

evidence suggests that euro sovereign spreads reflect a broadly similar quantitative impact of the two risks, contrary 

to conventional analysis, which underlines the importance of default risk (Monfort and Renne, 2011 and Schwartz, 

2018). A more comprehensive and correct analytical and quantitative approach would require making reference to 

expected losses and therefore estimating LGDs and EADs, beyond the different measures of PDs. 
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EU rules22 (Greece, Italy, Portugal and Spain) market implied probabilities of default are estimated 

and regularly updated (Chart 8, see also ESRB, 2018, Chart 1.2). 

Chart 8 - Euro area market-implied probability of default 

 

 

Debt restructurings, in turn, must be divided into two separate cases:  preemptive debt 

restructurings and post-default restructurings. The former are defined as debt exchanges that occur 

prior to default. The latter refer to situations where debt exchanges take place after a payment 

default (Asonuma and Trebesch, 2015).   

In general, debt restructurings processes are driven by a default event, but the case of preemptive 

restructurings can be of great importance in the EMU, notably in the perspective of revision of the 

European Stability Mechanism (ESM), possibly leading to the creation of a European Monetary Fund 

(EMF). 

As Charts 7 and 8 show, the common approaches to euro exit are focused on “weak countries”. This 

is fundamentally correct, but the issue of euro break up in principle applies also to strong countries, 

                                                           
22 To recall, when the public debt is above 60% of GDP, the Stability and Growth Pact and the Fiscal Compact prescribe 

that the evolution of the debt must show a declining trend with an annual rate of 1/20 of the difference between the 

actual and the 60% limit. 
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especially in the perspective of unsustainable T2Bs. The case of Greece indicates that restructuring 

and default need not automatically lead to euro exit. 

A key link – not always fully appreciated in the economic literature – between sovereign default and 

euro exit is represented by the application to official debt instruments of domestic law provisions 

(lex monetae) or foreign/international law (as in the case of CAC provisions). In principle, the public 

debt of a country is governed by domestic law, but CACs can be introduced on ex-ante basis, which 

makes the debt subject to international law. 

After the Greek and the sovereign debt/bank crises, the ESM Treaty mandated the gradual 

introduction of euro CAC harmonized rules in all sovereign bonds issued by EA states after January 

2013. The relevance of this apparently technical issues is underlined by the fact that in the Meseberg 

Declaration ( Federal Government of Germany, 2018), France and Germany affirm “to improve the 

existing framework promoting debt sustainability and to improve its effectiveness we should start 

working on the possible introduction of Euro CACs with single-limb aggregation”. 

A synthetic framework of escalating events in case of sovereign debt stress/crisis in the EA is 

presented in Box 1.                     

Box 1 - Sovereign debt sustainability/crisis in the EA: a framework of four escalating events* 

Stability support and likely to default 

1. ESM stability support requires prior debt sustainability analysis (DSA), which aims at 

preventing crises. Two different levels of conditionality are foreseen. The ESM programme 

can either be precautionary (Enhanced Condition Credit Line) or a full macroeconomic 

adjustment. In both instances, a special focus would be on fiscal perspectives (and on CAC 

arrangements). ESM interventions can be complemented by the ECB Outright Monetary 

Transaction (OMT) scheme23, also to cope with the risk of liquidity shortages. The 

likelihood of (country-targeted) OMT activation is arguably greater now, in the perspective 

of QE tapering/ending. The fully-fledged stability support phase outlined here requires a 

tripartite agreement of the country requesting and accepting a program, the ESM and the 

ECB24. The IMF could be asked to take part in the deal.  

 

                                                           
23 The OMT program was announced in 2012 (ECB, 2012), but never activated to date. This controversial scheme (“too 

close to state financing via the money press”) would have represented a major instance of intertwining between 

monetary policy and national government financing, arguably against the spirit of Art. 123 of the Treaty on European 

Union. The Eurosystem was enabled to acquire potentially very large amounts of bonds issued by governments using 

an ESM program and complying with the conditionality prescriptions, in the assumption of irrevocable commitments 

to the euro. The OMT framework was defined before the opening of the Pandora Box and is based on the assumption 

of severe distortions in a country government bond market, as a consequence of “unfounded fears of the reversibility 

of the euro”.  
24 If Italy’s political strife and confrontation with the EC on the budget continue in the autumn of 2018, without full-

commitment to Maastricht-related requirements and to the euro, this scenario might become relevant. Spread 

increases and possible downgrades of public debt by credit agencies would feed negatively to banks with a 

contraction in credit. In this adverse scenario, debt dynamics enters a knife-edge, the sovereign/bank loop resurfaces 

and is made more stringent because of the gradual demise of QE. The stakes are very high for surplus and deficit 

countries alike, especially when account is taken of the sustainability of Target balances.  
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2. If debt enters into a potential crisis situation (likely to default), ESM interventions – based 

on the DSA – are broadened, to include preemptive debt restructuring, subject to strict 

conditionality. This is accompanied by enlarged euro CACs with single limb aggregation. 

The ECB and (possibly) the IMF can play an accompanying role, as in Case 1. 

 

Default 

3. If phases 1 and 2 are not sufficient to prevent the manifestation of full crisis, a default 

event takes place: a government fails to make  a principal or interest rate payment on due 

time. Defaulting countries may be forced to leave the euro. Under current Treaty 

provisions this would imply a (temporary?) exit from the EU. 

 

4. After the default, the country concerned could agree to a post-default restructuring, 

where debt exchanges are negotiated and occur. 

 

 

*The framework outlined takes account of the note on sovereign debt restructuring prepared by the European 

Parliament (EPRS, 2017). The document argues that, as part of the EU financial stability instruments, sovereign debt 

restructuring could usefully form a part of the enlarged EU toolbox. The first two steps are consistent with the analysis 

on EMU and the ESM contained in the Meseberg Declaration. The issue of settlement of Target liabilities of a defaulted 

country is likely to require specific rulings with reference to both the preferred creditor status of NCBs and the 

applicability of a CAC framework.  

 

The four-step framework comprises two phases in the impending crisis/likely-to-fail situations. ESM 

intervention is broadened to include preemptive debt restructuring, accompanied by Euro CACs 

with single limb voting procedures. The subsequent two phases outline a post-default event. In case 

3, a litigation procedure is initiated, presumably leading to forcing the defaulting countries to leave 

the euro. Case 4 is characterized by post-default restructuring arrangements: debt exchanges are 

negotiated, agreed and take place after the formal default.  

The official policy approach to mandatory, standardized and identical CACs on all government bonds 

and all EA countries is a recognition that restructuring/default is a possible, low probability, event. 

This is an ambiguous message for markets and political parties alike. The potential contradiction is 

not a novelty. As indicated, the risk of sovereign debt crises, possibly leading to defaults, was/is 

explicitly admitted by the ECB itself with the EAPP program.   

An even more subtle point concerns the formal symmetry, but the substantive asymmetry of CACs 

standardized arrangements. An economic precondition for the usefulness of the clauses is that they 

are applicable to countries likely to default/ restructure sovereign debt: this probability must be 

non-negligible. On the basis of strong econometric evidence – which appears often overlooked - 

Bardozzetti and Dottori (2013) showed that, for best-rated countries, CACs do not have any effect 

on public bond issues. But, also for the worst-rated countries the yield discount narrows to the point 
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of becoming insignificant. The offered explanation is that anticipated opportunistic behavior may 

imply that ex-ante moral hazard offsets ex-post benefits25.  

A final relevant issue is that the Eurosystem, in case of a country default, does not enjoy the status 

of “preferred creditor”, although in the 2012 Greek restructuring a seniority status was de facto 

granted to securities bought by the System under the SMP program (Martinelli, 2016). It would 

therefore appear that CAC clauses cannot be invoked by the NCBs, and that national law would be 

applicable. A legal clarification of these points appears necessary. 

 

8.3 The bank/sovereign loop as a stress factor to the euro 

 

This issue has been amply treated. Reference here will be kept to a minimum. In 2011-12 there was 

a clear possibility of a euro breakup. It was only through the full determination of the ECB that the 

implosion of the system was avoided. The doom loop would have created a major systemic financial 

and real instability. 

Without the euro the ECB itself would no longer have its “raison d’être”. The monetary base in euro 

would disappear, national currencies and central banks would be reenacted. All sovereign domestic 

debts, including the T2Bs would return to national currency redenomination.  

The loop was broken, but not fixed (Angelini et al., 2014). The fundamental shock absorber was and 

continues to be the EAPP. But the tapering of QE policies is on its way. The creation of the SSM and 

the introduction of the bank resolution framework, with the adoption of a bail in model, were major 

institutional and policy advances in the EA. The latter suffers from intrinsic defects, compounded by 

the difficulties in some countries to accept the principle of no bail-out; the former is weakened 

because of the home bias of public bonds in the national banking system and of the inability to 

recognize the different risk features of national government bonds in the CRR/CRD frameworks 

(Goodhart, 2013). The stalemate on EDIS represents another source of potential threat (Masera, 

2017).  

 

8.4 Risk positions and the sustainability of T2Bs 

 

This section too can be kept very short, because the key elements of analysis have already been 

developed. Major misconceptions surrounded and continue to characterize the assessment of T2Bs. 

The high and complex technical features of the system limit its transparency. As indicated, until 2011 

                                                           
25 Since their study was published, two relevant developments have taken place with specific reference to Italian 

Government bond markets. Few BTPs are denominated in US $ and do not appear to be eligible for redenomination. 

BTPs in € can be CAC or non-CAC compliant. These differing clauses can be exploited to try and disentangle 

redenomination risk (exit from the euro) from fiscal risk (default event) (Gros, 2018 and Guglielmi, 2018), according to 

these studies, the redenomination component has significantly increased. 
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the official position of the Eurosystem was that the balances had an accounting nature and were 

insignificant in terms of their risk position; no relevant macroeconomic, balance of payments, and 

monetary policy aspects were involved.  

T2Bs are the source of many important risks, some of which still under investigation26. If a country 

exits the euro it can default on its liabilities to the Eurosystem. The NCB capital would be the first 

cushion, but the size of the imbalances has outgrown capital resources for many NCBs. Two types 

of risks are involved. First, there is the issue of preferred creditor status and then the question of 

the possibility of redenomination. More fundamentally, the target mechanism has become a major 

instrument to finance current accounts and capital movements, with no well defined adjustment 

mechanism. The system has therefore come to play a role both in the monetary creation process 

and in the financing of payment imbalances in surplus and deficit countries alike.  

The Agreement on Net Financial Assets (ANFA) between the ECB and the NCBs is meant to insure 

that the ECB monetary policy is unaffected by NCB operations related to their national tasks. If these 

tasks were to interfere in any way with the monetary policy, they can be prohibited, limited or have 

conditions placed on them by the Governing Council. The limits are meant to insure that operations 

undertaken by NCBs do not interfere with the single monetary policy27.  

The seminal work by Sinn (2011) and the new evidence offered here are suggestive of an important 

role of NCBs Target policies on the quantitative creation of total monetary base. This may be 

consistent with the desired monetary policy objectives, but if the mechanisms of interaction 

between NCB balances and the overall monetary creation process have been, and perhaps continue 

to be, only partially understood, these issues may require clarification. 

 

8.5 Potential liquidity problems in the EA, without a euro safe asset 

 

Excess liquidity and excess bank reserves have been a key feature of the Eurosystem since 2008-

2009. The links between monetary base, money, income and prices have broken down. Base 

liquidity creation by the Eurosystem was progressively higher and higher than required reserves and 

desired cash holdings. The provision of liquidity engineered mainly through purchases of public 

bonds led to negative interest rates also on long term securities in “safe” countries. The progressive 

significant drawbacks were increasingly recognized. The improved economic developments should 

lead to a gradual reversal of the extraordinary program of monetary expansion, and the 

reabsorption of excess liquidity. In this scenario T2 imbalances should gradually disappear. But this 

requires putting under control liquidity creation in deficit countries and current account surpluses 

in structural creditor countries. The perspective of normalization of monetary policy and of interest 

rates can give rise to stress points in certain countries. Fiscal sustainability is key. Focus on this 

                                                           
26 T2Bs can be used also to hedge redenomination risks in the EA (Cecchetti et al., 2012). 
27 The ANFA was published by the ECB in 2016, with a view to improving the accountability and the transparency of 

the Eurosystem (ECB 2016). 
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complex scenario can be found in the Meseberg Declaration. It is indicated that precautionary ESM 

credit lines could be activated to offer stability support “in case of risk of liquidity shortages, where 

ESM members are facing a risk of gradual loss of market access, without the need for a full 

programme”. 

In the experience of the euro, sovereign and liquidity risks are intertwined and have often a similar 

order of magnitude. Liquidity risk is defined here in the classic tradition as the risk of being unable 

to convert into (base) money a financial asset with a regular market price at short notice without 

significant loss. Marketability is a necessary but not sufficient condition for liquidity. To disentangle 

credit and liquidity risks it is necessary to estimate actual and risk neutral PD’s. This requires utilizing 

a risk-free interest rate.  

Asset liquidity can also be analyzed through asset portfolio selection models: a key role is played by 

the Treasury bill market and the corresponding risk-free interest rate. Short term public debt 

instruments in monetary areas where the central bank is prepared to intervene and to act as lender 

of last resort in case of sovereign liquidity crisis represent liquid, risk-free assets, which are 

information insensitive and provide the same yield independently of the state of the world.  

These arguments bring to the fore an additional intrinsic weakness of the single currency 

institutional framework: the lack of a euro perfectly liquid and safe short-term (sovereign) asset 

(Masera, 2018). The safe-haven is de facto represented by the German Bund market. Many 

proposals have been made to remedy the situation. Perhaps the most important and well-known is 

the model developed by a High Level Task Force of the European Systemic Risk Board (ESRB), chaired 

by the Governor of the Bank of Ireland (ESRB-HLFF, 2018). The scheme draws on a proposal of a 

group of academics aimed at creating a euro safe asset, with no mutualization of risk. The present 

writer shares the critical analyses which have been produced on this approach. The synthetic 

securitization schemes might even have negative implications in case of stress28.  

Monetary analysis indicates that there is a second safe and liquid asset: central banks reserves held 

by banks and currency in circulation, the balance sheet counterparts to central bank assets. 

Commercial banks produce perfectly liquid and safe assets only if the nominal value of their 

corresponding deposit liabilities is fully guaranteed. This takes back to the soundness of banks and 

more specifically to the credibility of government guarantees on deposits up to certain amount. 

From this perspective too the euro area shows weaknesses. Beyond the extreme case of a euro 

break up, there is the unresolved issue of EDIS.  

The availability of safe assets plays a crucial role also in banking and financial regulation, notably in 

the risk-weighted capital framework. More specifically the zero-risk-weighting of government bonds 

                                                           
28 Excellent papers have been produced to substantiate these concerns. See for instance Minenna (2017), Claeys 

(2018) and Mencía and Rodríguez-Moreno (2018). 



35 

 

in the euro area, irrespective of credit-default risk, represents a structural weakness which 

negatively affects the sovereign-bank nexus. Real-politik has not allowed to deal with this issue29.                                       

 

9. Conclusion 

 

This paper reminds at the outset that the unified currency of the Eurozone was created in response 

to a strong political drive and motivation, which goes back to the “Fathers of Europe”, after World 

War 2: “L’Europe se fera par la monnaie ou ne se fera pas”. This political determination is behind 

the creation of a system which was meant to be irreversible.  Even though significant criticism 

emerged, this political support continues to be de facto very strong. 

The analytical framework presented in this paper is developed according to an economic 

perspective. But it is recognized that, if the creation of the euro was a political resolution 

accompanied by institutional and legal processes enacted at EU and country levels, in a similar way 

euroexit and even more euro breakup events would be political and institutional decisions. 

Economic and monetary issues would carry great weight, but need not represent the decisive 

factors. In case of interconnected hazards a holistic examination of fault lines is necessary, but 

cannot provide an indication of the speed with which a systemic crisis would unfold. Economic, 

institutional and political domains overlap/interact and span medium-term dynamic processes. An 

effort was made to combine rigorous economic analysis with legibility for a wider audience. 

The creation of the Eurosystem was a highly innovative and complex exercise, notably with 

reference to the division of responsibilities between the ECB and NCBs. The heart of the interactive 

web behind the workings of the single currency without a state was and is a complicated, somewhat 

arcane, payments mechanism – T2Bs. The Eurosystem itself believed that this was fundamentally 

an accounting system, insignificant in terms of macroeconomic perspectives and risk creation. It was 

only the painstaking work of Hans-Werner Sinn (2011, 2014, 2016) which allowed to gain better 

insights and explore the functioning and implications of the system. Since then a growing literature 

on the subject, with significant contributions of the Eurosystem itself, has emerged. 

This paper tries to bring the analytical and policy understanding one step further. It shows that, 

beyond the complicated assessment of changing underlying factors, a long-term relationship exists 

between monetary base creation of the Eurosystem and the Target arrangements. This link is 

explored by referring to the accumulation of (im)balances in both surplus and deficit NCBs. The 

existing system allows the creation of automatic and unlimited credit lines, with no repayment date. 

International payments are facilitated; the traditional adjustment mechanism of a unified currency 

area – centralized or decentralized - is however de facto neutralized.  

                                                           
29 This is not consistent with the stress testing exercises conducted by the EBA, which required a gradual build up of 

capital buffers against sovereign debt default. 
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The various strands of analysis are brought together to identify and explore key vulnerabilities of 

the euro, possible fault lines and policy adjustments. The five points of potential stress are: euro 

exit/euro break up; sovereign debt sustainability (restructuring/default) and euro exit; 

bank/sovereign loop; sustainability of T2 (im)balances; liquidity crises in the absence of a euro safe 

asset. They are examined in terms of a holistic framework, with novel insights on transmission 

channels of contagions and spillovers in a network/endogenous risk framework. The findings help 

outline remedial comprehensive policy actions: reform of T2Bs is a priority. 
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