

mailto:gregory.claeys%40�ԹϺ�����.org?subject=
mailto:gregory.claeys%40�ԹϺ�����.org?subject=
mailto:guntram.wolff@�ԹϺ�����.org
mailto:guntram.wolff@�ԹϺ�����.org

1 Introduction

e euro was created two decades ago, and became immediately an international currency
and the second most important currency on the global stage.  is position was mostly
inherited from the Deutschmark, reinforced by the other ten European currencies the euro
replaced in 1999.

But what is an international currency exactly? It is a currency that ful Is the three classical
functions of money at the international level: 1) the currency plays the role of unit of account
in the international invoicing of goods, in international market prices, in the issuance of
international bonds and in the pegs of other currencies with xed or semi- oating exchange
rate regimes; 2) it is a medium of exchange, ie it is used for payments in cross-border trade;
and 3) it is a store of value at the global level, ie it is used as an investment/ nancing vehicle
and as a reserve currency by central banks and public authorities from other jurisdictions.

eeuroful Isthese three roles, even if at a lower level than the US dollar, as itis commonly
used globally as areserve currency,a nancing currency and an invoicing currency (Figure 1).

Figure 1: International functions of the euro
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However, the euro has never really come close to challenging the dominance of the US
dollar, despite a belief in its early years that it might take over in the near future (see for
example Mundell, 2000). On the contrary, the European Central Bank’s own international-
role summary index (Figure 2) suggests that the rise of the euro as an international currency
peaked as early as 2005.  ereafter, its internationalisation went into reverse, with the euro
crisis and the fear of a break-up of the euro-area, and the European currency has not since
returned to its previous status.

As a result, the international monetary system is still characterised by the hegemony of
the US dollar. Contrary to what one might expect, given the strong network e ects related to
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some countries, such as Germany, were reluctant to promote the internationalisation of their
currencies, and actually tried to prevent it as much as possible. ey feared it could weaken
control over monetary policy or generate undesirable exchange rate volatility (Eichengreen et
al, 2018). e euro area has to a great extent inherited this pre-euro German position and has
not actively promoted an international role for the euro. e ECB in particular has adopted a
relatively hands-o approach, neither promoting nor hindering the international status of its
currency and mainly leaving it to market forces (and other central banks) to decide its fate,
even if, more recently, it has adopted a more supportive approach.

Faced with a US administration less inclined towards multilateral solutions and willing
to use its currency in a more explicit way to exertin uence abroad and extend its domestic
policies beyond its borders (for instance by forcing EU rms to cut ties with Crimea, Cuba or
Iran, which are sanctioned by the US but not by the EU, or di erently sanctioned by the US
and EU;see ompson Coburn, 2020), Europe is now reconsidering its neutral position. It has
started thinking about how to promote actively the internationalisation of the euro to ensure
its autonomy (European Commission, 2018). However, promoting an enhanced international
role for the euro and challenging the dollar’s dominance are not easy tasks and might involve
some radical changes to the fabric of the monetary union.

2 Determinants of global currency status
and prospects for the euro

Historically, countries issuing dominant currencies have been characterised! by:

1. e large size of their economy (in terms of both GDP and international trade);

2. Free movement of capital;

3. e willingness of their public authorities to play an international role;

4, eir stability, at all levels: monetary, nancial, scal, institutional, political and judicial
(including the rule of law and strong property rights);

5. eir ability to provide a large and elastic supply of safe assets;

6. e existence of developed - liquid and deep - nancial markets;

7. Signi cant geopolitical and/or military power backed by a strong state.

How does the euro area fare with respect to these characteristics?
anks to its large economic base, the euro area easily ful Isthe rstcriteria, and even
though itis not the rst global economic power, the monetary union represents one of
the largest trading blocs in the world. e euro area also ful Is the second criteria, as free
movement of capital is solidly entrenched in Article 63 of the Treaty on the Functioning of
the European Union (TFEU). e willingness to play an international role (criteria 3) was
previously not there, as the EU was not interested in promoting the internationalisation of its
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since the global nancial crisis its ‘below but close to 2 percent’ in ation target, the ECB has
ensured price stability in the euro area over the last two decades. Financial stability risks, after
being at the root of the euro crisis, have been reduced since, in part thanks to the creation of
the banking union (even if it is still incomplete). And most euro-area countries fare pretty well
in terms of judicial and political stability (despite some setbacks in recent years). However,
the aws in the architecture of the monetary union have sometimes led investors to doubt its
long-term durability or the irreversible participation of some countries.  ese doubts came to
the fore especially during the 2010-2012 euro crisis, but redenomination risks have period-
ically resurfaced since then, notably after the elections of populist parties in Greece in 2015
and Italy in 2018. Finally, scal stability is more complex in the euro area than in other juris-
dictions, including the US, UK and Japan, given the fragility of sovereign debt in a monetary
union. isforced European authorities to innovate during the crisis and use a combination
of new tools (the European Stability Mechanism and the ECB’s Outright Monetary Transac-
tions) to provide a monetary backstop to governments compatible with the legal and political
constraints of the monetary union, in order to avoid liquidity crises in euro-area sovereign
debt markets, while providing an incentive for countries to have sound public nances.

However, despite a signi cant overall increase in the issuance of debt securities by euro
governments, the euro area was unable to provide a large and elastic supply of safe assets
(criteria 5) during the euro crisis and its aftermath. A safe asset is a liquid asset that credibly
stores value at all times, in particular during adverse systemic crises (Caballero et al, 2017).

ere is high demand for this type of asset: from savers to store their wealth for the future,
from domestic nancial institutions to satisfy capital requirements, liquidity ratios and
more generally to post collateral in nancial operations, and from abroad, from emerging
market economies looking for a way to invest their foreign exchange reserves. Sovereign debt
securities play this role, in advanced countries in particular, thanks to their high liquidity and
simplicity —as long as public nances are considered sound by the markets.

From the creation of the euro to the euro crisis, sovereign bonds from euro-area countries
enjoyed this status, but several of them lost it during the euro crisis. Because of ratings
downgrades at one end of the spectrum, and lower issuance of debt at the other end, the stock
of safe assets issued in the euro area by governments and by supranational or international
entities (ie EU, ESM, European Financial Stability Facility and European Investment
Bank) decreased signi cantly. e stock of AAA-rated debt securities from the euro area
declined from around 40 percent of its GDP in 2008 to around 20 percent in 2018 (Figure
3). Meanwhile, during the same period, the supply of AAA-rated US Federal debt securities
increased from about 65 percent of GDP to more than 100 percent.

As far as the development of nancial markets is concerned (criteria 6), the comparison
with the US is clearly not to the advantage of the euro area. e euro area’s capital markets
are much less developed, less liquid and less deep than in the US. ey are still heavily
fragmented along national lines, despite the European Commission’s Capital Markets Union
initiative (Sapir et al, 2018). Finally, even though the Commission under the leadership of
Ursula von der Leyen considers itself a “geopolitical Commission™?, the EU is still very far from
being a geopolitical and, even less, a military power (criteria 7).



swaps to countries in which euro liquidity is important®) would help, as would progress on an
EU external/defence policy and a more visible geopolitical role.

Figure 3: Supply of safe assets from the euro-area (€ billions)

Current minor initiatives that have been put forward by the European Commission -
including promoting the labelling of energy contracts and derivative clearings in euro, or
encouraging the systematic use of the euro by institutions such as the EIB and the European
Bank for Reconstruction and Development, or by third countries through diplomacy - are
useful, but their impact should not be overestimated.

3 Promoting the euro in the midst of the
COVID-19 crisis: increasing the supply of
safe assets

To strengthen the euro as an international currency while mitigating the negative e ects that
the COVID-19 pandemic has had on the welfare of European citizens, two steps are crucial at
the current juncture®. First, the supply of euro-area safe assets needs to be increased. Second,
a strong recovery must be ensured, covering all countries and thus making the euro area
an attractive destination for investment. A strong recovery, especially in weaker euro-area
countries, will also be of fundamental importance to preserve or even improve the supply of
safe government assets in the euro area, because growth is fundamental for the sustainability
of debt.

e European Central Bank, the European Council and the Eurogroup have taken

3 Inthe COVID-19 crisis, the European Central Bank has played this role and has provided euros through swap
lines to the Danish Central Bank since 20 March 2020, to the Croatian central bank since 15 April and to Bulgaria’s
central bank since 22 April.

4 Ofcourse, it is important to highlight that these two steps are necessary, but notsu cient. Other steps are needed
to transform the euro into a truly dominant currency, such as completing the banking union and making progress
in building a capital markets union. In this paper, we focus on the steps that are most relevant currently during the
pandemic.
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major steps to ensure liquidity in sovereign bond markets and lower yields that support the
recovery. e ECB’s Pandemic Emergency Purchase Programme (PEPP) was appropriate in
that regard, allowing governments to issue debt easily and thereby increase the supply of safe
assets. e European Council and the Eurogroup have taken additional measures to buttress
the situation. In particular, the Eurogroup agreed on 9 April 2020 to increase joint borrowing®.
is newly created European debt, which could amount to €300 billion (€200 billion
through the EIB and €100 billion through the new ‘SURE’ credit line (European instrument
for temporary Support to mitigate Unemployment Risks in an Emergency), managed by
the European Commission and guaranteed by member states to help countries nance
temporary lay-0 bene ts), represents a jointly-issued safe asset. In addition, there could be
further joint borrowing through the ESM, up to €240 billion, as also agreed by the Eurogroup.
However, this number represents only a relatively small percentage of the total scal costs of
the COVID-19 pandemic, and an even smaller percentage of total euro-area debt. As such,
these initiatives are not game changers but only rst steps in increasing the total supply of
safe assets.


https://ec.europa.eu/info/sites/info/files/economy-finance/ecfin_forecast_spring_2020_statist_annex_
https://ec.europa.eu/info/sites/info/files/economy-finance/ecfin_forecast_spring_2020_statist_annex_




economy. One clear aim should be climate neutrality. Major green investments are needed
to reduce carbon emissions signi cantly before 2030 and to reach carbon neutrality by 2050
(around €3 trillion for the next decade only, as noted by Claeys et al, 2019). Investment could
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