CHALLENGES FOR THE

EURO AREAAND
IMPLICATIONS FOR
LATVIA

GUNTRAM B. WOLFF







Guntram B. Wolff CHALLENGES FOR THE EURO AREA AND IMPLICATIONS FOR LATVIA PoLCY

Second, economic growth in the euro area as a
whole and in particular in the so-called periphery
is very weak. Growth forecasts have been revised
downwards. None of the four big euro-area
economies, ie France, Germany, Italy and Spain,
is projected to grow more than 1 percent in 2012,
according to European Commission forecasts.

Third, European Banking Authority stress tests
have not restored trust in the euro-area banking
system. More worryingly, the euro-area banking
system lacks a credible fiscal lender of last resort.
National finance ministries in the periphery
cannot credibly prevent deposit runs or
withdrawals of funds from banks located in their
country by themselves, as they are too small and
may lack access to markets to borrow at good
rates. We have seen the build-up of such negative
feed-back loops from an increasingly fragile
sovereign to an increasingly fragile banking
system. Purely national strategies will fail to stop
this banking fragility.

During 2011, euro-area leaders took a number of
significant steps to overcome these problems. At
the summit of 8-9 December 2011, leaders agreed
on tougher and more biting fiscal rules, which are
to be mostly implemented at national level. This
will help to increase fiscal discipline and thereby
help to prevent from happening again problems of
the kind currently seen in Greece. Such measures
will also to some extent be helpful in increasing
investors’ trust in a country’s political ability to
repay debt. For example, the Spanish debt break
enshrined in the Spanish constitution is a strong
signal and may contribute to the comparatively
low Spanish interest rates in relation to Italy’s.

In exchange for more commitments to fiscal
discipline, significant money has been put on the
table. This includes €150 billion for the
International Monetary Fund decided at the
December 2011 summit, on top of €500 billion for
the European Financial Stability Facility/European
Stability Mechanism (EFSF/ESM) decided earlier.
Even without leveraging, up to €700 billion could

be available to help countries with liquidity
problems. In addition, leaders re-affirmed their
promise that Greece would remain a unigque case
and no other country would impose losses on
investors. For the time being, private-sector
involvement thus appears to be ruled out.

The new ESM treaty requires the introduction of
collective action clauses (CAC) with an
aggregation clause. These CACs are introduced for
government securities of all euro-area countries.
The ESM treaty foresees that financial assistance
is granted to ESM members that require such
assistance. The treaty stipulates that: “In
accordance with IMF practice, in exceptional
cases an adequate and proportionate form of
private sector involvement shall be considered in
cases where stability support is provided
accompanied by conditionality in the form of a
macro-economic adjustment programme.” The
key reference is here to IMF practices. IMF
practices foresee that financial assistance is only
granted in case the IMF assesses a country to be
solvent. It is clear, however, that a solvency
assessment always rests on a fair degree of
judgement and assumptions regarding the
development of interest rates, growth and
inflation. Ultimately, there may still be cases of
significant private sector involvement in case the
economic situation of a country is so bad that full
debt-repayment of official loans appears unlikely.
The advantage of collective action clauses is that
the restructuring will be made much easier. The
new system applying to newly issued debt will
thus allow for restructuring of debt according to
defined CAC.

The 21 February deal on Greece? is positive news
for the euro area. It removes to a great extent a
major uncertainty for international investors,
because a disorderly default scenario or even a
Greek exit from the euro is off the table for now.
Any future debt restructuring will have to come
from the public sector. Official sector involvement
(OSI) will be politically difficult but it will not be a
problem for the stability of the financial system.
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4. Currently, the interest
cost of all euro-area debt is
3.7 percent of euro-area
GDP. The euro-area finance
ministry would thus need
tax-raising power equiva-
lent to at least 4 percent of
euro-area GDP to credibly
take on all debt. National
taxes could be reduced by a
similar amount so that the
overall tax burden for the
average euro-area citizen
would not change.

5. For a detailed exposition
of such as set up see
Marzinotto et al (2011).

6. The assistance given via
the EFSM is, of course,
backed by the EU budget
and therefore concerns all
member states.



BRUEGEL




